ResearchGate

See discussions, stats, and author profiles for this publication at: https://www.researchgate.net/publication/308530946
Political Economy. An Introduction to the Theory of Economic Policy

Book - June 2016

CITATIONS READS
0 51,580
1 author:

Krzysztof Piech
Lazarski University, Warsaw, Poland
154 PUBLICATIONS 183 CITATIONS

SEE PROFILE

Some of the authors of this publication are also working on these related projects:

roiect  POZYyCja innowacyjna Mazowsza na tle innych regionéw kraju i Europy View project

All content following this page was uploaded by Krzysztof Piech on 24 September 2016.

The user has requested enhancement of the downloaded file.


https://www.researchgate.net/publication/308530946_Political_Economy_An_Introduction_to_the_Theory_of_Economic_Policy?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_2&_esc=publicationCoverPdf
https://www.researchgate.net/publication/308530946_Political_Economy_An_Introduction_to_the_Theory_of_Economic_Policy?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_3&_esc=publicationCoverPdf
https://www.researchgate.net/project/Pozycja-innowacyjna-Mazowsza-na-tle-innych-regionow-kraju-i-Europy?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_9&_esc=publicationCoverPdf
https://www.researchgate.net/?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_1&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Krzysztof-Piech-3?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_4&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Krzysztof-Piech-3?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_5&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Krzysztof-Piech-3?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_7&_esc=publicationCoverPdf
https://www.researchgate.net/profile/Krzysztof-Piech-3?enrichId=rgreq-cc09dd2c3441dc411604f05b84bee579-XXX&enrichSource=Y292ZXJQYWdlOzMwODUzMDk0NjtBUzo0MDk4Mjc5Njk5MTI4MzJAMTQ3NDcyMjAxMDQ4OA%3D%3D&el=1_x_10&_esc=publicationCoverPdf

EUROPEAN UNION
EUROPEAN
SOCIAL FUND

HUMAN CAPITAL

NATIONAL COHESION STRATEGY

The publication co-financed by the European Union from the European Social Fund

Political Economy

An Introduction to the Theory
of Economic Policy

Krzysztof Piech

Warsaw School of Economics
JUNE 2015



This publication is the result of the project Mlodzi projektuja zarzadzanie co-financed by the European

Social Fund within Human Capital Operational Programme, Priority IV “Higher education and science;’

Measure 4.1 “Strengthening and development of didactic potential of universities and increasing the

number of graduates from faculties of key importance for knowledge-based economy,” Sub-measure
4.1.1 “Strengthening and development of didactic potential of universities.”

Publisher:
Szkota Gtéwna Handlowa w Warszawie
(SGH)

Reviewer:
Barbara Kryk

First Edition

OWNA,,
SN

JSIROLg,

¢
Famone™

i s
Wagsz i

© Copyright by Szkota Gléwna Handlowa w Warszawie (SGH)
al. Niepodlegtosci 162, 02-554 Warszawa, Polska

Free copy
ISBN: 978-83-65416-50-6
Circulation: 200 copies

Cover design:
Monika Trypuz

Typesetting, printing:
Agencja Reklamowa TOP
87-800 Wloclawek, ul. Torunska 148
tel. 54 423 20 40, fax 54 423 20 80
e-mail: agencja.top@agencjatop.pl



It is ideas, not vested interests, which are dangerous for good or evil.

John Maynard Keynes






Contents
Figures. . . . . . .. . . 7
Tables. . . . .. ... .. 9
Boxes. . . . ... 10
Preface. . . . . . . . 11
Chapter 1. Whatis politics? . . . ... ....... .. .. ... ... ... ... ... 13
1.1. Why does politics exist? The origins of politics. . . . ... ... ........... 13
1.2. The rights of the state and the rights of individuals . . . ... ............ 15
1.3. Definitions of politics . . . . . . . . . . 19
Chapter 2. Basic concepts of politics and political science. . . . ... ... .. .. 25
2.1. Development of political science. . . . ... ... ... ... L L. 25
2.2. Political science within social sciences. . . . . ... ... ... ... . . ... 27
2.3. Kinds of states, governments and political systems . . . ... ... .. ....... 31
2.4. Historical evolution of democratic processes. . . . . . . ... ... 37
2.5. Measuring democracy. . . . . .. .. ... 41
Chapter 3. Characteristics of democraticsystems . . . ... ............. 47
3.1. Presidential and parliamentary systems. . . . .. ... ... ... ... . ... ... 47
3.2. Legislative assemblies . . . . ... ... ... 48
3.3. Electoral market in democracies . . . . . . ... ... ... o 53
3.4. Kinds of political parties . . . .. ... ... ... .. . . ... 55
3.5. Ways of financing the political parties. . . . . . ... ... ... .. .. ..... 57
3.6. Legislative elections . . . . . ... ... ... 61
3.7. Term limits: populism or effective change? . . . . . . ... ... ... ... ..... 65
Chapter 4. Politics and socialneeds . . . . ... ..................... 71
4.1. Human needs and economic development . . . . . .. ... ... ... ..... 71
4.2. Measurement of development . . . . .. ... ... ... L L L 75
4.3. Public choice theory on beneficiaries of economic policy. . . . .. ... ... ... 81

4.4. Thebehaviourof voters . . . . . . . . . . . . o i i i e 87



6 CONTENTS

Chapter 5. Normative elements of public and economic policy . . ... ... .. 91
5.1. Whatis public policy?. . . . . . . . ... 91
5.2. Endogenous context of public policymaking . . . . .. ........... .. ... 94
5.3. Government, its goals and decisionson policy . . . . ... ... .. ... ... ... 97
5.4. Kinds of public policies and relations between them. . . . . . ... ... ... ... 102
5.5. Economies and economic policy in social sciences . . . ... ... ... ... ... 107
5.6. Relations between political economy, economic policy and economics . . . . . . . 110

Chapter 6. Introduction to the positive theory of economic policy . . . . . . . . 115
6.1. Relations between elections and economic situation. . . . .. ... ... ... ... 115
6.2. Economic impact of democracy and its elements . . . . ... ... ... ... ... 120
6.3. Introduction to the political businesscycle . . . ... ........ ... ... ... 125
6.4. Kinds of political business cycles. . . . . ... ... ... ... ... ... 128
6.5. Empirical verification . . . . . .. ... . 132
6.6. Central bank independence and macroeconomicresults . . . . . ... .. ... .. 137
6.7. Partisan central bank hypothesis. . . . ... ... ... ... ... .. ... .. 140

References. . . . . . . . . . . 143



Figures

Figure 1. 15 countries of the highest value of the Failed States Index, 2012 . . . . . . . .. 18
Figure 2. 15 countries of the lowest value of the Failed States Index, 2012. . . . . . .. .. 18
Figure 3. Kinds of human behaviour and sciences describing them . . . .. ... ... .. 28
Figure 4. Forms of government. . . . . ... ... ... ... .. .. ... 33
Figure 5. Proportion of countries that held legislative elections, 1800-2000. . . . . . . . . 37
Figure 6. Global trends in armed conflicts, 1946-2011. . . . . . ... ... ... ... ... 38
Figure 7. States experiencing warfare, 1946-2011. . . . . .. ... ... ........... 39
Figure 8. Global trends in governance, 1800-2010 . . . . . ... ............... 40
Figure 9. Eligibility, turnout, and participation, 1815-2000 . . . . . ... ... .. ... .. 40
Figure 10. Fully democratic countries, 2014 . . . .. ... .................. 42
Figure 11. 15 countries of the lowest value of the Democracy Index, 2014 . . . . ... .. 42
Figure 12. Electoral Democracies, 1989-2014. . . . . . . . .. .. . ... . 43
Figure 13. Freedom status, 1972-2014 . . . . . . . . .. ... i 44

Figure 14. Number of countries with improvements or declines in freedom, 2005-2014 . 44
Figure 15. 10 countries with the highest and the lowest number of parliamentar-

iansin Europe, 2014 . . . . . ... . L 49
Figure 16. Number of members of upper and lower houses in Europe, 2014 . . . . . . .. 50
Figure 17. Number of members of parliaments in Europe and explanatory variables, 2014. .51
Figure 18. Population and parliamentary size in 135 countries, 1970 . . . ... ... ... 52
Figure 19. Market of electoral votes . . . . . ... ... .. ........ ... ...... 53
Figure 20. Promises, accountability,andvotes . . . . ... ........... ... .. .. 54
Figure 21. Policy preferences and perception of policy differences between left-

and right-wing parties . . . . . ... ... L o 55
Figure 22. Number of countries where political parties receive direct/indirect

public funding, 2014 . . . . . . ... 60
Figure 23. Diagram of Maslow’s hierarchyofneeds . . . . ... ............... 71
Figure 24. Progress to higher human development groups since 1990. . . . . . . ... .. 77
Figure 25. Life expectancy and its changes between 1980 and 2003 in selected countries . 78
Figure 26. Life expectancy and HDI values in 1980 and in 2003 in all the countries. . . . 80
Figure 27. The hump-shape hypothesis of Calmforsand Driffill . . . . . ... ... .. .. 85
Figure 28. Corruption Perceptions Index 2014 . . . . . ... ... ... ........... 86
Figure 29. Visualisation of framework of public policy analysis . . ... ... ....... 93
Figure 30. Groups of endogenous conditions . . . . ... ................... 94
Figure 31. Structure of governing context. . . . . . . .. ... ... ... 98
Figure 32. Kinds of public policies . . . . ... ... ... ... . . . . ... 103

Figure 33. Branches of science—the place of economics. . . . . ... ............ 107



3 FIGURES
Figure 34. Branches of economics—Germanview . . . .. .................. 108
Figure 35. The democratic policymaking process . . . .. ... ... ............ 113
Figure 36. Optimal size of an electoral budget . . . . . .. ... ... ... ... ... ... 117
Figure 37. Unemployment and nationalism in Germany, 1923-1933. . . . ... ... ... 119
Figure 38. From the Great Depression to WWII—sequence of economic and

political relations . . . . . . . ... . L 120
Figure 39. Diagram of possible connections between democracy, the initial con-

ditions associated with its emergence, and the consequences of an

existent democraticsystem . . . .. ... L 121
Figure 40. Proportion of democratic countries on different levels of development,

152 countries, 1951-1999 . . . . . . . . ... 122
Figure 41. Kinds of political business cycles. . . . ... ........... ... ...... 127
Figure 42. Inflation patterns in G7 countries, 1959-1993 . . . . ... ...... ... ... 133
Figure 43. Selected macroeconomic indicators for Hungary since 1995 with fore-

castsupto2020. . . . ... 135
Figure 44. General government deficit (% of GDP) in Hungary and elections, 1995-2010 . 136
Figure 45. Relation between central bank independence and average inflation,

GNP growth and unemployment, 1955-1988 . . . . ... ............ 138



Tables

Table 1. Democracy index, 2011 and 2014, by regime type . . . . . . ... ... ......
Table 2. Freedom status, 2011 and 2014, by regime type. . . . . .. ... ... .......
Table 3. Institutional variation among western democracies . . . . .. ... ... ... ..
Table 4. Probability of fiscal policy run by right, center and left governments in

OECDcountries . . . ... ... ...
Table 5. Top Interest Groups Giving to Members of Congress, 2012 Cycle . . . . ... ..
Table 6. Total general government revenue (% GDP), selected countries, 1995-2014 . . .
Table 7. Constitutions and economic policy: Questions and findings . . . . .. ... ...
Table 8. Influence of change in government to the Left on growth and unemploy-

ment, 1966-1996 . . . . . ...



10

Boxes
Box 1. First articles of the Universal Declaration of Human Rights . . . . ... ... ... 16
Box 2. Case study—failed states . . . . ........ ... ... ... . ... . . . ... .. 17
Box 3. Is the Republic of China a sovereignstate? . . . . ... ... ............. 32
Box 4. Meritocracy in Singapore . . . . . . ... ... 35
Box 5. Number of members of parliaments in Europe. . . . . .. .. ... ... ...... 51
Box 6. Is the social justice just? . . . . . . . ... L 56
Box 7. Groups of interests and public policy: questions for discussion. . . . . . ... ... 59
Box 8. The case of Obama’s campaign . . . . ... ....................... 59
Box 9. Financing political parties and public policy—questions for discussion. . . . . . . 61
Box 10. Voting systemin Chile. . . . . ... ... ... o 63
Box 11. Selected social and economic humanrights. . . . ... ......... ... ... 72
Box 12. The ‘Lee thesis—the case of freedom in Singapore . . . . . . ... ... ... ... 75
Box 13. HDI formula and other HDI-related indices . . . ... ............... 76
Box 14. Bhutan—happiness as a public policy ultimate goal . . . ... ... ... ... .. 79
Box 15. Unions coordination and labour market: Calmfors-Driffill hypothesis . . . . . . 85
Box 16. Penalties forabsenters . . . . ... ... ... ... oo o oL 88
Box 17. “Troll factory” in Putins Russia. . . . . .. ... ... ... . ... ... .. ..., 89
Box 18. Policy goals—objective or partisan? . . . . ... ... ... ... 100
Box 19. Contradictory goals and policy inconsistency—the case of tobacco industry . . .100
Box 20. Public policy lecturesat Harvard . . . . ... ..................... 103
Box 21. Weak internal policy as a risk for independence—the case of Poland . . . . . .. 104
Box 22. ‘Globalisation withahuman face’. . . ... ............. ... .. .... 106
Box 23. Theory of economic policy in Germany . . . . . ... .. .............. 108
Box 24. Michat Kalecki—an underappreciated genius of economics. . . . ... ... ... 115
Box 25. Economic situation and election results: the case of unemployment-

driven nationalismin Germany. . . . ... ... ... ... .. . ... 118
Box 26. Elections and deficitsin Hungary. . . . .. ... ................... 135
Box 27. Thomas Becket and his change of position on the Church. . . . . ... ... ... 141

Box 28. Partisan central bankin Poland? . . . . . . ... ... ... ... . ... . ..... 142



11

Preface

What is economic policy about? Is this about having influence and power? Or is this
about being a servant to the sovereign and to use all the wisdom to bring people welfare?
What are the economic and social policies about?

In this book, we will introduce the readers to the concepts of social and economic poli-
cies. However, first we have to clarify a few important issues. Economic and social policies
should be regarded as a part of a broader policymaking process. Thus, the essential objective
is to make the reader familiar with public policy and even with politics. Only then, we would
be able to understand economic and social policies. That is why this book is so much focused
on political economy, before it takes the reader to the issues of the theory of economic policy.
The book fits within a reactivated in mid-1980s trend of political economy as a crucial pre-
requisite enabling explanation of economic policy.

There are also other novelties of this book compared to others. It combines authors’ ex-
perience as an independent expert advising governmental agencies and sometimes the po-
litical parties; it also includes part of his teaching experience in delivering economic policy,
development economics, and behavioural economics to international students. Moreover,
it tries to link German contribution to the theory of economic policy with the dominating
approach presented in English textbooks and papers, as well as include some of his Singapo-
rean hands-on experience.

All your comments, dear readers of this first edition of the book, are very welcome. If you
have any doubts or if you think, the book could be improved, please can contact the author
via e-mail: kpiech@sgh.waw.pl.

Last, but not least, I would like to express my gratitude to my students, who were the
first readers of this book and sometimes very critical commentators of it. Among several
persons, I would especially like to thank Karolina Demianczuk, Madlen Karanovi¢, Jas-
mina Kasperkiewicz, Lukasz Michalowski, Jakub Rogowski, Agnieszka Tekieli, Dorota
Wiséniewska, and Ewelina Wojtal.

Warsaw, June 2015
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Chapter 1

What is politics?

This chapter introduces the reader to the basic concepts of politics: its justification, obli-
gations towards people and definitions.

1.1. Why does politics exist? The origins of politics

Politics is usually associated with the state. Plato in ancient Greece was the first philoso-
pher who first started to treat politics as a science. For him, the most important concepts
were justice and the state. Everything that leads to the improvement of the condition of
a state is desired. This point of view has later influenced other thinkers.

The state has its roots in small communities in ancient times. Let us quote:

When several villages are united in a single complete community, large enough to
be nearly or quite self-sufficing, the state comes into existence (...). And therefore, if
the earlier forms of society are natural, so is the state, for it is the end of them, and
the nature of a thing is its end. For what each thing is when fully developed, we call
its nature, whether we are speaking of a man, a horse, or a family. (...) Hence it is
evident that the state is a creation of nature, and that man is by nature a political
animal.

(Aristotle)

We see that the state is a “natural” form, and people have a nature of a “political animal”.
Therefore, there is no doubt that some people may become politicians, which should also be
regarded as a “natural” thing. Moreover, people’s interest in politics should be “natural”, as
well, because it creates a civil society and preserves democracy. Thus, all of us are part-time
politicians:

Politics ought to be the part-time profession of every citizen who would protect the
rights and privileges of free people and who would preserve what is good and fruit-
ful in our national heritage.

Dwight D. Eisenhower (1964)
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Moreover, everyone should engage in politics:

One of the penalties for refusing to participate in politics is that you end up being gov-
erned by your inferiors.—Plato

As Aristotle further argues, the state is superior to the individual:

The proof that the state is a creation of nature and prior to the individual is that the
individual, when isolated, is not self-sufficing; and therefore he is like a part in rela-
tion to the whole. But he who is unable to live in society, or who has no need because
he is sufficient for himself, must be either a beast or a god: he is no part of a state.
(Aristotle)

That explains why the state has the power to limit rights of an individual. We see a very
simple logic behind these words. We may even say that this is a “natural” trait.

For man, when perfected, is the best of animals, but, when separated from law and
justice, he is the worst of all; since armed injustice is the more dangerous, and he is
equipped at birth with arms, meant to be used by intelligence and virtue, which he
may use for the worst ends. Wherefore, if he have not virtue, he is the most unholy
and the most savage of animals, and the most full of lust and gluttony. But justice is
the bond of men in states, for the administration of justice, which is the determina-
tion of what is just, is the principle of order in political society.

(Aristotle)

Through the legal system, the state institutions protect people against the improper con-
duct of certain individuals. Which is also a “natural” task for the state. From this point of
view, politics is not something harmful, or wrong, as it is often seen by the public. Politics
is—as Aristotle thought—a kind of art. It is not always easy to conduct; it is not always
carried out by the right people. However, in its very essence, people need the state and its
institutions to eliminate their inherent weaknesses. Therefore, there has to be a state. Thus,
there is politics.

One can wonder why we start from Aristotle since there are so many ideas that are more
recent and so many powerful thinkers who live in our times. However, it is not only about
knowledge. Our predecessors created core values of what we think today. Here we talk about
evolution of institutions influenced by ideas (and their advocacies). They may be very power-
ful and despite of the fact that freedom may be suppressed during many years, it eventually
wins:

He who puts out his hand to stop the wheel of history will have his fingers crushed.
Lech Walesa
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Unfortunately, some of the values, are forgotten, if they are contrary to the common
convictions or are not expressed clearly enough. Even two millennia ago Aristotle wrote:

Others affirm that the rule of a master over slaves is contrary to nature, and that the
distinction between slave and freeman exists by law only, and not by nature; and
being an interference with nature is therefore unjust.

(Aristotle)

He expressed his doubts whether slavery was justified. He, however, did not point out
exactly that it was unfair. It took humankind about two thousand years to finally admit that
slavery is a mistake. The evolution of sciences shows us also many examples of such disap-
pearing knowledge, when after decades it had to be reinvented. We may think that we have
made such a big progress since ancient times and our civilisation has advanced. However,
when we speak about core values, about “right” and “wrong”, we can see that we have not
changed much. Some people are still breaching the legal and moral norms; they have not
disappeared, and there are still wars in the world. This is another argument supporting the
view that the state with all its institutions, if we like them or not, is crucial.

Aristotle influenced many thinkers in the next centuries. He showed sympathies for de-
mocracy that were recalled even hundreds years later (he also appreciated a kind of ‘enlight-
ened’ monarchy). In addition, he could be enumerated among the “grandfathers” of political
science.

1.2. The rights of the state and the rights of individuals

Many concepts show that the rights of the state are not more important that the “natu-
ral” rights of people. We can recall the concept of the so-called human rights', which take
precedence over the rights of states.

' On 10 December 1948, the Universal Declaration of Human Rights was adopted by the United Nations.
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Box 1. First articles of the Universal Declaration of Human Rights

Article 1. All human beings are born free and equal in dignity and rights. They are
endowed with reason and conscience and should act towards one another in a spirit
of brotherhood.

Article 2. Everyone is entitled to all the rights and freedoms set forth in this Declaration,
without distinction of any kind, such as race, colour, sex, language, religion, political or
other opinion, national or social origin, property, birth or other status. Furthermore,
no distinction shall be made on the basis of the political, jurisdictional or international
status of the country or territory to which a person belongs, whether it be independent,
trust, non-self-governing or under any other limitation of sovereignty.

Article 3. Everyone has the right to life, liberty and security of person.

Article 4. No one shall be held in slavery or servitude; slavery and the slave trade shall
be prohibited in all their forms.

Article 5. No one shall be subjected to torture or to cruel, inhuman or degrading treat-
ment or punishment.

Article 6. Everyone has the right to recognition everywhere as a person before the law.

Article 7. All are equal before the law and are entitled without any discrimination to
equal protection of the law...

(United Nations, 1948)

This concept has influenced the United Nations to adopt a stance that it is an obligation
to other nations to provide “humanitarian intervention”, when human rights are violated.
This was initiated by the Secretary-General of the UN Kofi Annan in 1999, who—after the
genocide in Rwanda and ethnic cleansing in Bosnia—said during the General Assembly:

No government has the right to hide behind national sovereignty in order to violate
human rights.
Kofi Annan

These words were rooted in earlier processes and civilizational changes. The first step
towards the protection of civil citizens on occupied territories was the Geneva Convention
signed in 1964. The World War II and the Holocaust showed the need for further steps to-
wards the protection of people against the state. The UN Charter and the UN Declaration
of Human Rights were the first solutions to these needs obliging the states to protect indi-
vidual rights. However, the UN could not intervene, because the domestic jurisdiction was
regarded as more important than human rights. This was the idea of “sovereignty”, a major
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concept of politics during the “Peace of Westphalia®. The contemporary system of states is
also called “The Westphalian System”. It is based on three following key principles:

« 'The principle of sovereignty of states and the fundamental right of political self-de-

termination.

o The principle of legal equality between states.

o The principle of non-intervention of one state in the internal affairs of another state.

The rules mentioned above have significant impact on contemporary international relations.

The concept of ‘Westphalian sovereignty’ states that a country is sovereign on its territory
from foreign influence and interfering. It means that no foreign government, king, or emperor
(like the Habsburgs’ family in those times) has a right to influence other nations’ domestic af-
fairs. Thanks to this assumption it was (and is) believed that there are fewer wars in Europe,
because the rights of different countries were clarified and limited to their territories.

The situation has changed after the end of the “cold war”, when some countries lost their
powerful protectors and the idea of the so-called “failed states” emerged.

Box 2. Case study—failed states

The Fund for Peace and the “Foreign Policy” publish annually the ranking of
the ‘Failed States Index’. Despite there is no formal definition of such a state, it is
accepted that governments of such countries are so weak that they fail to deliver
their basic responsibilities to citizens like public services, they have serious prob-
lems with corruption, criminality, refugees, economic growth. It is judged based
on 12 social, economic, and political indicators. The examples of such countries are
Somalia, Chad, Sudan, Democratic Republic of the Congo, Haiti, Zimbabwe, and
Afghanistan. The ranking based on three groups of 12 indicators, namely:

« Social indicators: demographic pressures, massive movement of refugees and
internally displaced peoples, legacy of vengeance-seeking group grievance,
chronic and sustained human flight;

o Economic indicators: uneven economic development along group lines, sharp
and/or severe economic decline;

o Political indicators: criminalization and/or delegitimisation of the state,
progressive deterioration of public services, widespread violation of human
rights, security apparatus as “state within a state®, rise of factionalised elites,
intervention of other states or external factors.

Some of the results are presented below.

2 Treaties signed in 1648 have ended the Thirty Years War (1618-1648) between Spain and the Dutch Re-
public. They are recognised as the basis for constitutional law of the Holy Roman Empire and further for
general international law.
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Figure 1. 15 countries of the highest value of the Failed States Index, 2012
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Source: (Fund for Peace, 2012).

Figure 2. 15 countries of the lowest value of the Failed States Index, 2012
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Source: (Fund for Peace, 2012).

The idea of humanitarian intervention was popularized in the late 1980s by Bernard
Kouchner as a concept of droit d’ingérence (right of intervention). This idea was verified
in practice in Kosovo and Haiti. The international pressure also convinced the Indonesian
government in 1999 to accept the peacekeeping forces in East Timor (Timor-Leste) (Traub,
2009). Finally, during the UN General Assembly in 2005, the UN members have decided
that:
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Each individual State has the responsibility to protect its populations from geno-
cide, war crimes, ethnic cleansing and crimes against humanity. (...) The interna-
tional community, through the United Nations, also has the responsibility to use
appropriate diplomatic, humanitarian and other peaceful means, (...) to help pro-
tect populations from genocide, war crimes, ethnic cleansing and crimes against
humanity. In this context, we are prepared to take collective action, in a timely and
decisive manner (...), should peaceful means be inadequate and national authori-
ties manifestly fail to protect their populations....

(United Nations, 2005 p. 31)

This initiative is called the “responsibility to protect” (or R2P in brief). Sovereignty
is not a right but a responsibility to protect its population from mass atrocities and ethnic
cleansing. Moreover, the international community is responsible for helping to fulfil it. An
example is the UN Security Council resolution in 2011 demanding ceasefire in Libya to pro-
tect civilians and the NATO military action following it.

If we consider legal grounds of these actions, we can take a closer look at the Chapter
VII of the Charter of the United Nations. It allows the Security Council to take action in
situations, where there is a “threat to the peace, breach of the peace, or act of aggression”.
Opponents of this proposition however make use of another argument from this Charter:

nothing should authorize intervention in matters essentially within the domestic
jurisdiction of any state.

As we can observe, it comes almost directly from the Westphalian sovereignty concept.

The R2P is not binding for every country. The U.S. has withdrawn from the International
Criminal Court making sure that their actions will not be judged by any external court. The
decisions of interventions are questionable in cases when the UN Security Council mem-
bers’ interests are affected, such as the case of Chechnya.

Such double standards as well as domination of the West in international institutions
(like IMF, World Bank, G7, and UN Security Council) may lead to “De-Westernisation”,
by which e.g. India and China have disencumbered of Western influence. They create new
institutions unknown in the West, and other Asian nations follow them (Mahbubani, 2008).

1.3. Definitions of politics

As many words in contemporary languages, the term “politics” stems from ancient
Greek. This word has its origins in the word politikos, which means “of, for, or relating to
citizens”. In Aristotle’s books, “politics” had the meaning of “affairs of the city”, as the city
was commonly a state at those times.
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Usually, when we want to define a notion that is relatively well-known, we can find many
definitions, as this is the case with politics. We can distinguish between the following groups
of meanings of the word “politics™

o the art (and science) of government (Aristotelian meaning), i.e. politics is what the

politicians (governments, kings etc.) do in terms of governance (management of
a country and other political units); it is also a science of studying this practice (called
political science);

Politics is war without bloodshed while war is politics with bloodshed.
Mao Tse-Tung

Politics, it is this: have a vision and act to realize it.
Frangoise Giroud

o acquisition of power and keeping it, once it is gained;
Government is not reason; it is not eloquent; it is force. Like fire, it is a dangerous
servant and a fearful master.
George Washington

The United States brags about its political system, but the President says one thing
during the election, something else when he takes office, something else at midterm
and something else when he leaves.

Deng Xiaoping

o public affairs, what means that politics is not only about governing itself, but is connect-
ed with many public matters (in contrast to the private ones, which are non-political),

Just because you do not take an interest in politics doesn’t mean politics won’t take
an interest in you.
Pericles

o compromise and consensus among social groups; politics is a kind of the art of choice,
of making decisions; there are many conflicts in public affairs and it is not possible to
give everyone what he/she wants, especially when different social groups have different
needs; hence, political skills are required;

All government, indeed every human benefit and enjoyment, every virtue, and
every prudent act, is founded on compromise and barter.
Edmund Burke
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No party has a monopoly on wisdom. No democracy works without compromise.
Barack Obama

o the art of completing one’s goals, what is connected with power and distribution of
resources. In this sense we can speak about politics, whenever we deal with influence
of somebody over somebody else with some (limited) resources; then, the politics is
the ability to achieve the desired goals with usually scarce resources (that implies the
abilities of solution of conflicts within the society).

Pure politics is merely the calculus of combinations and of chances.
Napoleon Bonaparte

Congress, the press, and the bureaucracy too often focus on how much money or
effort is spent, rather than whether the money or effort actually achieves the an-
nounced goal.

Donald Rumsfeld

The different meanings of politics, divided into specific groups, show that the notion of
politics may be much more complicated in comparison to the general knowledge of many
people. Sometimes they concentrate on the second meaning while thinking about politicians
and their goals. However, some politicians do believe that they are servants to the society.

President means chief servant.
Mahatma Gandhi

In order to become the master, the politician poses as the servant.
Charles de Gaulle

I stand here before you not as a prophet, but as a humble servant of you, the people.
Nelson Mandela

One of the most frequently quoted definitions of politics is the following one:
Politics is who gets what, when, and how. (Lasswell, 1936)

In this sense, politics is about the influence and distribution.

In spite of the fact that there are many books on politics, it is difficult to find a single,
universally accepted definition of politics. The one quoted above is sometimes regarded as
a ‘classic’ one.

We may not attempt to elaborate such a single definition. However, in order to under-
stand what the public policy is about, we need to have a clear vision of it. Moreover, as we can
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see, politics is not only the notion that is commonly understood as politics. Having that in
mind, we can say that politics is a public decision-making process and execution of power
concerning scarce resources in order to achieve the assumed goals in the world of conflicts
of interests.

We do not speak about politics as an unintended behaviour: the goals are extremely
important (even if they are not officially expressed). Moreover, the goal can be, as Aristotle
thought, a ‘common good’. What also happens often is that politicians maximise their own
utility. From this point of view, politics can aim at acquiring the power and holding it. How-
ever, we cannot speak of politics in every situation. If we had subordinates that always do
what the boss tells them to do, we could not say that it is politics. To say so we need a condi-
tion that the entity undertaking politics is limited by others with the same goals, who are not
subordinate to that individual:

Hence, we have two broad goals and meanings of politics:

o altruistic—when politicians aim at achieving ‘common good’,

o selfish—when they concentrate on their own interests.

These two meanings are also important when we speak about public policies.

Politics, when it is an art and a service, not an exploitation, is about acting for an
ideal through realities.
Charles de Gaulle

We should also remember that politics is not limited to government, political parties,
and the politicians only. It is universal and can be found in enterprises, trade unions, fami-
lies, at universities etc. In many aspects of everyday life (even at academia and in the world
of science), we can find the examples of the struggle for power and influence, we can find
conflicts due to scarce resources, as well as trials of reconciliation, resolution and consensus.
Politics can be found not only on the very high, (inter)national level.

Of course, there are critics that say that one does not have to be well-educated or have
any special skills to become a politician. It is an exaggeration: you can be an excellent busi-
nessperson or just a petty money-maker; you can be a good politician with abilities to solve
problems and make difficult decisions or you can be a ruler that wants to maximise only
his or her own utility. Thus, in the interests of all of us is the situation, when we have really
good politicians... They do not have to be university professors or influential intellectualists.
Otbher skills are even more required to run good politics. However, it is not enough to win
elections to prove that someone is a good politician:

In politics we presume that everyone who knows how to get votes knows how to
administer a city or a state. When we are ill we do not ask for the handsomest physi-
cian, or the most eloquent one.

Plato
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I have come to the conclusion that politics are too serious a matter to be left to the
politicians.
Charles de Gaulle

That is also why studying public policy is important (and this discipline, if well-analysed,
is not trivial) not only to be a good policymaker in e.g. economic and social spheres, but first
of all to be able to judge:

o if the policies that are run are correct or not?

o if the politicians may succeed or rather not (and what to do then?),

o who will be the biggest winner of the policies and who will be a loser?

From this mixed perspective, we cannot say that politics is simple. Thus, its description
by scholars is also complex. Political science nowadays covers areas such as:

o constitutional analysis,

e comparative politics,

o foreign affairs and international relations,

o political economy,

« public administration,

« public sector management,

« voting behaviour.

We see that there are quite many of them and that these disciplines may cover wide areas
of problems.
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Chapter 2

Basic concepts of politics
and political science

Below the basic concepts of politics will be presented. They will be used in subsequent
chapters.

2.1. Development of political science

Political theory is a science that deals with politics. Long time ago it was called political
philosophy, because (similarly to economics) it was done by philosophers. It separated from
other social sciences quite late (in comparison to others). Today, political science divides
into:

« political philosophy (political theory),

o comparative politics and

« international relations.

Political science has a long history, which starts from Plato and his “Republic” and
“Laws”. One of the members of the Plato’s Academy was Aristotle, who is called a “father
of political science”. While Plato and Aristotle were generalising about the Greek world,
Polybius used their ideas in the context of Rome, explaining its growth by political institu-
tions. They consisted of a mixture of different kinds of governments: monarchy, aristocracy,
democracy. Later, Cicero developed a doctrine of ‘universal natural law’ that results from di-
vine order of the cosmos. It had an important impact on Roman law, on Christian doctrine,
and ultimately on the Enlightenment movement.

There were many other thinkers and philosophers who contributed to political science.
For instance:

o in the Middle Ages Saint Thomas Aquinas (the idea of power comes from God but

states are the creation of people);

o during Renaissance Niccold Machiavelli (“Politics has no relation to morals”);

o during Protestant Reformation Jean Bodin (he first used the term “political science”
and contributed to the theory of sovereignty that was confirmed by the “Peace of
Westphalia”);

o during the Enlightenment:
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»

»

»

»

Thomas Hobbes (who created the theory of the social contract, according to
which a strong central power was necessary to compromise the selfishness of in-
dividuals),

John Locke (who did not agree with Hobbes and Machiavelli and because all peo-
ple are born with a mind as tabula rasa, it is natural that they seek not absolute
rulers but peace and equality),

Montesquieu (who introduced the concept of separation of powers among a leg-
islature, an executive, and a judiciary)?,

David Hume (who did not concentrate on a form of government but underlined
a rule of law and its fairness);

« Founding Fathers of the United States, who were main authors of the Federalist Papers
that promoted the ratification of the U.S. Constitution:

»

»

James Madison (the fourth president of the United States, “Father of the Consti-
tution” contributed the first ten amendments due to which he is called the “Father
of the Bill of Rights” that were to protect the natural rights of liberty and property
and to protect an individual from the tyranny of the majority);

Alexander Hamilton (created the first national bank of the U.S., influenced Bis-
marck’s administration, Meiji reforms in Japan);

o in the 19t century Germany, within Leninism, which significantly influenced politics

in the 20 century:

»

»

Karl Marx (one of the architects of modern social science (with Emile Durkheim,
and Max Weber), according to whom the class struggle will finally lead to the
emergence of the new socioeconomic system called socialism, under which the
power will be held not by bourgeoisie but by the proletariat, which will be re-
placed by communism, where there will not be any classes of society),

and his co-author of “The Communist Manifesto” and co-father of Marxist the-
ory Friedrich Engels.

In the 1960s, after the publication of a provocative paper entitled “Does Political Theory

Still Exist?” (Berlin, 1962), where it was claimed that there were no major books on political
theory in the 20" century, and that ‘political theory would never become a science’ (Grant,
2004 p. 174), some were not sure of its existence. There was a decline of Anglo-American
literature on political theory (with some exceptions such as Hannah Arendt, Karl Popper,
Friedrich Hayek, Isiah Berlin), but it still developed in continental Europe (with e.g. Jean-
Paul Sartre), being influenced by Marxism.

Several years later, the political theory ‘was reborn’ (Moon, 2004 p. 12). It was due to the
influential book “A Theory of Justice” (Rawls, 1971), where the author John Rawls tried to
reconcile liberty and equality. He established two principles of justice:

3

This system is widely adopted, e.g. in the U.S., in EU and so on. However, it its original form is too simplis-

tic nowadays, because we should include some groups of interests like e.g. trade unions, political parties,
mass media, lobbyists, religious organisations, or whistle-blowers.
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o theliberty principle, according to which citizens have basic liberties (to vote, run for
office, liberty of speech and assembly, of conscience, of personal property, freedom
from arbitrary arrest);

o the difference principle, when the benefits from social contracts should mostly be
derived by the least-advantaged members of society.

The book was widely commented (and criticised, e.g. by Robert Nozick?). Since then,

interests with theory of politics significantly increased.

Political theory, during the last two decades of the 20™ century, developed in directions
of:

o social justice and welfare rights theory (starting from the work of Rawles, 1971 includ-

ing the studies by Sen, 1992);

o democratic theory;

o feminist political theory;

e postmodernism;

» new social movements and civil society; and

o the liberalism-communitarianism debate (Young, 1998 p. 481).

The Rawlsian issues of equality and freedom were also studied by Amartya Sen, who
argued that because people have different needs and are in different situations, the notion
of equal rights, liberties, or distribution of resources is too simplified. It is not true that “all
men are born equal” because they differ in abilities and skills, gender, tastes and preferences,
material and social status etc. The approach to giving everybody equal rights will sustain the
inequalities and in order to achieve the equally desirable life prospects, one should apply un-
equal means. Therefore, people should concentrate on individual capabilities and freedom
to achieve objectives (Sen, 1992).

We should also notice Jiirgen Habermas, who pioneered the concepts of public sphere
and communicative action. He was one of the contributors to the theory of deliberative
democracy, which joins the consensus decision-making (like in a direct democracy) and
the majority rule (traditional, representative democracy). It says that simple voting is not
enough for democracy but authentic deliberation.

2.2. Political science within social sciences
Social sciences deal with human behaviour, and political behaviour is one of its aspects.

From this perspective, science that describes political behaviour can be named as political
science.

4

He challenged the Rawls’s Second Principle of Justice asking, why well-off should be obliged to assist the
worse-off and their property rights should be limited when their welfare was gath-ered without violating
any others’ rights, and why worse-off should not accept inequality and the benefit of the well-oft.
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Figure 3. Kinds of human behaviour and sciences describing them
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Note: some of the disciplines enumerated above are interrelated (e.g., when psychology explains eco-
nomic behaviour we speak about behavioural economics).

Political behaviour describes a process when people are engaged in the acts involving
authority (and politics in particular). The examples range from disobedience to the teacher
at school questioning his/her authority, to voting (decision of not participating in voting is
also a political behaviour), demonstrating, striking, taking decisions in government, parlia-
ment etc.

2.2.1. Remarks on methodology of political theory

Development of political theory is reflected e.g. in existence of many university depart-
ments dealing with these issues. However:

The practical problem is that political theorists do humanistic research in a social
science discipline.
(Grant, 2004 p. 174)

Public policy probably also conducts rather humanistic research, although when it ap-
plies to social and economic policy, the methods of social science are usually used. Contem-
porary political science is

too method driven and not sufficiently problem driven
(Shapiro, 2004 p. 194)
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and one can see the

tendency for empirical political theory to become banal and method driven
—detached from the great questions of the day and focused instead on what seems
methodologically most tractable.

(Shapiro, 2004 p. 194)

As a result, the papers and books on political theory concentrate more on description
of facts and on methodological correctness than on the real research problems. One could
see a large difference while comparing the papers on e.g. economic policy with the ones on
politics, when especially the contributions on monetary policy are frequently based on solid
empirical research. If we look at economic policy, and further on social policy, they are more
descriptive than problem focused. However, the papers on politics vary even more. It is more
difficult to find the arguments in papers on politics than in papers on e.g. monetary policy.
Moreover, it is both the matter of data and methods applied, but also of the attitude of sci-
entists and their abilities (e.g. knowledge of the quantitative methods). Even willingness to
focus the research on empirics has a significant meaning.

Political science has developed in many areas. Its main features are:

specialization, fragmentation and hybridization. Its frontiers are open and moving
and need not be defined.
(Dogan, 1998 p. 97)

It hybridizes fragments of different sciences, borrowing from neighbouring disciplines,
such as sociology, psychology, economics, philosophy, anthropology, theology, journalism,
and politics (Dogan, 1998 p. 103).

2.2.2. Remarks on methodology of economics

However, economics has separated from other social disciplines in its quest for a math-
ematical precision that e.g. physics had, despite the view of Friedrich A. Hayek:

But nobody can be a great economist who is only an economist—and I am even
tempted to add that the economist who is only an economist is likely to become
a nuisance if not a positive danger.

(von Hayek, 1956 p. 463)

Together with Gunnar Myrdal, they began from contributions in pure economic theory...

But thereafter both Myrdal and Hayek greatly extended their range in order to deal
with problems which cannot be studied only within a narrow economic framework.
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(...) Thus, after their work in central economic theory, Professors Myrdal and Hayek
have carried out important interdisciplinary research. The Royal Swedish Academy
of Sciences has therefore decided to award the Prize in Economic Science in Mem-
ory of Alfred Nobel for 1974 (...) “for their penetrating analysis of the interdepend-
ence of economic, social and institutional phenomena’.

(Lundberg, 1974)

This was rather an exception than a universal trend in economics. Many other authors
still rely on formal theories using the methods borrowed from mathematics and physics
rather than looking at other social sciences. In result:

the recent history of the social sciences shows that enormous areas of scientific knowl-
edge have been abandoned by the science of economics. (...) it chose to remain un-
flinchingly pure, true to itself, thereby forfeiting vast territories. (...) Those abandoned
lands now have their own flags: management, political economy, development sci-
ence, the comparative study of Third World countries, economic and social history.
(Dogan, 1998 p. 115)

Indeed we can recognise between orthodox, mainstream economics and the rest—het-
erodox concepts that are rather on peripheries of interests of most of economics. Moreover:
« over 50% of articles published in one of the most prestigious journals of economics
“American Economic Review” in 1972-1981 were the models with no empirical data,

o 15% contained nonmathematical theoretical analysis, and

« only 35% included empirical analysis (Leontieft, 1982).

As (Morgan, 1988) put it, the number of articles that did not use any data was greater
than in journals of physics and chemistry.

However, the situation has started to change. Development economics, although sep-
arated from growth theories in the 1950s/1960s, have attracted more scientists trying to
discover solutions to the Third World countries. Economic history, with the works of e.g.
Kindleberger, Landes, Carmen and Rogoft, Rodrik, is now becoming a fundament of eco-
nomics. However, there is still a long way to go to shift from formal models that are visible
in textbooks to the real life ideas. Moreover, we should also appreciate the works of Olson,
Alesina and many others, who bridged the gap between politics and economics. Contribu-
tions of North, Williamson, and Ostrom were important to the research of influence of
institutions on economic behaviour. Finally, behavioural economics (with its borrowing
from psychology, and very recently even from neuroscience), has a tremendous effect on
rational expectation’s-based economics.

As Mark Blaug has pointed out:

What after all is wrong with elegant economics practiced as an intellectual pas-
time? (...) economics throughout its long history has been intimately connected with
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economic policy, with the desire to improve economic affairs, eradicate poverty,
equalize the distribution of income and wealth, combat depressions, and so on, and
never more so than in the recent postwar period. But if economists are going to take
a stand on questions of economic policy, not to mention advising governments what
to do, they must have knowledge of how the economic system functions. (...) All this
is to say that economics must be first and foremost an empirical science or else it
must abandon its age-old concern with »piecemeal social engineering«.

(Blaug, 1992 pp. xxii-xxiii)

Blaug calls for economics as an empirical science that is based on the purely theoretical
concepts. Anyway, it took economics a few decades of trials and errors to develop in some
other, non-mathematical, and more empirical areas and probably it will take much more
time to change the ways we think about this discipline.

In the meantime, however, public policy developed independently of economics and dis-
ciplines related to it: political economy or economic policy. It became a part of political
sciences. Both sciences could profit from the exchange of ideas: public policy could receive
some more rigorous analyses and economics—a better understanding of policymaking pro-
cesses. From this point of view, we should conclude that the right balance within social sci-
ences should be established”.

Therefore, it would be naive to think that economic policy is not a kind of public policy.
It should not neglect the achievements of the theory of public policy, although it is a usual
practice in this area. Moreover, even more importantly, social policy is usually delivered not
by economists but sociologists, despite the fact that many economists claim to have the right
to influence the public opinions with their views on pensions, maternity, health, housing etc.
It all creates methodological mess. Thus, this book tries to bridge the gaps between public
policy, economic policy, and social policy. And their starting (and common) points are e.g.
politics, political science.

2.3. Kinds of states, governments and political systems
The most basic concept of politics is the state and its authorities.

2.3.1. What is the state?

We usually associate it with an independent entity (although there may also be de jure
states that do not have control over their territory, like many European countries during

Such a trend is already visible in some world leading academic centres with strong public schools (like e.g.
LKY School of Public Policy at the National University of Singapore). The public policy courses run there
are accompanied with the modules on economics with its different extensions to e.g. psychology (behav-
ioural economics), institutions (political economy of institutions) etc.
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World War IT with their governments-in-exile). We distinguish between two kinds of inde-
pendence:

« based on constitutive theory, when a country is sovereign only if it is recognised by
other countries; however there are problems with identification when some countries
acknowledge the independence and some do not;

o based on declarative theory, a country is sovereign (basing on the Montevideo Con-
vention on the Right and Duties of States) when it has:

» adefined territory,

» a permanent population,

» agovernment and

» a capacity to enter into relations with other states.

Box 3. Is the Republic of China a sovereign state?

After World War II and the Chinese Civil War between Chinese Nationalists
(Kuomintang), led by Chiang Kai-shek and the forces loyal to the Communist Party
of China, led by Mao Zedong, the government of the Republic of China (RoC) has
lost the control over the mainland China and has left the continent. It went on exile
to the Chinese island Taiwan. In total, about 2 million people emigrated there. The
government of RoC did not accept the independence of the communist China and
the division of the country. Similarly, the People’s Republic of China (or in short
China) does not allow for international recognition of the Republic of China (i.e.
Taiwan) and considers it its 23rd province.

The Republic of China was a founding member of the United Nations and a
member of this organization, representing China until 1971. Then, the UNO passed
a resolution no. 2758 under which the People’s Republic of China (PRC) became the
sole representative of China, and Taiwan was removed from the United Nations.

With time, international recognition of independence of Taiwan is eroding. Cur-
rently, only 22 countries have full diplomatic relations with the Republic of China,
including Europe’s only Holy Sea (RoC’s embassy located in premises rented in
Rome, i.e. in a country, which does not have official relations with Taiwan). The is-
land has its own constitution, democracy, civil liberties. It cannot participate in large
international events under its name, and e.g. in the Olympic Games it represents
“Chinese Taipei”. It is a member of only those organisations only, where PRC is not a
member of (e.g. Unrepresented Nations and Peoples Organization, World Organiza-
tion of the Scout Movement).

The subject of interests of political science is not the state itself, but the decision-making
process. It differs in various countries, but we can try to find common elements in countries
that are similar from certain point of view. We can classify them according to:
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o size: small countries, big countries,
o wealth (level of development): industrialised countries, catching-up, developing ones
etc.,
« type of political system: democratic countries, authoritarian (totalitarian) ones.
The latter ones can be classified into some smaller groups, depending on the source of
power or the role of the government (welfare state vs. minimalist state).

2.3.2. Kinds of governments and political systems

A political state is governed by a government. In the American literature, the latter mo-
tion has a broad meaning and consists of legislators, arbitrators and executors (adminis-
trators), following the division of power. In British English, it has a narrower meaning of
administration. However, it includes not only a prime minister and ministries, but also e.g.
the national bank. We will usually use the narrower meaning.

Below we are presented with a schema that classifies different forms of government ac-
cording to the number of people executing power. Following ancient Greeks, there are “three
alternatives in government:

« rule by one,

« rule by a few, and

o rule by many” (Parkinson, 1958 p. 12).

Figure 4. Forms of government
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In an absolute monarchy, the ruler governs with the use of law. The same hold true for
a constitutional monarchy, however within the limits given by the constitution (or other
law). A despot is not bound with them and acts according to his will and caprice, even if he/
she was ‘enlightened’ (and supported some personal liberties and rights). Monarchs usually
receive their status:

« as members of a ruling family (hereditary system), e.g. the United Kingdom of Great

Britain and Northern Ireland or the Kingdom of Sweden or

o through elections, e.g. ancient Kingdom of Rome, the Holy Roman Empire, Anglo-
Saxon England, medieval Scandinavia and Serbia, the Mongol Empire, Poland after
the Piast dynasty; and nowadays Malaysia, Cambodia and the Holly See.

Rarely can they also be the heads of federation of other monarchs or states (e.g. the Ger-
man Empire, the Union of South Africa; and nowadays the United Arab Emirates and Ma-
laysia).

A dictator governs without people’s consent. In a dictatorship, the power can be shared
within a small group of people, which may control:

o some aspects of social and economic life (authoritarianism, e.g. Iran, Saudi Arabia,

Zimbabwe), or

o all of them, trying to justify it with an official ideology (totalitarianism, e.g. fascism,
Stalinism).

Similarly, the governing ‘power of a few’ is a characteristic of:

o aristocracy, where the privileged by birth or wealth (aristocratic) class of people holds
the power. If this group was formed:

» On abasis of religion, then it is theocracy (e.g. Vatican City, some Islamic countries,
Tibetan government in exile);

» On a basis of people’s knowledge, abilities (merits) and contributions to society
rather than on wealth or social position, then we speak about meritocracy (e.g.
China during the Qin and Han dynasties, Napoleonic France, India under the Brit-
ish Empire, contemporary Singapore—see the case below).

o oligarchy, with even more limited group of people sharing power in comparison to
aristocracy (e.g. until recently Ukraine). Here we can distinguish between:

o plutocracy (rule by the wealthy, e.g. some city-states in ancient Greece or in much later
in Italy, the Roman Republic, some cities in Europe during the Middle Ages ruled by
guilds, or the City of London),

o bureaucracy (rules of non-elected officials within government),

o stratocracy (people with military service have the rights to decide about public mat-
ters, e.g. late Roman Empire, partly contemporary Myanmar where % of seats in par-
liament is reserved for military personnel);

 military junta (a country is governed by military leaders who took the power by force,
e.g. Greece in 1967-1974, Portugal in 1974-1976, Chile in 1973-1990, Poland during the
state of war 1981-1983, Egypt 2011-2012).
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Box 4. Meritocracy in Singapore

The origins of meritocracy in Singapore can be traced to the ancient China,
where it was introduced for the first time (started in 165 BC and introduced in full
version in AD 605). In order to become an administrative official (mandarin), one
had to pass an official imperial exam and in some periods, even people from the
poorest parts of society could become a prominent politician.

Singaporean governments promote meritocracy and multiracialism as their
founding principles:

People should be rewarded based on what they do, not who they are. The
system of meritocracy in Singapore ensures that the best and brightest, re-
gardless of race, religion and socio-economic background, are encouraged
to develop to their fullest potential. Everyone has access to education, which
equips them with skills and knowledge to earn a better living.

(Ministry of Education, Singapore)

About 75% of citizens in Singapore are of Chinese descent. In a society with such
alarge domination, it could be quite easy to discriminate the minorities (e.g. Malay-
ans 13%, Indians 9%).

o On the one hand, there are four official languages, and despite Chinese is a
native language for 50% of Singaporeans, in this former British colony English
is the language of politics, law, administration, business, public transport (or
more precisely, its local Chinese version called ‘Singlish’).

 On the other hand, in late 1970s the “Speak Mandarin Campaign” was intro-
duced to enhance knowledge of Chinese (or more precisely Mandarin Chinese)
and Special Assistance Plan schools were created for the Chinese majority.

The government promotes the belief of the merit-based careers in public admin-
istration. This justifies keeping the salaries in the public sector on the levels compa-
rable to the private one. In result, the best-paid head of government in the world is a
prime minister of Singapore, and (after substantial cuts in 2011) earns US$1.7 mil-
lion annually (tax free; while the U.S. President earns US$400,000). The ministers
earn US$850,000, and members of parliament—US$150,000.

The myth that the regime operates on meritocratic principles (...) along with the
capacity to deliver peace and prosperity, is one of the primary rationales by which
Singaporeans reluctantly accept the many unpopular aspects of the regime, such as
the lack of freedom and democracy, the intrusion of government into most aspects
of private life (...) and the high cost of living. (Barr, 2006)
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There are two major types of democratic systems (Munroe, 2002 pp. 47-49):

indirect democracy (representative democracy), where people elect their representa-
tives to rule on their behalf, being limited between the elections by constitution, laws
etc.; this system can also use some participatory concepts and e.g. ask the sovereign
for opinion on important matters (like joining in European Union), controversial or
related to moral issues;

direct democracy (participatory democracy), where people are engaged in the process
of decision making e.g. through referenda (e.g. Switzerland), by submitting a law pro-
posal to the parliament (if it was signed by significant number of citizens), or by the
right to recall an elected official before his tenure ends.

2.3.3. Unitary states, federations, and unions

The great majority of countries are unitary states. There is one central government that
rules them. Although there are administrative districts, their self-governing authority is
limited and the centrally established laws must be obeyed. The other form, which gains more
popularity and importance with the progress of regional integration, is federation. It can be
formed as unification of independent countries that decide to form a common government,
laws, unify borders, external policy etc. However, the legislative power is usually divided

between the central legislative bodies and the regional/provincial ones.
The examples of federal states are:

the United Kingdom of Great Britain and Northern Ireland,

territories formerly owned by the UK, like the United States of America, Canada (with
its famous French-speaking Quebec), the Commonwealth of Australia, Republic of
India,

some Latin American countries like: Argentine Republic, Federative Republic of Bra-
zil, United Mexican States, Bolivarian Republic of Venezuela (there were also the Unit-
ed States of Colombia in part of the 19th century),

some European countries, e.g. Federal Republic of Germany, Republic of Austria,
Swiss Confederation, Kingdom of Belgium (in the past e.g. Austro-Hungarian Empire,
Polish-Lithuanian Commonwealth),

former socialist countries, like the Socialist Federal Republic of Yugoslavia (at present
Bosnia and Herzegovina have created the federation), Czechoslovakia, or the Union of
Soviet Socialist Republics (at present it is the Russian Federation),

and other examples: Malaysia, Federal Republic of Somalia, Republic of the Sudan,
United Arab Emirates and a few more.

Some of the federal countries have separated (sometimes using the warfare arguments)

and some of the independent states—have unified (by force or freely).

The European Union can also be labelled as a federation, although such classifications
are very sensitive to a public opinion. These are the following steps of deepening the integra-
tion in contemporary Europe:
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« afree trade area,

e a custom union,

o asingle market,

e amonetary union,

o afiscal union.

There are different policies engaged on different levels of integration. Of course, the co-
ordination problems emerge very often—they may contribute to a larger crisis or, if the next
step of integration is poorly prepared (or countries are not prepared for it), the integration
may even step back (as it was at the beginning of the 1990s). There are some theoretical hints
on how the unions should be created (e.g. a theory of optimum currency area (Mundell,
1961) or the theory of international unions (Alesina, et al., 2005)). However, political deci-
sions may not always follow theoretical guidelines...

2.4. Historical evolution of democratic processes

The number of elections in the world before the 19" century was very small. Only Great
Britain, the United States, France during revolution, and the Netherlands have established
fully elective lower houses in short period of time. However, a quite visible trend started at
the beginning of the 19 century, and lasted until the end of the Great Depression in 1930s.
There was a significant increase in the share of countries (and dependent territories, which
subsequently became independent) in the world that held legislative elections (see Figure 5).

Figure 5. Proportion of countries that held legislative elections, 1800-2000
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Looking at the rising number of democratic countries, compared to other political sys-
tems (esp. visible was the falling number of autocratic regimes; see Figure 8), we see that the
period of 1990 brought victory of democracy in the world. These processes were called as the
“third wave” of democratisation:

A wave of democratisation is a group of transitions from non-democratic regimes
to democratic regimes that occur within a specified period of time and that signifi-
cantly outnumber transitions in the opposite direction

(Huntington, 1993 p. 15).

According to Huntington (1993), the first wave took place in 1828-1926 and it was a very
slow process. It was reversed by Mussolini in Italy by fascism. World War II brought a new
wave that was reversed soon after through the increase in the number of authoritarian re-
gimes in postcolonial and developing countries. Huntington believed that the third wave
would bring more international peace. Such process seemed to take place, especially when
the number of civil (societal) conflicts decreased (see Figure 6).

Figure 6. Global trends in armed conflicts, 1946-2011
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Source: (Marshall, et al., 2012).

Together with the number of armed conflicts, also the total number of wars between
countries has decreased after its peak in 1992 from the level of 50 engaged countries (30% of
analysed countries) to 24 in late 2011, with 13 of them that were protracted societal conflicts,
e.g. in Myanmar, India, Israel, Philippines, Colombia, Afghanistan (Marshall, et al., 2012).
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Figure 7. States experiencing warfare, 1946-2011

a0 5 N —0.3
—— 1
cSp © 2012
—0.25
40 4
-
@ Foz £
ar o
5 30 £
= =
& a
G
=) 045 T
!
@ =
)
= 20 o
2 =
= 0. o
10 4
—o0.0s
1
1
o TTTTTTTTTTTT T T TT T T T T T T T I T T T T T T T T T T T T T T T T T T T T T I T T T T T T T T TTTTTITTITITTIT o

1950 1955 1960 1965 1970 18975 1930 1935 1990 1995 2000 2005 2010

FPercent: Independent States with Armed Conflicts (Y2)
m—— Numberof States: All Armed Conflicts (Y1)
Murberof States: Serious Armed Conflicts (magnitude = 1) (¥1)

Source: (Marshall, et al., 2012).

It took the world almost half a century to transform from domination of autocratic re-
gimes that became even more frequent after 1950s due to decolonisation processes and the
problems with endurance of the new democratic regimes (they failed later on due to e.g.
economic problems). That also happened to some post-socialist countries (some Asian coun-
tries, Belarus).

In order to prevent the fall of recently established democracies, governments may want
to use fiscal policy with its growing spending to convince society that “democracy works”.
As frequently underlined in literature, the new system may be endangered by some local
anti-democratic elites (older citizens are also sceptical). Therefore, in order to protect the
fragile democracy, economic policy could be used as an instrument to gain their support
(Acemoglu, et al., 2005).

The election years can be especially risky, since the number of collapses of democracy
in new democracies is three times higher in an election year than in other years. Empirical
evidence suggests that although in new democracies spending is higher in election years,
money was spent neither on health nor education, but on transfers and agriculture. It may
suggest that not the elites but the masses were supported (Brender, et al., 2007 pp. 21-23)

The proportion of people with the right to vote has also increased (see Figure 9). This
number increased from about 1 million in 1820 to at least 21 million in 1900, and 730 mil-
lion in 1996 (Przeworski, 2006).
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Figure 8. Global trends in governance, 1800-2010
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In the 1960s the share of countries that had legislative elections decreased and later in-
creased. The share of eligible voters that actually voted decreased in the 1990s.

Figure 9. Eligibility, turnout, and participation, 1815-2000
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Note: values expressed in percent; participation—share of population that actually voted, eligibility—
share of population with the right to vote, turnout—share of eligible voters who actually cast votes.

Source: (Przeworski, 2006 p. 8).
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2.5. Measuring democracy

Despite the usual problems with defining democracy, there are some indicators of it. The
most important ones are published:
o by the US-based Freedom House organisation, and
o by the UK-based Economist Intelligence Unit.
Democracy is connected with freedom. There are a few international non-governmental
organisations and information sources on its measurement, e.g.
o the Polity data series—a database that covers the period from 1800 (the Freedom
House research covers the period from 1972 only),
o the Cato Institute and the Fraser Institute, which publish the “Economic Freedom of
the World Reports”,
o the Wall Street Journal and the Heritage Foundation, which publish the “Index of
Economic Freedom”,
o Reporters Without Borders (publish the “Worldwide Press Freedom Index”).

The Economist Intelligence Unit publishes reports in which it estimates the quality of
democracy in over 160 countries. It uses 60 indicators on a 0 to 10 scale grouped in five
categories:

o electoral process and pluralism,

o civil liberties,

« functioning of government,

o political participation, and

« political culture.

The countries are divided into four groups: full democracies, flawed democracies, hybrid
regimes, and authoritarian regimes. For instance, Russia was downgraded to the last group
in 2011 (and occupied 117th place among 167 countries), and the United States were not on
the top, but on the 19th position (EIU, 2011).

Table 1. Democracy index, 2011 and 2014, by regime type

No. of countries % of countries % of wo‘rld

population
2011 2014 2011 2014 2011 2014
Full democracies 25 24 15.0 144 11.3 12.5
Flawed democracies 53 52 31.7 31.1 37.1 35.5
Hybrid regimes 37 39 22.2 234 14.0 14.4
Authoritarian regimes 52 52 311 311 37.6 37.6

Source: (EIU, 2011) (EIU, 2015 p. 2).

Below some data is presented comparing the countries of the highest and lowest values
of the Democracy Index.
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Figure 10. Fully democratic countries, 2014
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Source: (EIU, 2015 pp. 3-4).

Figure 11. 15 countries of the lowest value of the Democracy Index, 2014
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While measuring democracy, the Freedom House with its measures:
« of political freedom (based on 10 indicators) and
o of civil liberties (15 indicators) that may be treated as a proxy of the level of fulfilment
of the Universal Declaration of Human Rights,
concentrates mostly on measurement of freedom, which is a necessary, but not sufficient
element of democracy. It also measures the level of “electoral democracy”. Not all countries
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with such a democracy were classified as “free” (87 countries were “free” while 117 were
“electoral democracies”). A country is described as an electoral democracy when:

o there is a competitive, multiparty political system,

o there are universal voting rights,

o elections are conducted regularly and are free of manipulations,

« major political parties are able to communicate with electorate through media.

Table 2. Freedom status, 2011 and 2014, by regime type

No. of countries % of countries % of wo'rld
population
2011 2014 2011 2014 2011 2014
Free countries 87 89 45 46 43 40
Partly free countries 60 55 31 28 22 24
Not free countries 48 51 24 26 35 36
Source: (Freedom House, 2012 p. 24) (Freedom House, 2015 p. 8).
Below, some selected data is presented.®
Figure 12. Electoral Democracies, 1989-2014
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Source: (Freedom House, 2012 p. 29) (Freedom House, 2015 pp. 6-8).

¢ The full dataset is available here: https://freedomhouse.org/report-types/freedom-world.
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Figure 13. Freedom status, 1972-2014
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Source: (Freedom House, 2012 p. 28) (Freedom House, 2015 pp. 7-8).

The situation since the beginning of economic transition processes has stabilised, how-
ever recent years brought the reverse of previous trends and since 2005 the freedom declines
in more countries than it improves.

Figure 14. Number of countries with improvements or declines in freedom, 2005-2014
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Source: (Freedom House, 2015 p. 4).
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As the Freedom House worries:

acceptance of democracy as the world’s dominant form of government—and of an
international system built on democratic ideals—is under greater threat than at
any point in the last 25 years.

(Freedom House, 2015 p. 1)

This warning has also gained an importance recently in Poland.
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Chapter 3

Characteristics
of democratic systems

Many other notions are associated with politics; some of them that are characteristics of
democratic system are enlisted below.

Table 3. Institutional variation among western democracies

Party-system Two-party vs. multi-party system
Electoral system Proportional vs. majoritarian
Legislative assembly Unicameral vs. bicameral

Government structure Unitarian vs. federalist

Central authority Parliamentarism vs. presidentialism
Court system Judicial review vs. judicial preview
Local government Weak vs. strong autonomy

Civil service Spoils recruitment vs. merit recruitment
Armed forces Professional vs. conscription
State—economy relation Liberal vs. corporatist

Source: (Rothstein, 1998 p. 135).

These notions are quite well-known (or we do not need to know some others to under-
stand economic policy) and do not require very detailed descriptions. Thus, we will present
only selected information about them. A relatively new stream of economics called ‘the eco-
nomic analysis of law’ deals with some of them in economic context.

3.1. Presidential and parliamentary systems

Depending on the political system particularities, we can distinguish between:

o presidential system—with the president who plays the role of the head of the govern-
ment and is elected directly by the sovereign and not indirectly by its representatives
in the parliament or any other legislative body (it is quite common in Latin America
and of course it is in the U.S.);
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o parliamentary system—where the executive power lays in the hands of the prime
minister and his/her cabinet is appointed by and is accountable to the legislative body
and the president (if exists) plays less significant role; there are two types of such sys-
tems:

» the Westminster system (or of the Commonwealth nations), in which the plenary
debates in the parliament play a more crucial role than the work done in the parlia-
mentary committees (plurality rule in single-member constituencies);

» the Consensus (Western European) system, where most of the legislation process
is conducted during the debates within the commissions and uses a rather propor-
tional representation (with proportional representation elections),

o semi-presidential system, with both prime-minister and the president sharing execu-
tive power, but the role of the president is larger (e.g. in France’).

Some countries are still debating on pros and cons of different electoral systems. This is

especially important in countries which are still shaping their political system or wanting to
change it in the future (like e.g. in some emerging or developing countries).

3.2. Legislative assemblies

Another important characteristics of political systems is the legislative assembly. In par-
liamentary democracies, there can be two kinds of systems that differ in the number of
chambers:

o unicameral—with one chamber, often called the assembly or just the parliament,

o bicameral—with two chambers: the higher and lower one, although usually they have

different names than the above, e.g.

» the House of Lords and the House of Commons in the United Kingdom,
» the Senate and the House of Representatives in the United States,

» the Senate and the National Assembly in France,

» the Senate of the Republic and the Chamber of Deputies in Italy,

» the Bundesrat and the Bundestag in Germany,

» the Federation Council and the State Duma in Russia.

Usually, if there are more members in parliament, it is divided between two chambers
(China is the important exception of a large unicameral country, where the National Peo-
ple’s Congress consists of 2987 representatives). Seven largest legislative bodies in Europe
consist of two chambers, while the smallest legislatures are unicameral (with the exception
of Bosnia and Herzegovina, see Figure 15).

7 In 1958, the parliamentary system was abandoned in France due to weakness of this system, e.g. problems
with establishing stable parliamentary majority, inability of prime-ministers to introduce unpopular re-
forms.
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Figure 15. 10 countries with the highest and the lowest number of parliamentarians in Europe, 2014
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There are some characteristics of the upper house that distinguish it from the lower one,
e.g.

o The higher council frequently, contrary to its name, plays a smaller role than the other
one (the exception is e.g. the Senate in Italy, which has almost the same role). It aims
usually:

» to amend (revise) the legislation introduced by the lower chamber, or

» to advise, to express the opinions from a different point of view, enriching in this
way the public discussion and decision-making process (like e.g. Bundesrat, which
consists of the representatives of 16 federal states, Linder).

o Its members may be elected:

» with a different voting system than the lower chamber, e.g.

- the House of Lords, where most new members are appointed by the Church of
England (26 Lords Spiritual) or life peers who are appointed by the Monarch
(Lords Temporal); there are also 92 hereditary peers;

- members of the Bundesrat are delegated by the state governments under degres-
sive proportionality system, while the Bundestag is appointed through elections;

- in the parliament of Singapore, there are currently 87 members of parliament
who are elected and 12 more who are nominated by the President or were the best
performing losers in elections);

» partially (not the whole chamber at once):

- in Chile, the Senators are elected for eight years, and half of them is replaced

every fourth year;
» for a longer period (or even for a life time):

- in the United States the Senators are elected for six years, while the representa-

tives of the House serve for a two-year term;
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- in Australia, the respective numbers are six and three years;

- in the Czech Republic, in Japan it is six and four years;

- in France, in Egypt, in India, the figures are six and five years, respectively;

— there are four life time senators in Italy (they include the former president and
some former prime ministers).

Associated with the smaller role is the lower number of members in higher chambers
(with exception of the UK and Russia). On average, in 16 European parliaments that were
taken into account, the higher chambers had 42% of the number of members of the lower
house (the UK was not considered in the above count due to its historical ‘overrepresenta-
tion’, see Figure 16).

Figure 16. Number of members of upper and lower houses in Europe, 2014

1600
1400 -
1200 -
1000 -
800
600 +
400 +
200 -
0,
F N Qe Qe e O @ O ¥ & © & >
ST @ (“'b(\ & & S ‘_)Q’b\ R & & & \'z?b N & & (\g?‘
& &R S & NVONIPCMR R
© <& ¢ & & ) L
S 3 o’
R
M upper house M lower house

Source: own.

The number of members of both houses depends mostly on historical context. In con-
temporary Europe, the number of representatives in the upper chambers depends on the
number of representatives in the lower chambers and on the size of the population in
a country. In case of power chamber and consequently in total parliament, the number of
parliamentarians depends mostly on the number of people in the population (see the case
study below). This relation was true in case of most countries worldwide (see Figure 18).



3.2. LEGISLATIVE ASSEMBLIES

Box 5. Number of members of parliaments in Europe

Some people (especially in transition countries that have recently rebuilt their
political systems and are more eager to continue doing so in future), may wonder
what number of members of parliaments would be ‘proper’ in case of their country.
In order to check it we collected the information on 42 European countries (with-
out Russia, the Vatican, Turkey, and the Caucasian countries). We have checked the
relations between the number of parliamentarians in the total parliament, in both
chambers, and the size of territory, population, density of population, nominal GDP,
and GDP per capita. The regression analysis has shown that the most powerful ex-
planation of the number of parliamentarians is the number of population (however,
area and GDP were also significant in some cases).

Figure 17. Number of members of parliaments in Europe and explanatory variables, 2014
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Figure 18. Population and parliamentary size in 135 countries, 1970
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However, there can be a problem in a situation where both chambers end the cadencies
at the same time. In case of the change of political majority in the parliament, we can expect
large shifts in public policies. It is important from the point of view of the stability and the
time perspective of some policies.

Short-term focused politicians have usually larger problems carrying long-term goals in
comparison to the short-term ones. Thus, we could discuss the role of one of the chambers
as a kind of stabiliser of the public policies and the body that cares more about strategic,
long-term goals of the public policy.
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3.3. Electoral market in democracies

Elections can be regarded as an example of a market, where the demand for votes meets
their supply, limited by the number of eligible voters (and to some extent by the turnover).

Figure 19. Market of electoral votes
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Notes: S—supply of votes, D—demand for votes, v—number of votes, p—price of votes (in practice:
non-measureable), V| —number of votes when the price is optimal.

Although humans are political animals, politicians are economists from the point of
view of optimisation of their spending. In this situation, we regard the price of the votes not
only as a direct function of money that is spent on electoral campaign, but also the promises.
However, there are some limits. Politicians cannot promise everything because they must
take into account their credibility. On the other hand, if they promise too little, they risk
being not elected. Thus, their job is to find a balance between credibility and promises.

Political language is designed to make lies sound truthful and murder respectable,
and to give an appearance of solidity to pure wind.
George Orwell
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The graphical solution to this problem is a line formed on crossing of the supply of the
votes and the demand for the votes surfaces (Figure 20).

Figure 20. Promises, accountability, and votes

Note: x—promises, y—accountability, z—votes. Surface starting from the beginning of the coordinate
system express supply, the second one—demand.

Source: own.

In order to be re-elected politicians should show their credibility through fulfilling their
promises, sometimes even harming the economy, and as a consequence—the society. We
could discuss the matters of the rationality of voters, the asymmetry of information about
the economic situation and consequences of political steps etc.

The situation would change in a proportional system, where a voter may not necessar-
ily vote for the party he/she prefers, but for another one, in order to increase the chances of
winning of another party.

The matter of decision making while choosing the party or a candidate is often time con-
suming—one has to acquire information about the political programmes, stances of candi-
dates etc. Reasoning voters, i.e. the ones that care about their levels of political knowledge
(Popkin, 1991), may consider collecting information as expensive. Moreover, if we consider
the alternative costs of participation in the elections and influence of the one vote given, we
can speak about the paradox of voting (or Downs paradox), because the costs for rational
voters outnumber the expected gains. In this situation, the task for politicians would be to
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minimise the costs for citizens (e.g. by introduction of online voting) and to influence their
utility function. In this way, they might persuade them to value the self-satisfaction of giv-
ing the vote (or threaten them with consequences of not voting, in some countries even by
imposing penalties for those who did not vote).

3.4. Kinds of political parties

One of the ways to minimise the costs of acquiring the information about political par-
ties in multi-party systems is to simplify the selection problem and divide the parties along
the ‘left-right’ line. In some societies the distinction between ‘Christian’ (and conservative)
parties and liberal (progressive) parties may also be important. Some ethically conservative
parties may have more social or more pro-market economic orientation.

The situation becomes even more complicated if we consider the differences between the
ideologies of the parties. Sometimes they can be small, or they can be recognised as small (or
big). In particular, voters with the same preferences concerning any particular policy may
choose a different party (a left-wing or a right-wing one), depending on their perception of the
size of differences between the parties’ view on this policy (e.g. redistribution one, see Figure
21).

Figure 21. Policy preferences and perception of policy differences between left- and right-wing parties
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Note: i—voter (1 or 2), x —policy preference of voter, 1. - estimate of the policy position of left party, r, -
estimate of the policy position of right party.

Source: (Pappi, 1998 p. 267).
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The division of parties to the left- and right-wing ones comes from France. During the
French Revolution in the Estates-General, two blocks sat on the opposite sides:

o on the left those who supported the revolution, and

o on the right their opponents.

The country’s motto was:

Liberté, égalité, fraternité
(Liberty, equality, fraternity).

Nowadays, the left-wing parties usually underline the second word only. They aim at
introducing more of so-called ‘social justice’, by which they mean more redistribution to
make the incomes (or even assets possessed) equal. That may encompass the rights of mi-
norities, disabled and other handicapped persons.

Box 6. Is the social justice just?

If the justice in the areas of the distribution of wealth, opportunities, and privi-
leges within a society (these are usually the features of the social justice) was estab-
lished, and if it really was fully fair, then one simple word would be enough to call
it, i.e. ‘justice’. If this is, however, the social justice, and not any ‘normal’ one, this
means that it is not a simple, pure justice. Thus, social justice is not necessarily the
normal, full justice.

What is more, the social justice can in particular serve the influential social
groups (and the politicians representing them) as a justification for introduction of
social injustice, arguing it with the desire to reach the social objectives. From here,
it is very close to populism—to marginalize the position of less numerous social
groups that-because of the size—could verily have smaller representation in a parlia-
ment. Thus, the “social justice” may restrict freedom and—if further developed—
may lead to injustice. So, is the social justice simply just?

However, the right-wing parties usually assume that people are not equal and since
‘natural’ is, that they were not born equally (recall the A. Sen’s views in the chapter 1.2);
policymakers should not distort this natural order too much. Hence, conservatism and bias
towards religious values is typical for right-wing parties.

o It is easy to have such a clear distinction in two-party system, like e.g. in the United

States:
» the left-wing party is the Democratic Party, and
» the right-wing party—the Republican one,

« or in systems dominated by three parties, e.g. in the United Kingdom:

» the Labour Party is naturally the left-wing one (or precisely, centre-left), while
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» the Conservative and Unionist Party is the (centre) right one (Liberal Democrats
are liberal, radical centrists).

o but more complicated in multi-party systems, e.g. in Germany

» the Christian Democratic Union (CDU), the Christian Social Union of Bavaria
(CSU), and the Free Democratic Party are centre-right;

» the Social Democratic Party of Germany (SPD), the Alliance ‘90/The Greens are
centre-left, and the Left Party is more on the left).

Contrary to a common belief, the left-wing parties are more likely to run tighter fiscal
policies than the right-wing parties are, and their probability of success is higher as well. The
centrist governments have the biggest problems in running a fiscal policy (Table 4), what
can be explained by the observations that they are formed by coalition of right-and left-wing
parties (Alesina, et al., 1995 p. 21).

Table 4. Probability of fiscal policy run by right, center and left governments in OECD countries

Probability Probability Probability

of very loose of very tight of success
Right 8.6% 10.9% 26.9%
Center 15.4% 10.8% 0.0%
Left 12.4% 17.8% 35.1%

Source: (Alesina, et al., 1995 p. 35).

Politicians have their own goals. Thus, they may engage in a rent seeking behaviour. For
instance, they may be vulnerable to corruption.

3.5. Ways of financing the political parties

There are three major sources of incomes of political parties:
o public sources, in a form of
» direct subsidies or grants, or
» indirect, through the use of public services free of charge (e.g. broadcasting time in
state-owned TV/radio stations);
o private sources, e.g.
» from physical persons (donations, membership dues),
» from legal persons (organisations, corporations),
» from interests groups,
« own business activity and rent from the assets possessed.
Another way of systemising financing of political parties is the division into:
o “Grassroots fundraising” coming from individuals (party members, individual sup-
porters),
o “Plutocratic funding” that comes from wealthy people and / or the business.
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Below the case of the United States is presented and all the major groups of interests are
enumerated with the funds they have transferred to a certain candidate.

Table 5. Top interest groups giving to members of Congress, 2012 electoral cycle

Rank Interest Group Total I;e;rtn C;CC)tP Top Recipient
1 | Lawyers/Law Firms $48,664,854| 70% 30% |Kirsten Gillibrand (D-NY)
2 |Retired $42,020,708 | 38% 61% | Scott Brown (R-Mass)
3 | Health Professionals $36,914,613 39% 61% |Ron Paul (R-Texas)
4 | Securities/Invest $34,846,859 | 40% 60% | Scott Brown (R-Mass)
5 | Real Estate $30,108,232 | 44% 55% | Scott Brown (R-Mass)
6 |Insurance $25,960,449 | 37% 63% | Scott Brown (R-Mass)
7 | Leadership PACs $23,652,557 |  39% 61% | Dean Heller (R-Nev)
8 | Lobbyists $21,165,988 53% 47% | ]Jon Tester (D-Mont)
9 |Oil & Gas $17,390,884 14% 86% |Rick Berg (R-ND)
10 |Pharm/Health Prod $16,904,330 | 44% 56% | Orrin G. Hatch (R-Utah)
11 | Commercial Banks $14,381,352 33% 67% | Bob Corker (R-Tenn)
12 | Electric Utilities $13,700,253 | 39% 61% |John Boehner (R-Ohio)
13 | TV/Movies/Music $13,673,201 56% 44% |Howard L. Berman (D-Calif)
14 | Misc Finance $13,117,950 35% 65% | Scott Brown (R-Mass)
15 | Misc Mfg/Distrib $12,325,519 31% 69% | John Boehner (R-Ohio)
16 | Business Services $11,588,154 | 52% 48% | Scott Brown (R-Mass)
17 | Computers/Internet $11,189,813 | 47% 53% | Ron Paul (R-Texas)
18 | Hospitals/Nurs Homes | $11,065,462 | 48% 52% | Mitch McConnell (R-Ky)
19 | Crop Production $11,042,940 | 36% 64% | Frank D. Lucas (R-Okla)
20 |[Public Sector Unions $10,599,848 91% 8% Christopher S. Murphy (D-Conn)
21 | General Contractors $9,607,707 26% 74% | John Boehner (R-Ohio)
22 | Health Services $9,533,907 43% 57% | Orrin G. Hatch (R-Utah)
23 | Bldg Trade Unions $9,272,937 83% 16% |Kathleen Hochul (D-NY)
24 | Retail Sales $8,906,129 37% 63% | John Boehner (R-Ohio)
25 | Education $8,774,543 62% 38% | Ron Paul (R-Texas)
26 | Accountants $8,447,615 38% 62% | Scott Brown (R-Mass)
27 | Transport Unions $8,320,942 74% 26% | Nick Rahall (D-WVa)
28 | Air Transport $8,292,920 36% 64% | John L. Mica (R-Fla)
29 | Pro-Israel $8,005,683 67% 33% | Shelley Berkley (D-Nev)
30 |Automotive $7,899,381 25% 75% |John Boehner (R-Ohio)
31 |Defense Aerospace $7,628,902 40% 60% | Buck Mckeon (R-Calif)
32 | Beer, Wine & Liquor $7,313,212 43% 57% | Mike Thompson (D-Calif)
33 |Food & Beverage $7,252,100 | 29% 71% | Scott Brown (R-Mass)
34 | Misc Business $6,957,638 38% 62% | Ron Paul (R-Texas)
35 | Repub/Conservative $6,686,882 0% 100% | Jeff Flake (R-Ariz)
36 | Construction Svcs $6,611,596 45% 55% | Ron Paul (R-Texas)
37 | Telephone Utilities $6,300,399 38% 62% | John Boehner (R-Ohio)
38 | Agricultural Svcs $6,117,544 33% 67% | Deborah Ann Stabenow (D-Mich)
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39 |Industrial Unions $5,794,451 97% 3% |Kathleen Hochul (D-NY)
40 |Candidate Cmtes $5,711,668 50% 49% | Thaddeus G. McCotter (R-Mich)
41 |Mining $5,579,236 15% 85% | John Boehner (R-Ohio)
42 |Railroads $5,487,688 36% 65% | Mitch McConnell (R-Ky)
43 | Food Process/Sales $5,481,020 29% 71% | John Boehner (R-Ohio)
44 | Chemicals $5,052,315 30% 70% | John Boehner (R-Ohio)
45 | Finance/Credit $5,005,765 32% 68% | John Boehner (R-Ohio)
46 | Defense Electronics $4,796,615 41% 59% | Scott Brown (R-Mass)

47 | Misc Defense $4,745,381 39% 61% | Buck Mckeon (R-Calif)
48 |Building Materials $4,680,695 18% 82% |John Boehner (R-Ohio)
49 | Casinos/Gambling $4,407,260 48% 52% | Shelley Berkley (D-Nev)
50 | Women’s Issues $4,184,876 98% 2% Claire McCaskill (D-Mo)

Note: Based on data released by the FEC on Monday, November 12, 2012.

Source: (Centre for Responsive Politics, 2012).

Box 7. Groups of interests and public policy: questions for discussion

» Which groups of interests supported the democrats and which the republicans?

o Why?

« What is the influence of such support on the goals of economic and social policies
in the U.S.?

The discussion indicated above Box 7 would probably lead the reader to the conclusion
that these major streams of private funds, even if they are transparent, may influence the
public policy run in a country. However, it does not mean that only powerful groups of in-
terests matter to politicians (see the case below).

Box 8. The case of Obama’s campaign

It may be assumed that it is easier to collect money from richer persons or from
businesses to finance the campaign. The example of Barack Obama’s campaign was
exceptional from this point of view.

« In February 2007, 727,972 people sent money to the campaign of Senator Barack
Obama, the presidential candidate of the Democratic Party.

o “The vast majority of the funds for as much as $45 million was collected through
the Internet. More than 90% of the revenue was less than $100. More than half of
these were payments not exceeding $25.” (CNN)
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The end of the 1960s was the beginning of financing the political parties with public
sources. The most common way nowadays is to provide political party both direct and in-
direct public funding (most of EU countries, the US). There are also countries, where there
is no public funding granted to political parties; those are usually developing countries (e.g.
Botswana, Egypt, Libya, Malaysia, Nepal, Pakistan, Singapore, Zambia, some Caribbean

and

Pacific islands). In 13 countries, only, it is forbidden to finance political parties from

private sources (e.g. Austria, Belarus, Laos, Uzbekistan, and Zimbabwe).

Figure 22. Number of countries where political parties receive direct/indirect public funding, 2014
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Source: (The Electoral Knowledge Network, 2015).

Despite the growth of popularity of public funding to political parties, the problems of
political corruptions were not eliminated and can adopt forms such as e.g.:

embezzlement, when somebody dishonestly withholds someone else’s assets to keep
them or to exchange them (e.g. for money);

extortion, when someone is bringing another person (or company, institution) to
transfer money, property or to provide some services through the use of violence
against that person, e.g. by the threat of attack against life, health or property;

graft, when public money is redirected to provide profits to politicians or their rela-
tives / acquaintances etc.;

influence peddling, when in return for some financial gratitude someone from the
authorities favours somebody or gives him/her preferences;

kickbacks, which are a mutually negotiated commission paid to the person that ac-
cepts the bribe for the services this person provides.
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Box 9. Financing political parties and public policy—questions for discussion

» What are the pros and cons of different variants of financing? Reasons and conse-
quences.

« Depending on the type of financing the political parties, what should be the ra-
tional strategy of preparing a political program to maximise inflow of funds to the
given political party?

» Which political programs are supported by which groups of voters / groups of in-
terests (e.g. pensioners, public servants, trade unions, entrepreneurs, enterprises)?
» What would be the goals of public policy while supported by diftferent groups of

interests?

« How the legal solutions concerning political fundraising may influence the eco-
nomic and social policies run in a country?

3.6. Legislative elections

Among the most important characteristics of political systems are the ones connected
with legislative elections. There are three groups of dimensions:
o district magnitude, which is the number of people elected in a given district (con-
stituency) and has three forms:

» single-member district with one representative (e.g. U.S., Canada, UK, India),

» multi-member district, which functions usually in proportional systems (the ex-
ception is Singapore®),

» hybrid system, where there are two-three candidates nominated by a party/coali-
tion to win two-three seats, in particular selected with plurality rule (used in Chile
and in Mauritius);

o electoral formula, which recalculates votes to the seats and can be:

» majoritarian (plurality rule), which is a single-winner voting system (used in 48
countries),

» binomial representation system to equalise the number of seats received by two
parties/coalitions (used in Chile),

» proportional representation (PR), where the seats are assigned proportionally to
the number of votes (used in 90 countries in the world),

8 In Singapore, apart from the Single Member Constituencies there is the Group Representation Constitu-
ency. In GRCs the groups of people are voted and not individuals. The purpose of this solution was to
ensure the minimal racial representation, because at least one of the candidates for a member of parliament
had to represent the minority. Similar function plays the Best Loser System in Mauritius, where apart from
directly elected members there are a few seats reserved for the best losers who represent minorities.
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» “mixed” electoral system, where a part of parliamentarians is elected with plural-
ity rule, and a part with proportional representation or there are differences in case
of a particular chamber (e.g. half of the Bundestag is elected through plurality in
single-seat districts, and the other half through PR);

o ballot structure is about voting techniques and can be

» ranked ballot (“preference” system, e.g. Condorcet method, Borda count), where
voters create a ranking of options that present their preferences,

» range voting, where different options are evaluated separately.

In majority of the developed countries the voting systems are based on the rule of multiple-
winner, i.e. there can be many parties in the constituencies (usually selected proportionally)
that can form ruling coalitions. This situation is described as a multi-party system. This system
usually exists in countries with proportional electoral systems. In this system, the number of
seats in the parliament taken by a party depends proportionally on the number of votes it has
received during elections. In result, there are few parties in the parliament that can form a rul-
ing coalition. In order to prevent having too many small parties (and problems with political
stability), usually a minimum threshold for election is introduced. This is because too high
fragmentation leads to poorer economic results, e.g. higher spending, or budget deficits etc.

Proportional rule is indeed associated with more fragmented party structures,
which in turn lead to more frequent coalition governments, which spend more than
single-party majority governments.

(Persson, et al., 2003 p. 45)

In a multi-party system, some parties may have similar views and they can be blocked
and treated as similar from ideological point of view. This is the way to measure the ‘ideo-
logically cognizable number of political parties / party groupings’ (e.g. in Canada a four bloc
party system can be reduced to three bloc system, in Slovenia from five and in Spain from
four to two) (Grofman, et al., 2012).

The exceptions in Western democratic countries are the U.S. and the UK. There is a single-
winner rule and the system bases on “first-past-the-post’ principle (there are of course more
countries with such a system; they are mostly the developing ones). In this system the seat is
occupied by a person who won more votes than his/her competitors. Over time, such a system
leads to creation of two-party system and gives a disproportionally large share of seats to larg-
est parties, neglecting the rest of them. In this ‘winner-takes-all’ (or ‘simple plurality’) system
in the U.S,, if one candidate for a president’s office has a majority in a state, he takes all the
electoral votes®. This system is typical for countries with the majoritarian electoral system.

° In result there can be a situation that the candidate may receive more popular votes than the opponent at

the country level, but may lose the elections, because of the smaller number of electoral votes received. It
was e.g. in 2000, when Al Gore received about 0,5 million more popular votes than George W. Bush, but
five less electoral votes.
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Box 10. Voting system in Chile

Pinochet’s regime

An intriguing example of voting system can be found in Chile. This country
experienced authoritarian rules under General Augusto Pinochet regime (1973-
1990). In 1980, the military junta passed a new constitution (drafted by a professor
of constitutional law Jaime Guzman). According to it, the people should vote for
a president in a plebiscite, and if they disagree for a military-appointed candidate,
the power is to be granted to civilians and the democratic elections have to be called
for. At that time it was believed, that the voters would support Pinochet.

In 1987, two important things happened. In April, the Pope John Paul II visited
Chile and criticised the regime. Later that year, it allowed for a creation of opposition
parties and for their advertising. In October 1988 the voters in referendum were to
approve the 1980 constitution and decide about acceptation of a new eight-year term
for the only candidate to the president’s post-Pinochet. However, contrary to regime
expectations, they did not agree.

Then, the military regime allowed free elections the next year and agreed with
the opposition on the constitutional changes that were approved in a plebiscite in
July 1989. The changes included e.g. election system matters. They were aimed at
promoting two large right-wing parties, which supported Pinochet. In further elec-
tions, they (i.e. Concertacion) received most votes in the lower chamber (Chil3).
Later, the constitution was modified a few times. The present system is, however,
a legacy of the old one.

Electoral system in Chile

In Chile, each of the 60 districts for the Chamber of Deputies and each of the
19 constituencies for the Senate has two seats. Deputies are elected for four years
and senators—for eight years (half of them is changed every half-term). At the same
time, parliamentary and presidential elections are conducted. The binomial system
guarantees that the seats are divided quite equally between the two largest political
blocks (even if the second coalition received much less votes). That was to protect the
stability of the system (through smaller fragmentation), and to prevent one party
from being able to change the constitution.

Each coalition elects two candidates for two seats in a district / constituency. One
of the seats is won by a candidate who received most votes from one of two blocks
that received most of the popular votes in total. In result, there are two blocks in the
parliament (what is similar to the bipartisan system). For example in 1989 the
largest block received 69 seats (51.5% of votes) and the second one 48 seats (34.2%
of votes). In elections held 20 years later, they were 58 (43.4%) and 57 (44.4%) seats
respectively (Alvarez-Rivera, 2010).
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In December 1989 Patricio Aylwin was elected president in the first democratic
elections since 1970 (until March 1998 Pinochet, however, remained the Command-
er-in-Chief of the Army; accused of e.g. human rights violations, was arrested in
October that year in London; returned to Chile in March 2000 and died in 2006
during his trial). Despite criticism, lack of citizens’ support and trials of reforms of
the binomial system, it still functions.

Chile and Poland

The Chilean electoral system is claimed as being modelled on the Polish ex-am-
ple, where the early 1980s were “the moments of greatest rise of labor and social
movement” (Maira, 2001 p. 94). “To ensure that democracy would never become
too liberal (...) Pinochet implemented the “binomial” electoral system, a method in-
vented in late-Communist Po-land in the 1980s, adapted to Chile, and today applied
only in this Andean nation®. (Benedikter, et al., 2015 p. 93)

After the Polish Round Table Talks (February-April 1989) the previous electoral
system was changed (in April 1989), and the opposition was allowed to take up to
35% of seats in the lower chamber (and up to 100% in the Senate). If we group ruling
coalition of the Polish United Workers’ Party and its ‘satellite’ parties (United Peo-
ple’s Party and others) and treat them as one block, and the Solidarity opposition as
a second block, we could call this system as binomial. In the Senate, the magnitude
of districts was two seats (apart from two largest districts of three representatives).
After the semi-free elections in June 1989, Solidarno$¢, however, took all of the pos-
sible 35% seats in Sejm and 99% of the seats in the Senate.

In the proportional electoral systems, we can expect:
« more voters participating in elections,

« conducting more left-oriented policies, that result in higher redistribution of welfare,

o forming coalitions,

in result of coalition and higher leftism—higher public spending (esp. on transfers
and welfare projects) and higher public debt that can produce higher income equality,
lower ability to run fast policies (e.g. in case of threat of influence of external shock
like financial crisis),

While in the 1960s-1980s there were almost no serious changes in electoral rules in the
world, the 1990s brought many changes (Persson, et al., 2003 p. 88), among which the mixed
system was the most popular. However, only a few countries use it today (52 countries had
proportional elections, 33 majoritarian and nine had a mixed one' (Persson, et al., 2003 p.

89)).

1 The examples are Bolivia, Germany, Hungary, Italy, Japan, Mexico, New Zealand, the Philip-pines, Russia,

Venezuela, the Ukraine.
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We can raise the question, which system better represent spreferences of the voters. To do
this we should consider if the political parties represent the differences of preferences of the
electorate. The study of 12 Western European democracies (1976-1998) finds (Ezrow, 2007)
that there is:

« the Voter Distribution Effect Result, which means that the changes in policy prefer-
ences of voters are associated with the changes in policy programmes of the political
parties,

o the Electoral Laws Result, which states that in proportional electoral systems the va-
riety of partisan ideologies is less linked with the voters’ preferences than in non-
proportional systems (esp. where the “winner-takes-all”).

The study on over 80 countries has shown that “elections in developing countries have

cyclical effects on policy”, but their structural effect is positive and “frequent elections pro-
duce better policy” (Chauvet, et al., 2009 pp. 541-542).

3.7. Term limits: populism or effective change?

In most of the countries, the heads of states have limited possibilities to hold the office for
a longer time. These ideas date back to ancient Athens, Sparta, and Rome. They were intro-
duced among other things in order to prevent corruption. Such changes towards limiting the
time spent occupying the same post became frequent and normal in many countries. In the
United States, since its very beginning the tradition emerged that the president serves only
two terms. It was broken by Franklin D. Roosevelt and when he died during his fourth term
as a president, the presidential term limits were introduced in 1951 by the 22nd Amendment
to the Constitution.

It is not a democracy limitation; quite the opposite—it is its extension. However, while
term limits functions on top level of politics (e.g. in the case of presidents), it is not so com-
mon in the parliaments or at local levels.

There are three countries, where limiting the number of parliamentarians’ terms is func-
tioning:

o Costa Rica: the rotation-style term limits were introduced in 1949. Parliamentarian
can hold an office for unlimited number of terms; however, these terms cannot follow
one after another.

o Mexico: the limitation to one term functioned in years 1994-2014. Recently, in the
Lower House it was raised to 3 three-year terms, while in the Upper House to 2 six-year
terms. The limit was increased because of the politicians learning their job too long,
what affected their effectiveness. In addition, the increased rotation of parliamentar-
ians caused that instead of voting for people, voters were persuaded by promises.

o The United States: term limits function in 15 states, including the most populated and
the richest state of California. Total permitted time of holding the office is 8-16 years
(depending on state). These solutions were introduced at the beginning of 1990s. Six
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states resigned or did not implement state legislative term limits, because they were

overturned or repealed.
The opposite solution may be to allow the legislators stay at the offices without any time

limits.

o The institution of the senator for life functions in Italy, Congo, Paraguay, and Bu-
rundi.
« In a way, similar institution is the House of Lords in the UK. However, the Lords’

essential function is a representative one, so their impact on the current policy is neg-
ligible.

o In Italy, senators for life are former presidents and up to five persons considered to be
particularly deserved. Currently, there are six senators for life, of which two are former
presidents. They have altogether 2% of votes; however, their actual position that has
been built for the whole life (e.g. media conglomerate of Berlusconi) is stronger.

The introduction of the term limits was the most significant institutional change in the
U.S. since 1970s. It was the largest ‘natural experiment’ in this field so far conducted any-
where in the world. The collected empirical experience allows already for some conclusions.

Theoretically, term limits could have many advantages, and some of them seem to be
confirmed by observations. Arguments supporting introduction of term limits are as fol-

lows:

« 'They lead to the development of democracy, because e.g. thanks to them the age and
parliamentarian’s views better represent the society:

»

»

»

»

The number of candidates to the office is increasing; society obtains more opportu-

nities to cast a vote:

- After imposing the term limits in California in 1990, the number of candidate
fillings for the state Senate rose by 25% and for the state Assembly it grew up by
more than 50%. (Armor, 1994)

- In Nebraska in 2006, the number of candidates rose by 51%. (Bend, 2006)

The competition between parties as well as the possibility of changing governing

party is increasing.

In a system based on term limits, it is easier for the debutants on the political scene

to enter parliament, especially for the younger ones. Voters decide mainly based on

candidates’ recognition (and not due to their programmes). Persons holding the of-
fices for a longer time have greater chances to show up in media.

Young people receive more chances for carrying their ideas in the term-limited in-

stitutions. It is important, because usually they have almost no representation in the

parliaments and often politicians, who are holding the office for many years, cannot
understand the needs of younger generations.

o The risk of corruption, nepotism and self-interest motivated politicians decreases:

»

Lobbyists and tenured bureaucrats have smaller chances to influence the politi-
cians, because they have less time for creating eventual connections with them (thus
lobbyists are less interested in creating them, as well).
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» Already at the early stages of their political careers such candidates drop out as
those interested in becoming the professional parliamentarians only to receive
long-term financial and social benefits.

» Politicians would vote more frequently according to their beliefs, and not just to
gain support before the next elections or to ingratiate them with party superiors.

» Politicians are not exposed to the temptation of enforcing controversial, spectacu-
lar and nothing-giving projects, which are mainly aimed at drawing attention to
get popularity rather than solving the real problems. “...a term-limited incumbent
places less value on reputation-building than an incumbent eligible for re-election
does” (Johnson, et al., 2004)

o The functioning of the authorities improves:

The case of California is often recalled: “Prior to term limits, California’s state legisla-

ture was referred to as a political geriatric ward. Now, California has gone so far as to

pass state budgets on time. (...) In many instances, the loss of institutional memory,
legislative knowledge and political experience has fostered a more energetic and more

effective deliberative body.“ (Basham, 2004)

» Generally, it is considered that during the second term a member of the parliament
does little. However, it is not the case if he/she plans any public career in the future.

» There may be a relation between term limits and the rate of enactment of the bills
(Basham, 2004) (i.e., the percentage of bills introduced that are enacted into law).
The states with term limits: Michigan 69%, Ohio 52%, and California enacted 41%
of introduced bills, while in the states of unlimited number of terms it ranged from
2.7% to 8.6% only (Illinois, Wisconsin, Pennsylvania, Massachusetts, New York,
and New Jersey) (Creelan, et al., 2004 p. 38). This may suggest that the legislators
whose number of terms is limited do not waste time so much and are more effective.

o The size of the state and public spending decreases:

» The longer a person stays in office, the more he/she supports the increase of public
spending. (Payne, 1991) It is one of the most influential arguments for term-limits
supporters. However, “...congressional tenure (number of term served) has a minor
effect on spending decisions (...) Payne rejects the pork-barrel theory of congres-
sional elections...” (Mann, 1994 p. 86)

» Introduction of term-limited provincial governors (and rotation of them) in China
had positive impact on local economic growth. (Zhang, et al., 2008)

» In countries, where terms are limited to two consecutive terms, it has been found
that government does not grow as quickly as in countries with single-term rule
(Johnson, et al., 2004).

However, there are also many scientific empirical research results that do not support
the introduction of term limits:
o Political idealism and the risk of corruption:
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» Especially against are obviously some politicians, but also interest groups (corpora-
tions) that can profit from politicians’ involvement in economic activity.

» However, the number of lobbyists increases and they work harder, because their ties
have been broken and new legislators are suspicious. (Mooney, 2007)

» Term limits can exacerbate the populist bias in policies (i.e. ideological shirking oc-
curs). (Acemoglu, et al., 2011) “several studies find evidence of increased ideological
shirking in the presence of term limits” (Yakovlev, et al., 2012 p. 4)

» “Adoption of term limit measures has done little to reduce the influence on the
political process of special interests and sophisticated political contributors.”
(Huefner, 2004 p. 427)

Share of women:

» Establishing term limits for legislators is not as effective as it was hoped. Term limits
have not increased the number of women legislators and some of the research shows
a loss of seats for women (Stambough, et al., 2009)

» “Term limits alone are not enough to increase the number of female elected leaders”.
(Carroll, 2001)

Organisational efficiency of intuitions:

» “By reducing legislative experience, changing legislative incentives, and weakening
the control of legislative leaders, term limits have made legislators more hurried and
aggressive.” (Kurtz, et al., 2007 p. 8)

» The loss of institutional memory and the necessity of learning by new members are
underlined, as well. Trainings for new legislators are an imperative in term-limited
legislatures. (Kurtz, et al., 2007 p. 8)

» Term limits do not prevent careerism; transient career politicians may use the legis-
lative office for further political advancement.

The influence on public finance:

» “the short-term fiscal outlooks and loss of experienced legislators produced by term-
limit turnover lead to poor fiscal conditions. Myopic legislators may avoid tough fis-
cal decisions, while inexperienced legislators may be ill-equipped to develop sound
fiscal policy. (...) legislative turnover decreases budget balances”, however only in
the lower chamber, “perhaps because state senates have more experienced legisla-
tors than the lower chamber.” (Cummins, 2013)

» Some research show that the adoption of term limits had the unintended, surprising
consequence of increasing spending levels:

- Usually democratic term-limited governors tax and spend more (Basley, et al.,
1995). Others find that it is a pattern of all the governors who are term limited—
they spend considerably more money, on average, than governors who are not.
(Klepetar, 2011 p. 83)

- The study based on 48 states from 1977 to 2001 finds that states with term limits
have higher spending levels than states without term limits. (Erler, 2007)
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- The study based on panel of 47 states from 1972 to 2005 shows that the pork-
barrel money goes however not to welfare, education, transportation, or health,
but to local governments, where the legislators came from. (Yakovlev, et al., 2012)
- However, the detailed results depend of the specific institution that has been
analysed. “Legislative term limits do not significantly increase (or decrease) state
expenditures on average, except when the concept is broken out and applied to
each chamber of the state legislature independently.” (Klepetar, 2011 p. 84)
» “Short-termism” in decision-making is visible while politicians whose time at office
is limited favour short-term policy solutions. (Garri, 2010)

Some authors provide more neutral findings, like those that were collected in a compre-

hensive book edited by Kurtz:

o “..term limits have weakened legislatures institutionally, especially in states with
strict limits that had more professionalized legislatures and low turnover in the mem-
bership. However, due to natural and planned adaptations, the consequences have not
been as dire as they might have been.” (Kurtz, et al., 2007)

o ,The impact of term limits on legislatures is greatly affected by two factors: the de-
gree of professionalization of the legislature and the restrictiveness of the term limit.”
(Kurtz, et al., 2007 p. 3)

Thus, the institutional reforms need to be carefully designed, taking into account differ-

ent chambers of the legislature.

Summarising: there were high hopes that the term limits on lower policy levels like e.g.
within state legislature will have a positive impact. Theoretically, it should have worked out
well. However, the verification of the implemented solutions does not provide such optimis-
tic results.

...term limits are not delivering all that was promised, especially in diversifying our
elected representatives and reducing the influence of campaign financing on state
legislative processes.

(Huefner, 2004 p. 492)

Moreover, the introduction of term limits sometimes gives results that are contrary to
the expectations or—finally—may be partly harmful for the economy.

Ironically, it appears that term limits create outcomes that are often opposite of
what their proponents hope to achieve.
(Yakovlev, et al., 2012 p. 5)



70 3. CHARACTERISTICS OF DEMOCRATIC SYSTEMS

We should, however, remember that the vast majority of research conducted so far was
based on U.S. examples (probably, there is only one study conducted so far on any other sam-
ple) and that the results are country-specific (while analysing particular states or chambers).



Chapter 4

Politics and social needs

In this chapter, we will focus on needs in order to introduce the reader to the issues of

answering them by politicians.

4.1. Human needs and economic development

One of the objectives of economic policy may be that politicians realize the objectives of

the society. Below, we reflect on what could be their targets.

Let us start from the concept of the basic needs of people. They were described by Abra-
ham Maslow, an American psychologist in his famous concept of the hierarchy of needs. Ac-
cording to this mode, low-level needs, fundamental for biological survival, must be satisfied

before higher-level, non-material needs are pursued.

Figure 23. Diagram of Maslow’s hierarchy of needs
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Source: (Finkelstein, 2006).
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Part of human needs was considered so basic that they have been included in The Univer-

sal Declaration of Human Rights. We can enumerate a few of them, e.g.:

Rights to dignity, liberty, equality, and brotherhood.

Right to life, freedom, justice.

Rights to spiritual, public, and political freedoms (e.g. freedom of association, thought,
conscience, and religion).

There are also social, economic, and cultural rights (including the right to social secu-
rity, the right to adequate a standard of living).

Box 11. Selected social and economic human rights

Article 22.

Article 23.

Article 24.

Article 25.

Article 26.

« Everyone, as a member of society, has the right to social security...

« (1) Everyone has the right to work, to free choice of employment, to just and
favourable conditions of work and to protection against unemploy-ment.

o (2) Everyone (...) has the right to equal pay for equal work.

o (3) Everyone who works has the right to just and favourable remunera-tion
ensuring for himself and his family an existence worthy of human dignity, and
supplemented, if necessary, by other means of social protec-tion.

 Everyone has the right to rest and leisure, including reasonable limita-tion of
working hours and periodic holidays with pay.

« (1) Everyone has the right to a standard of living adequate for the health and
well-being of himself and of his family, including food, clothing, housing and
medical care and necessary social services, and the right to security in the
event of unemployment, sickness, disability, widowhood, old age or other lack
of livelihood in circumstances beyond his control.

« (1) Everyone has the right to education. Education shall be free, at least in the
elementary and fundamental stages. Elementary education shall be compul-
sory (...)

o (3) Parents have a prior right to choose the kind of education that shall be
given to their children.

Source: (United Nations, 1948).

These human needs have certain objectives reflected in social and economic policies.
The fields of economics, which takes into account the need to achieve these goals, include
development economics. It focuses not so much on conventional macroeconomic indicators
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(or more precisely: stabilization ones), but takes into account more social objectives, e.g.
inequalities of income. In democratic societies, one of the objectives of economic and social
policy is not only the enrichment of society as a whole, but such an enrichment, which would
be considered by the majority of the population (which choose politicians as their repre-
sentatives) as fair. Frequently, therefore, it is believed that excessive income inequalities are
not fair, and in consequence, one of the objectives of social policy becomes their elimination,
or at least their reduction.

It can be assumed that the objective of economic policy should be the development. How-
ever, the development of what? Development economics has shown that not of the economy
itself, but the development should have an impact on the improvement of society’s quality of
life in various breakdowns, depending of its preferences. Hence, a few decades ago the Three
Basic components (or core values) of development have been enumerated (Goulet, 1971):

o life-sustenance: provision of Basic Needs, such as housing, clothing, food and mini-

mal education;

o self-esteem: feeling of self-respect and independence; to eradicate the feeling of domi-
nance and dependence (from economic point of view);

o freedom: opportunities of choice of own destiny of people not limited by the lack of
education or skills.

These ideas, as we have seen, had its origins in the concepts of Maslow. They were further
developed in the coming years. For example, the Vision of development of Amartya Sen,
the Nobel Prize winner in 1998, is that development is an expansion of:

o entitlements—‘the set of alternative commodity bundles that a person can command’;
they generate the capability to do certain things, e.g. to sell their labour and to pur-
chase goods,

o capabilities,

o freedom, e.g. from famine, undernourishment, poor health and lack of basic needs;
lack of political liberty and basic civil rights, and economic insecurity.

Sen has developed the ‘capability approach’ notion and defined it as follows:

“capability approach” sees human life as a set of “doings and beings”-we may call
them “ functionings”™-and it relates the evaluation of the quality of life to the assess-
ment of the capability to function. (...) The roots of the approach go back at least to
Adam Smith and Karl Marx, and indeed to Aristotle.

(Sen, 1989 p. 43)

Moreover, as Sen explains the meaning of “capabilities™

The capability of a person is a derived notion. It reflects the various combinations of
functionings (doings and beings) he or she can achieve. It takes a certain view of liv-
ing as a combination of various “doings and beings”. Capability reflects a person’s
freedom to choose between different ways of living.

(Sen, 1989 p. 44)
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According to Sen, human development is

‘our capability to lead the kind of lives we have reason to value’
(Sen, 1999),

and not e.g. GDP per capita growth or other, typical macroeconomic indicators.

Sen emphasised “freedom” as both the primary end and the mean of development. Ac-
cording to him, there are five main dimensions of freedom:

o political freedoms,

o economic facilities,

o social opportunities,

o transparency guarantees, and

e protective security.

What Sen has introduced to economics is the break in the cause-effect relationship. Pre-
viously, the reasoning was simple: first economic growth then social welfare will come.
This concept was introduced by W.W. Rostow in 1960 in his ‘stage’ theory of development.
(Rostow, 1960)

However, the example of many developing countries shows that it is difficult in a con-
temporary world to focus only on economic growth leaving e.g. education, health, life expec-
tancy behind, as not so much important goals of public policy. Moreover, empirical findings
of dozens of countries show that it is actually possible to have economic growth and social
development at the same time. Sen argues that the growth of GDP per capita does not have
to lead to the increase of welfare of the society; it does not have to influence e.g. life expec-
tancy. He also did not agree with the “Lee thesis”.

Sen’s approach can be criticized because:

o it bases on individualism, gives priority to individual preferences rather than favour-

ing society, as a whole;

o it promotes liberalisation, despite in some cases the opposite economic policy oc-

curred to be successful;

« it does not base on historical findings and is biased towards Western set of values,

without appreciating some successful Asian examples. (O’Hearn, 2009)

Such broadly defined Sen’s terms meet problems with their operationalisation, e.g. meas-
urement. For instance, how to measure entitlements? Thus, a challenge for development
economics was to formulate economic theory, which can be adapted in practice in order to
ensure development. The comprehensive practical theory of economic development based
on freedom was not created (and implemented in public policies), however it influenced
other scholars and ideas.
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Box 12. The ‘Lee thesis’—the case of freedom in Singapore

According to Lee Kuan Yew, the founding father of independent Singapore and
its prime minister holding his office for more than three decades, it is justified to
limit freedom if that can positively influence economic growth and development.
Singapore is a very liberal country; for many it occupies the first positions in the
“Doing business” annual reports.

For instance, the procedures of starting a business locates this country on the
10th position in the world: “starting a business there requires 3.00 procedures, takes
2.50 days, costs 0.60% of income per capita and requires paid-in minimum capital
capital of 0.00% of income per capita” (The World Bank, 2015 p. 17). It is however
not entirely true, because the company actually does not need a company seal to
operate and it is not necessary at the beginning to sign up for Employee Compensa-
tion Insurance at an insurance agency. Thus, total time for registration takes only a
couple of hours and may be performed fully online (what the author of this book has
confirmed personally, while registering his company there).

However, the other kinds of freedom but economic ones are much limited com-
pared to the most of developed countries. For instance, the country is recognised as:

« “partly free” only by the Freedom House (Freedom House, 2015) in terms of

political rights and civil liberties, and

o is in “difficult situation” (or simply “not free”) occupying as far as the 148th

position (together e.g. with Afghanistan) in the world measured by the Press
Freedom Index (Freedom House, 2015a).

However, the society seems to agree with it and appreciates the fast economic
development of this country. Thanks to it, the life expectancy in Singapore is the
longest among all the countries of the world (recently, Singapore outpaced Japan,
who was the world leader for many years). However, first the governments (of the
same party—as it rules the country since its beginnings some 50 years ago) focused
on economic situation, rather than on political freedoms or on social issues.

4.2. Measurement of development

The ideas of Goulet continued by Sen influenced the creation of the Human Development
Index. It was developed by Pakistani economist Mahbub ul Haq in 1990 leading a group of
internationally recognized development economists supported also by Amartya Sen. They
tried to assess various dimensions of the ‘human’ development with one indicator only. The
United Nations Development Programme (UNDP) publishes annual reports with the values
of HDI.
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HDI does not include only GDP per capita, but also two other issues, which were recog-
nised as the most important in human’s life: long life and education (see Box 13.).

Box 13. HDI formula and other HDI-related indices

The HDI is a geometric mean of three indices: life expectancy, education, and
income and is calculated (since 2010) using the formula:

3 MYS EYS
HDI = LE—-20 15 * g In(GNIps)—In(100)
T Mg5 _2p 2 In{75000) — In{100)

where:

LE—life expectancy at birth,

MYS—mean years of schooling,

EYS—expected years of schooling,

GNIpc—Gross National Income at PPP per capita.

In 2010, the Inequality-adjusted Human Development Index (IHDI) was intro-
duced. It takes into account also inequalities. For example, the United States are on
the 3rd place in the world in HDI, but 13th position in IHDI in 2013. Two first coun-
tries in both rankings are Norway and Australia.

A “gender-sensitive extension of the HDI” is the Gender-related Develop-ment
Index (GDI) introduced in 1995 together with the Gender Empowerment Measure
(GEM). In 2010, UNDP introduced the Gender Inequality Index (GII), which re-
placed FDI and GEM. GII covers three dimensions: reproductive health, empower-
ment, and labour market participation. Top three countries are Norway, Australia,
and Switzerland.

The world is constantly improving the average situation of people. There are however
some differences: while for instance China has moved from low human development coun-
tries in 1990 to the group of high human development countries, 30 low-developed countries
remained in that group. The situation has improved especially between East and Central
Asia as well as in Europe, while huge problems are still in some Arab States and in Sub-
Saharan Africa.
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Figure 24. Progress to higher human development groups since 1990
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Source: (United Nations Development Programme, 2014 p. 36)

The longest life expectancy in 2013 was in Japan (83.6 years) and in Hong Kong (83.4),
while the shortest one is in Sierra Leone (45.6) and Swaziland (49). The largest progress
within 33 years was done in Cambodia (expected life has increased by 42.5 years!), in East
Timor (33.1), in Maldives (25.6), and in Bhutan (23.3), while in Swaziland it decreased by 5.3
years, in Lesotho by 4.4 years and at Ukraine by 0.8 years (the next country was Belarus).



78 4. POLITICS AND SOCIAL NEEDS

Figure 25. Life expectancy and its changes between 1980 and 2003 in selected countries
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One of the goals of humans is to enjoy a happy life. For years it was mainly a subject
of studies of psychologists, however later also economists have joined them. The Easterlin
Paradox is an important starting point for research in the area of relations between wel-
fare and happiness. It was discovered in mid-1970s by the economist Richard Easterlin and
states that people’s average life satisfaction did not seem to depend on their incomes. It is
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not surprising however, for behavioural economists who easily explain it with the notion of
the “framing effect”.

Since that time, more economists became interested in finding indicators of wellbeing
better than e.g. GDP per capita only. Thus, the HDI was created, the Happy Planet Index, the
World Database of Happiness, the General Social Survey in the US, the British Household
Panel Survey, the Socio-oekonomisches Panel in Germany, Happiness Index in South Korea
and in Dubai, to name a few. In addition, despite ‘money cannot buy happiness’, it provides
better life quality, including health, education, clothing, housing, food etc. (Weimann, et al.,
2015)

Box 14. Bhutan—happiness as a public policy ultimate goal

An interesting and intriguing departure from traditional macroeconomic indi-
cators may be the Gross National Happiness Index (GNH) used in Bhutan. It con-
sists of 33 indicators.

In GNH, material well-being is important but it is also important to enjoy
sufficient well-being in things like community, culture, governance, knowl-
edge and wisdom, health, spirituality and psychological welfare, a balanced
use of time, and harmony with the environment.

(The Centre for Bhutan Studies and GNH Research, 2015)

The values of indicators are obtained through a representative survey of the soci-
ety conducted under the auspices of the GNH Commission—a governmental agency
established in 2008 (and replaced the previous Planning Commission). The Com-
mission is the central government body responsible for coordination and formula-
tion public policy, including 20-year development strategy and five-year plans. The
results show the progress in happiness and that society is generally happy (only c.
9% is unhappy).

The Index reflects more broader interests of first psychologists and then econo-
mists, as well, to study happiness-economic relations. This field is also analysed by
behavioural economics.

Obviously, there is some causality between income and long life: it is easier to live longer
in rich countries, thus the HDI does not include the independent variables only, as it is usu-
ally required in similar approaches based on composite indicators. Thus, however, it does
not influence the overall conclusions that different components of HDI, like especially the
life expectancy, and of course, the HDI itself have improved over the last three decades.
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Figure 26. Life expectancy and HDI values in 1980 and in 2003 in all the countries
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4.3. Public choice theory on beneficiaries of economic policy

Once we know what the people’s needs are and once we know how to measure some of
them, we should say that policy is also an art of choosing the goals (and the means to fulfil
them). Thus, running the economic and social policy is not an easy task. Especially, if we
remember that policymakers can try to provide benefits to:

o the whole society (e.g. through regulatory policy, which the German calls Ordnung-

spolitik),

o the selected groups of citizens (voters) (see the concept of Prozesspolitik),

o politicians themselves.

We should however remember that although economic (or human) development is im-
portant, there is a threat of populism when politicians use such arguments that they pro-
mote development actually to fulfil their own interests. They can use economic policy tools
to meet social goals, at least officially, but in practice, they can maximise their own, op-
portunistic goals. This is a threat for development and thus the opposition in a democratic
system can play a huge role. Without it, another solution could be adopted like the one that
functiones in Singapore, i.e. meritocracy.

The society is not consisted of indistinct members. There are various groups: of interests,
lobbies, trade unions, supporters of certain political parties. There are people paid with pub-
lic money (clerks, soldiers etc.), disabled and retired persons, entrepreneurs (and startupers),
employees of corporations, homeless etc. All of them may have different social welfare func-
tions, thus in order to maximise their preferences different public policies should be adopt-
ed. It is sometimes impossible to do this at the same time, while some interests of groups of
people are contradictory. Thus, economic and social policies are not aimed at maximising
the social welfare function of the whole society (as e.g. Tinbergen has seen it), as it used to
be usually assumed by conventional mainstream economics and by the normative theory of
economic policy. Instead, policymakers have to choose the groups they would favour (recall
here the definitions of politics).

Interest group theory sees government actions as a response to the interests shared by
groups of individuals. It was formulated by the public choice school in 1950s. It examines
the formation of institutions in the political arena. The theory of public choice includes, for
example:

o The issues of voting (efficiency of the voting market).

o The choices made in democratic system (in direct and indirect democracies).

o The theories of social contract and constitutional order (constitutional economics, the

economic effects of citizens’ rights).

o Economic theory of power (including the theory of economic regulation, the theory
of public finance, the role of ideology or party coalitions, and the economic behaviour
of judges).

o The theory of interest groups and of distributive coalitions (the impact of interest
groups on the efficiency of the economy, lobbying).
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The theory of rent-seeking (political rent and its impact on well-being).

The beginnings of this school are associated with:

Duncan Black, who first in 1947 (and later in 1958) has formulated the first view on
the median voter theory (Black, 1958). A median voter is a person with an equal num-
ber of votes on either of sides. He decides about the choice that is made and it does not
have to give the best results for the whole society (but to himself). In result, a major-
ity rule that is usually adopted in democratic systems will provide solutions that are
preferred by the median voter. Principle of the median voter states that this voter
determines the outcome of an elections governed by majority rule.

Anthony Downs, who continued Black’s earlier works for voting in committees and
applied them in 1957 to electoral competition (Downs, 1957). He has shown that in
two-party systems both parties try to make their views closer to each other while in
multi-party systems they diversify their programmes and try to be as distinct from
each other as possible.

Kenneth J. Arrow, who in 1951 has formulated the “General Possibility Theorem”. It is
also called Arrow’s impossibility theorem. It states that if voters have three or more
alternatives, then it is impossible to meet three pre-specified criteria (all preferences of
all voters are allowed, there is no ‘dictator’ that dominates voting, and there is Pareto
efficiency) and to create a voting system that can convert individual preferences to
a community-wide ranking. In result, the voting paradox appears due to which major-
ity voting may not give expected outcome (Arrow, 1951).

James M. Buchanan and Gordon Tullock in 1962 formulated the basic principles of
public choice theory, using e.g. the Pareto optimality concept (Buchanan, et al., 1962).
They concluded that the decisions where large external costs are involved should not
be done with a single majority rule but at least with the supermajority one.

Mancur Olson, whose book published in 1965, was one of the milestones of the public
choice theory due to e.g. stressing the importance of free-riders in voting outcomes:
in any community attempting to undertake collective actions to provide public goods
there will be people who want to take advantage of the non-excludability of using of
public goods. He also theorized that despite small social groups might share common
views and interests; larger organisations do not care about the officially declared ob-
jectives unless its members are motivated with their personal gains. The book has
changed the views on efficiency of democracy and minority-majority relations (Olson,
1965).

Other famous economists of this stream of economics are e.g. Becker, Niskanen, Peltz-
man, Stigler, Tollison. The theory was very appreciated by the Nobel Prize committee and
the award was given to several scholars, including James M. Buchanan (1986), George Stigler
(1982), Gary Becker (1992), Vernon Smith (2002) and Elinor Ostrom (2009).

The public choice theory contradicted the Keynesian theory, which focused on market
failures. Public choice studied the issues of the government failures, including the eco-
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nomic policy mistakes. Contrary to the normative theory of economic policy, the positive
approach emphasises that there are no universal goals in the practice of economic policy-
making, because each time they depend on political choices. Thus, the goals of economic
policy are established by the governments. Moreover, if so, there can be among them op-
portunistic goals of politicians that want to be re-elected. In order to achieve this, they can
use all available instruments of economic policy basing on their own preferences, without
even trying to maximise “social welfare function”.

The development of public choice theory was justified also by the growth of public sector
in many countries that has started exposing the economy to larger risks coming from the
decisions of politicians and bureaucrats, and not of the markets themselves. When the share
of budgetary revenues a century ago was typically circa 10% of GDP, nowadays it is on aver-
age more than 40% and in some countries over 50%.

Table 6. Total general government revenue (% GDP), selected countries, 1995-2014

47,9 49,0 48,9 49,3 52,0
34,0 40,6 37,8 33,4 36,3
39,4 36,9 38,7 38,6 40,6
54,9 54,6 56,2 54,3 58,4
45,2 45,6 42,8 43,0 44,6
42,1 36,3 35,1 40,7 38,7
38,7 35,8 34,7 33,3 34,4
41,3 46,4

37,3 38,1 39,5 36,2 38,6
49,1 49,8 49,7 49,6 53,6
41,6 41,3 42,6

44,5 44,2 43,0 45,6 48,2
30,1 32,2 37,1 37,5 40,4
34,2 34,5 33,8 36,2 35,6
33,0 36,2 33,7 35,4 34,1
43,0 42,1 42,7 43,4 43,8
46,7 44,2 41,7 45,0 47,4
35,7 34,7 39,6 37,9 41,9
45,1 43,6 42,1 43,2 43,9
49,3 48,3 48,5 48,3 50,0
43,5 39,0 40,5 38,1 38,8
37,4 39,4 40,5 40,6 44,5
32,1 33,8 32,3 32,7 33,5
43,9 42,5 43,6 43,6 44,8
44,8 40,0 36,7 34,5 38,9
55,1 54,9 51,9 5211 54,9
56,5 56,8 54,5 51,1 50,1
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United Kingdom 36,2 39,0 39,2 39,1 38,2
Iceland 42,6 45,9 39,6 45,6
Norway 53,4 57,1 56,9 56,0 54,7
Switzerland 32,0 33,7 32,8 33,3 33,5

Source: Eurostat.

Traditional economics tends to focus on the functioning of enterprises and households
or markets, and not on the government. However, it is the government that has a decisive
role in shaping the business activity, influence the economic conditions—even periodically,
and therefore modifying the usual course of business cycles (see further: political business
cycle).

The bureaucracy may not be interested in their contribution to maximizing the welfare
functions of the society, but in maximizing their own budget and authority and that is its
rational behaviour. This was William Arthur Niskanen’s findings expressed by the budget-
maximizing model (Niskanen, 1971). The governments’ shares in economy increase and
the following social efficiency of public expenditures decreases, because of the activities of
bureaucrats. Heads of the departments of public administration are interested in maximis-
ing the department’s budgets, the position and influence it brings. Thus, the bureaucracy
is interested in providing as many services as possible to justify their existence and growing
needs what would enable them to grow in power. The administration grows up until legisla-
tor (supervising it) would notice its (too large) size and the costs associated with it. From
this point of view, departments of administration may be treated similarly to other interest
groups in their attempts to maximise their needs.

Olson has later analysed economic growth in various countries after World War II. He
came to the conclusion that countries, which temporarily decreased the activeness of in-
terest groups (cartels, lobbies (e.g. cotton-farmers, steel-producers), labour unions, profes-
sional associations, guilds, castes, social classes etc.) in public spheres and where important
political changes took place (e.g. Germany or Japan), developed faster than the others (e.g.
the UK). He has observed (Olson, 1982) a negative correlation between the duration of
political stability (which is associated with an increased influence of interest groups on
economic policy) and growth. The interest groups promote primarily their own welfare and
can use to satisfy their needs e.g. oligopolies, favourable regulations, tariffs and restrictions
on trade, subsidies etc., what hurts the economic growth (Behrman, 1983). Larger groups
(e.g. a political party or confederation of industries of labour unions) are more interested in
general policy attitudes, widespread government intervention, while smaller groups favour
selective interventions (to individual companies or industries).

That can remind previous works of W. Eucken, according to whom the domination of
any structures and organizations in the economy (companies, labour unions, or politicians)
is dangerous for it as well as for the society. Thus, the policy of social order (Ordnungspolitik)
should be designed and introduced.
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Box 15. Unions’ coordination and labour market: Calmfors-Driffill hypothesis

Olson’s works influenced other economists and led e.g. to formulation of the
Calmfors-Driffill hypothesis (Calmfors, et al., 1988). According to it, there is the
non-monotonic relationship (‘inverted U’ shape) between a measure of unions’ co-
ordination and unemployment: highly coordinated or centralized bargaining would
lead to wage restraint and low unemployment. If the position of labour unions start
from zero unemployment increases and later it decreases when they start exercising
their monopoly power.

Figure 27. The hump-shape hypothesis of Calmfors and Driffill
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Source: (Calmfors, et al., 1988 p. 15)

The authors however have adopted a simple bivariate relationship and omitted
other factors such as openness, and the effects of the macroeconomic policy context
on wage setting. (Driffill, 2005)

Another Nobel Prize in economic laureate Gary Becker has coined “A Theory of Compe-
tition Among Pressure Groups for Political Influence” (Becker, 1983). His model was based
on assumption that society is divided into two groups:

o those that want to lower taxes,

« those that want to preserve or increase transfers.

All actors maximize their utility based on their incomes. His conclusions are as follows:

o The effectiveness of groups of interest in competing for higher subsidies (or smaller
taxes) depends on the relative pressure mounted by the group on the government.

o 'The increase in unnecessary social losses (deadweight loss) diminishes the size of
transfers in the equilibrium point. This is caused by the fact that the subsidised group
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decreases pressure when transfers increase, while another group puts more pressure
together with the increase of such losses.

o While the profits to the subsidised (‘predatory’) group increase linearly, the dead-
weight losses to another (‘victim’) group are proportional to the square of the tax,
what motivates it to intensification of their efforts to minimalize the negative effects
on their welfare.

o 'Thus, the competition between both interest groups increases the effectiveness of eco-
nomic policy, what leads also to an increase in the effectiveness of taxation system.

Bureaucrats and political parties but also interest groups can try to satisfy their needs

also through some illegal actions. They are rent-seekers. So far, we have studied the political
corruption only. The interest groups may influence the government using voting, personal
contacts, corruption, and promises to politicians and bureaucrats of their further careers
after quitting the job at public sector (Grossman, et al., 1991). Usually it is believed that it is
an obstacle to growth. Weak legal system leads to the asymmetry of information concerning
the hidden price for incumbent’s services what increases transaction costs, as well—to name
just a few effects connected with corruption. Furthermore, corruption may degenerate the
democracy. Wealthier countries are perceived to have lower corruption while it is higher
in poorer countries (and they can be poor for a longer time because of corruption). Thus,
it is a reason and a cause of poverty. However, corruption is not limited to the third world
countries only.

Figure 28. Corruption Perceptions Index 2014
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Source: (Transparency International).

One of the most well-known institutions assessing this problem is the Transparency
International. As it writes:
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Based on expert opinion from around the world, the Corruption Perceptions
Index measures the perceived levels of public sector corruption worldwide...
(Transparency International)

For many years among the most transparent countries are the Scandinavian ones, New Zea-
land, Switzerland, Singapore, the Benelux countries. To the group of most corrupted countries
belong some African ones, North Korea, Iraq, Afghanistan, Uzbekistan, and Turkmenistan.

4.4. The behaviour of voters

Some other effects connected with decision making that affects electoral outcome and
furthermore the economic policy run thereafter are:

o swing voter and

o voter apathy.

A swing voter, called also a floating voter, is a person who can change its decision con-
cerning a political party he/she votes for. Swing voters can be close to median voters and take
the central position on the political market scene. Because their electoral decisions are not
strongly ideologically motivated, they are especially vulnerable to pork barrelling because
they are more motivated by self-interest. Some of the swing voters can be first-time voters
or low-information voters. Swing voters are also within some commissions or committees.
They are also called the pivotal members (e.g. of monetary policy councils).

A voter apathy occurs when a person is not motivated enough in participation in elections.
They can compare the costs of participation in elections with their (marginal) influence in the
outcome and can decide not to vote at all. This behaviour is then called a rational abstention.
Especially younger generation shows the lack of interests in participation in elections. In the
US, the turnout of people aged 18 to 24 was just 21% in America’s mid-term election in 2010. In
the UK, it was 44% (compared to 65% of people of all ages) in 2010 in the same age group. The
Liberal Democrats candidate for Mayor of London in 2008 has commented:

Why do politicians tend to look after older people? Because young people don’t vote.
Lord Brian Paddick

Politicians of some countries have considered these behaviours as serious enough to in-
troduce a legislation forcing everybody to vote. There are several countries in the world that
have introduced compulsory voting, including e.g. Argentina, Australia, Brazil, Cyprus,
Luxembourg, North Korea, Peru, Singapore. There are also several other countries where
compulsory voting is existing in the law, but it is not enforced (e.g. Greece, Egypt, Mexico,
Thailand, Turkey).
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Box 16. Penalties for absenters

Among 21 countries that introduced compulsory voting, some penalise the citi-
zens who does not vote.

o Australia: the fines are small at the beginning (AU$20) and rise with repeating

absenteeism (up to $AU50).

o Belgium has the oldest compulsory voting system (introduced in 1892): ab-
senters may receive a moderate fine or, if they do not participate in at least four
elections, they can lose the right to vote for 10 years and can have difficulties
with getting a job in the public sector.

« Bolivia: those that would not present proofs that they have voted may be for-
bidden to pay their salary out from the bank.

« Greece: no penalties ever given, but it is more difficult to obtain a new passport
or driver’s licence.

o Luxembourg: the fine for repeated violations can even reach €1,000.

o Singapore: non-voters lose their electoral rights until their reapply and explain
their absenteeism.

In some countries compulsory voting is limited by age (Brazil—70 years, Ec-
uador—65 years, Paraguay—75, Peru—70). Sometimes people with mental incom-
petence, illiterates or in military services are exempted.

The Netherlands and Venezuela abandoned compulsory voting:

The last election in which the Dutch were obliged to vote was in 1967. Turnout
in the subsequent national poll decreased by around 20%. Venezuela saw a
drop in attendance of 30% once compulsion removed, in effect, in 1993.
(Frankal, 2005)
Introduction (or abandonment) of compulsory voting modifies the electoral out-
come and may change the partisan structure of the parliament.

Source: (Frankal, 2005), (CIA), (Birch, 2009).

However, the large number of voters does not necessarily mean that this was a good elec-
tion. More important than simple participation (although it matters for developing a civil
society) is reasonable voting, based on analyses of political programmes, with reasoning on
the possible economic outcomes of the promises made.

Moreover, the research within the field of behavioural economics delivers many proofs
that people are not fully rational. Instead, it says that they are “predictably irrational”. Be-
havioural economics study the effects of social factors (emotional, psychological) and their
consequences for market prices, returns. It also includes how market decision is made and
what drives the public choice.
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This branch of economics questions one of the basic assumptions of economics concern-
ing human behaviour. It says that people are not homo economicus. People are not always
self-interested (or rational). They make decisions quickly, instead after long deliberations on
the pros and cons of various decision options. People can be motivated with altruism, the
fear of rejection, or retaliation, and may be motivated by reciprocity—and not only by self-
interest, as for the decades the economists assumed in order to operate with simple, solvable
optimisation problems.

Real life is not as individualistic, as (neo)classical economists used to thought. People
are “social animals”, as states the title (i.e. “The Social Animal”)of one of the most famous
books of modern psychology, which describes how human minds operate and interact with
each other (Aronson, 2007). People make different decisions while being in different context,
also the social one. Thus, their rationality is bounded and is not full, as it is conventionally
assumed.

People are vulnerable to political marketing. Traditionally, politicians wanted to influ-
ence mass-media like TV stations, newspapers etc. Recently, the situation has hanged due
to the growth of popularity of social media, especially among younger generation of voters.
Thus, even if they do not know the details of political programmes of the parties, they may
know the opinions of their friends and acquaintances and share them. This may help with
creation of civil society, as well.

However, politicians have noted these changes and started to be active in social media, as
well. Some of them e.g. establish the Twitter accounts just before the election time to show
that they want to be closer to the people, that they are eager to communicate with the voters.
In response, some bottom-up social initiatives (e.g. on Facebook) emerges to get people to
be aware of such manipulations.

Another interesting change that influences electoral outcome are the “haters” and “in-
ternet trolls”. The freedom of expression of ideas on internet and easiness of doing that
encourage some to show their negative feelings on political opponents and their support-
ers—they are called the “haters”. Some politicians may even higher companies to perform
negative political social media marketing—hiring the “trolls”.

Box 17. “Troll factory” in Putin’s Russia

In Russia, the “troll factory” (called “trolls from Olgino” after the name of one of
the districts of Saint-Petersburg, where it is located) employs about 300 professional
social media manipulators having thousands of fake Facebook and Twitter accounts
working 24/day in two shifts. It runs pro-Putin’s propaganda (e.g. against NATO,
Ukrainian government, political opposition etc.) on different internet forums, in
Russian but also in English, trying also to influence Western public opinion.
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Internet is also a medium through which the “Whistleblowers” can transfer their find-
ings, documents, and evidence to the public opinion. Traditionally, they used contacts with
mass media. The most well-known example was the “Deep Throat”, who in 1972 gave the
information to The Washington Post journalists about the president’s involvement in spying
on political opposition. The Watergate scandal forced Richard Nixon to resign and almost
50 people were found guilty, some of them were the top administration officials.

A recent example of whistleblowing (or some say, like the U.S. administration—a be-
trayal) is Edward Snowden. He is a former CIA employee, who in 2013 revealed to “The
Guardian” journalists (with whom he communicated using encrypted e-mail) the classi-
fied information about the activities of the National Security Agency of the U.S. They in-
cluded checking millions of e-mails, instant messages, tracking mobile phones not only of
the American citizens, but also spying on its allies and their world political leaders, most
notably the German Chancellor Angela Merkel.

While it is difficult to be truly anonymous on the internet (this requires some advanced
IT knowledge of e.g. using secure e-mail accounts, encrypted VoIP calls, VPN, or the Tor
network), it seems that WikiLeaks still guarantees it to its informers. Among its most im-
portant “leaks” were the documents on the war in Afghanistan, in Iraq or the release U.S.
Department of State diplomatic “cables”.
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Chapter 5

Normative elements
of public and economic policy

5.1. What is public policy?
5.1.1. Definitions

In order to introduce the reader to some specific concepts of economic policy, we will
come back to politics, again. Let us see some definitions of policy:

Purposive course of action that an individual or group consistently follows in deal-
ing with a problem.
(Anderson, 2006)

Instruments through which societies regulate themselves and attempt to channel
human behaviour in acceptable directions
(Schneider, et al., 1997)

Course of government action or inaction in response to public problems
(Kraft, et al., 2007 p. 5)

Public policy is a kind of politics concerning public matters. As we could see above,
politics has also meanings other than relating to public affairs only. Thus, some further
definitions could also be required. However, we would not simply add the word “public” to
“politics” to receive them. Public policy is:

o the activity of public administration (the government, broadly speaking);

o regarding various issues considered by them as important enough to regulate or at

least influence them;

o run within the existing law (constitution and subsequent regulations, as well as their

interpretation) and institutional customs.

Public policy is also:
o Governing the public affairs, which may be conducted according to the policymakers’
own goals and preferences, including their will to keep the power (even at the cost of
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inefficiency of public spheres). In particular, public policy may use the power to redis-
tribute public (and private) resources.

o 'The purposive course of action of government, who acts in a certain context that in-
fluences its decision-making process of choosing the tools and means to achieve the
goals set. In particular, public policy is the art of decision making (that includes e.g.
compromise and consensus) over the ways of running different kinds of public poli-
cies and the art of achieving the public goals.

o A branch of social science that describes the public policies, which are run in practice.

5.1.2. Public policy as a science

Public policy has also become a new scientific discipline. As a social science, it is based
on the principles of economics, sociology, and law. Usually, however, it is practiced not by
economists, sociologists, or lawyers, but by political scientists or persons specialising in
public administration.

Although it implemented some elements of the theory of economic or social policy, it
seems still to be far from generalising their findings to create a coherent theory. Instead, it
offers some own theoretically-based approaches (like analytical framework, policy cycle)
accompanied by a mixture of different examples from the real life.

There are several public policy schools in the world. They offer degrees of the Master of
Public Policy, the Master of Public Administration, PhD in Public Policy or the Doctor of Pub-
lic Administration (as well as some courses, usually for graduate students, often with practical
experience). Among the best such schools, the most important are the following ones:

o in Europe:

» Hertie School of Governance, Berlin
» Sciences Po Paris - Paris School of International Affairs
» University College London - School of Public Policy
» London School of Economics and Political Science - Institute of Public Affairs
» Maastricht University - Maastricht Graduate School of Governance
« in Asiaand in Latin America:
» Peking University - School of Government
» National University of Singapore - Lee Kuan Yew School of Public Policy
» FGV-EAESP (Sao Paulo, Brazil)
» University of Tokyo - Graduate School of Public Policy
o inthe US.:
» University of California, Berkeley—Goldman School of Public Policy
» Harvard University—John F. Kennedy School of Government
» University of Michigan, Ann Arbor—Gerald R. Ford School of Public Policy
» University of Chicago—Harris School of Public Policy Studies
» Princeton University—Woodrow Wilson School of Public & International Affairs
» Columbia University—School of International and Public Affairs
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5.1.3. Theoretical framework of analysis

We can try to show the definition of public policy on a graph to help with understanding
this process (public policy is a process, and not one-time act; and it is a repeating process).

Figure 29. Visualisation of framework of public policy analysis
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Policymakers (subjects of policy) take the decisions often on the choice of tools and
means to reach the goals they have previously set up, influencing the public sphere (object
of policy).

Policymakers’ decisions are determined by some context. It can be divided into three
parts:

« endogenous conditions,

« scientific theories,

« exogenous conditions.

The endogenous (or domestic) context changes in a long-run together with the changes
in the situation of public affairs. For instance, if we are to analyse economic policy we should
understand that the present and past economic situation determines contemporary policy
choices, and the influence of policymakers on economic situation will later on determine
the future decisions of economic politicians. Thus, endogenous context can be influenced by
domestic public policy.

Different situation is with exogenous context, which is hardly manipulative by domestic
authorities. For instance, international crisis influences economic policy of many countries,
however they may not have enough power to control it (it is difficult even to the United
States, the largest economy in the world).
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The third group of factors forming the context are the ideas, especially scientific theories
and concepts that can be used to support or justify the decisions. Some countries may influ-
ence them promoting creation of such theories that would bring benefits to them. The rest
of the countries can:

o try to develop their own scientifically-backed solutions (see e.g. development econom-

ics) or

« choose some of many economic concepts trying to adjust them to their preferences

and needs, or

« can make decisions based on politicians’ own experience, knowledge and intuition.

The last kind of decisions, theoretically, would have smaller chances for success compared
to the first ones. They, however, sometimes require years of research, thus in practice a mixed
solution is adopted and policymakers do not follow theory exactly, trying to find their own
ways justifying it with the specifics of a country and particular context it is immersed in.

5.2. Endogenous context of public policymaking
Below we will concentrate on endogenous context, as it can be influenced by public poli-

cy. Therefore, we will enumerate a few groups of endogenous factors influencing public poli-
cies. The most important are usually political conditions, then—economic ones.

Figure 30. Groups of endogenous public policy making conditions
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5.2.1. Values and beliefs

Values and beliefs are part of a broader institutional context (this, however, would in-
clude some political institutions, which are a part of political and economic context, thus
the “institutional context” is not distinguished separately). They are often neglected in text-
books (or grouped in a cultural context), but are important in practice of public policy.

Some values and beliefs determine the choice of goals and shape of policies. We mention
here the pre-decision stage of policymaking. However, there may be a problem, which needs
policy intervention when there is a conflict of values. In such cases politicians sometimes
may decide that their legitimacy is too small to give them the rights to judge, which values
overwhelm the others (e.g. if abortion or euthanasia rights are discussed). In such cases,
a referendum may be called upon.

There are the following, widely-shared values and beliefs:

« value of life, however with some exceptions:

» from an economic point of view it might be justified to kill less able individuals (see
e.g. of ancient Sparta), however nowadays any such policy proposal would end up
in a trash even before proceeding with it; it is unimaginable to introduce any such
regulations;

» in some countries abortion is allowed (with differences in details), however it may
contrast with personal freedom of women, thus there is often a conflict of values,

» in some countries (Netherlands, Belgium, Luxemburg, Japan) it is legal to remove
somebody from artificial life support, however the individual freedom and the right
to avoid suffering contradicts here with religious beliefs;

« democracy; while we can imagine that the government has a substantial majority and
change a constitution to change a political system and decrease democracy, such situ-
ations are rather rare in present times; thus, a lot of other political decisions that may
be associated with limitations to democracy are not taken, and even if so, when dis-
covered, they may cause a big scandal (see e.g. the Watergate affair);

o respect for minorities, however it depends on other factors (level of unemployment,
popularity of nationalism, dominant religion);

o freedom, e.g. of press, individual (human rights), however in some cases it may be
limited, when universal good is in question.

Many of them and many others are enumerated in The Universal Declaration of Human

Rights (discussed so far in previous parts of this book).

5.2.2. Political context

The political context may be complicated in some countries, as it consists of visible ele-
ments, but also of many tacit ones. They may include:
o visible elements:
» parliamentary majority,
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» particular offices taken (e.g. of president),
» geographical distribution of support for political parties,

Constitutional rules appear to shape economic policy.
(Persson, et al., 2004 p. 94)

tacit elements:
» informal influence on the prime minister / president,
» influence of religious leaders, global and national thinkers, lobbies,

Many of the above-mentioned issues have been discussed in the previous chapters.

5.2.3. Social context
The social context includes the issues such as:

population, with e.g. migration, birth rates, aging,

safety, e.g. crime rate,

health,

housing (e.g. social preferences: private houses vs. flats), density of population,
education: quality of education, attendance rates.

It determines especially social policy, which, however, relates to economic policy, as well,

thus cannot be neglected.

Should any political party attempt to abolish social security, unemployment insur-
ance, and eliminate labor laws and farm programs, you would not hear of that
party again in our political history. There is a tiny splinter group, of course, that
believes that you can do these things. (...) Their number is negligible and they are
stupid.

Dwight D. Eisenhower

For instance, the fringe benefits (e.g. unemployment / sickness payment) are elements
of social policy, but because the financial matters are used, thus budget policy (expenditure
policy) is involved, as well. In practice, it is difficult to run social and economic policy sepa-
rately, however in academia they are usually studied and researched by separated groups of
students and scientists. Thus, the problem with public policy coordination emerges.

5.2.4. Economic context

While social conditions largely determine the social policy, economic context is more

important for economic policy (however, both areas overlap). Economic context may in-

clude the following groups of factors:

dynamism of development, e.g. GDP growth rates;
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» with high expected growth rates it is easier for the policymakers to start long-term
costly projects (like e.g. the infrastructural ones);

o stability of development, e.g. volatility of exchange rates, GDP, unemployment;

» with higher volatility it is more difficult to plan long-term goals and policymakers
more often aim at short-term stabilisation programmes;

o level of development, e.g. GDP per capita;

» on higher levels of development policymakers can concentrate more on increasing
the quality of life of the population;

o public finance conditions, e.g. deficit, incomes, expenditures (incl. fixed ones);

» it is one of the most important groups of determinants of public policies, esp. if they
include larger expenditures (during recession government may want to cut some
kinds of expenditures and favour others);

« and many more.

5.3. Government, its goals and decisions on policy

The structure of governments is usually quite complex. Thus, the decision-making pro-
cess may be complicated and long. Moreover, the structure may be changed and some time
is needed to adjust to a new institutional context.

Usually, we distinguish between three kinds of political institutions: legislative, judi-
cial, governing. Their power is used to be separated, however often the same political party
controls legislative and governing bodies. During recent years, the independence of central
banks was widely introduced. Some of them have independent monetary policy councils,
which are supposed to be less political than the governor of the central bank is (as he is
usually politically-nominated). Similarly, within the judicial system, a supreme court or a
constitutional tribunal e.g. decides if a law follows the constitution or may violate it. Moreo-
ver, a two-chamber system is also common. The policymakers are also bounded with inter-
national agreements; they can be modified, but in a short-run they may seriously influence
the scope of policymaking.

The system, which prevents one branch (e.g. political party) from becoming supreme,
where the power is distributed over many bodies, is called “checks and balances”.

The situation complicates when we try to distinguish between governing context and
actors, i.e. policymaking institutions. The context directly determines the actors; however,
actors take decisions, and not a context, of course.
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Figure 31. Structure of governing context
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Within that context, political institutions function and run their policies. Using the top-
down approach, we can distinguish between the following levels of government:
o just a few global institutions, e.g.

» The Internet Corporation for Assigned Names and Numbers (ICANN), which is

responsible for some part of internet policy of all the countries using the internet.
« some international bodies and institutions,

» For instance, within the Eurozone, the power of domestic central banks is very lim-
ited because it was transferred to the European Central Bank, which runs the mon-
etary policy for the euro area, and therefore it makes decisions that are superior to
domestic monetary institutions.

o national (federal) institutions,

» Traditionally, it is the government and its agencies specialised in selected public
policies (e.g. supervision of the financial markets, of the competition etc.), parlia-
ment, and a president.

o regional (state) and local institutions,

» Depending on the political, governing context, they can have different dependence

or autonomy from the central (federal) government.
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There are also some rare forms of government entities, e.g.:

o foreign governments (e.g. in Iraq after the U.S. and allies’ intervention),

o labour unions (e.g. in Poland at early 1990s the leaders of Solidarno$¢ union formed

the government and had the majority in the parliament),

o companies (these can be multi-national companies or large domestic private or state-

owned firms usually having a monopoly, which can be protected by the government,
e.g. they can run part of telecommunication policy of a country),

o NGOs (e.g. ICANN runs parts of internet policy on global level),

o churches (Roman-Catholic Church which rules in Vatican), however usually it is in-

cluded in a context.

Very many different areas are covered by many institutions. Their number seems to in-
crease over time with the growth of governments and regulations imposed by them. Thus, the
problem of overlapping competencies and responsibilities emerges that requires coordination.

For instance, in order to run successful innovation policy, which is one of the most
difficult public (or more precisely: economic) policies, the multi-level governance should
be introduced. It is a vertical coordination of activities focused—as in this example—on in-
novation within a specific geographical region (and similar areas like research, education,
entrepreneurship etc.), which can be aimed e.g. at creation of so-called clusters (of compa-
nies, universities and public institutions supporting them forming regional and national
innovation systems).

The decisions that are taken by policymakers can flow in different ways:

o bottom-up: the problems that were not solved at the local level are brought to the

higher level at governance,

o top-down: a national government decides about actions that will be taken which will

be binding and influencing situation on local levels,

» multi-level governance, basing on free flow of information in both directions.

Public policymakers also decide about priority of goals and the sequence of achieving
them. They use their legal power to decide about them and their decisions are more impor-
tant than the will of a society (frequently, governments may introduce decisions that are not
supported by the majority of voters). They also decide about the means they would use to
achieve the defined goals.

As we have mentioned many times so far, the policymaking process can largely be in-
fluenced by politics. In this sense, politicians may want to maximise their chances for re-
election. Thus, they may run policies that

o would prefer their constituencies or

o the swing groups that may support them in the future (and they may profit even more

than core constituencies).

Because of this, it is difficult to analyse public policy from e.g. an economic point of view,
assuming e.g. that it aims at maximisation of welfare of all groups of society. Due to the po-
litical character of public policymaking process, real goals may differ much in comparison
with official statements. Hence, we can distinguish between two kids of goals:
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o de jure—expressed in official policy programmes (agendas, laws, strategies),

o de facto—actual goals that are implemented.

Moreover, as it was noted, the goals that the policymakers fulfil, the intensity of their
efforts to achieve them—they all depend on political decisions. Thus, the theoretical ques-
tion emerges: can we speak about objective policy goals, when all of them depend on specific
context that has a dynamic nature?

Box 18. Policy goals—objective or partisan?

One Polish leading scientist of the field of the theory of economic policy, prof. Jan
Kaja (1954-2015), has questioned the notion of existence of objective policy goals.
Even during socialism, he used to say that there is no such things, because the goals
at that time depended on the decisions of the Party, and not even on the opinions of
economists trying to support it. In a democratic system, citizens may have indirect
influence on economic policy goals through their representatives. Even though, the
final choice of the goals and of their priorities depends on specific context and politi-
cal decisions. Thus, the objective goals of economic policy do not exist.

Usually, however, it is assumed that for instance the major goal of economic policy is the
GDP growth. It is however not the entire truth, as economic reality is too complicated to be
squeezed to one measure only.

Moreover, public policy consists of more than one policy only, thus the coordination of
policies is needed to avoid conflicts of goals that are to be fulfilled by different ministers of
the same government. For instance, one department of a government administration may
want to increase industrial or agrarian production, while the other one would like to limit it
due to too extensive negative external effects (e.g. pollution, smoking—see Box 19).

Box 19. Contradictory goals and policy inconsistency—the case of tobacco industry

Generally, we agree that smoking threatens health and life, thus public policy in
many countries discourages people from smoking.

...smoking-related deaths still costs the nation [i.e. the U.S.] about $92 bil-
lion a year in the form of lost productivity (...) during 1997-2001 an esti-
mated 438,000 premature deaths occur each year as a result of smoking and
exposure to second-hand smoke. In comparison, approximately 440,000
smoking-related deaths were estimated to have occurred annually from
1995-1999.

(Longley, 2005).
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On the other hand, governments support tobacco industry, e.g. because it create
jobs and brings revenues to the budget Recent regulations of the European Commis-
sion concerning the Common Agricultural Policy for 2014-2020 brought larger coher-
ence in this sphere, because the direct support to tobacco farmers was eliminated.

...White House expresses disappointment at the continuing subsidy by the
European Union of tobacco cultivation to the tune of some £260 million
each year despite the many more millions paid by the EU in anti-tobacco
public information campaigns and billions of pounds worth of damage
done to the EU’s economy by the public health impact of smoking as well as
the real damage on the health of individuals.

(United Kingdom Parliament, 2010)

In the United States, the Office of the Surgeon General and the Food and Drug
Administration try to discourage smoking, while the Department of Agriculture
still supports it with subsidies.

It is often claimed that the tobacco industry has a strong lobby. In 2010, the U.S.
supported the tobacco industry with almost $200 million in subsidies. Moreover,
for decades it was allowed for the tobacco industry to influence the American public
opinion deliberately. It was not an unintentional behaviour. In November 27, 2012
the U.S. federal judge...

...ordered tobacco companies to admit that they have deliberately deceived
the American public and finally tell the truth about their deadly and addic-
tive products and fraudulent marketing.

(Myers, 2012)

The Lobby is also well organised within the EU bureaucracy.

Lobbying efforts were well-organised and informed by a detailed analysis
of the EU co-decision procedure, in which legislation must be agreed by the
Council of Ministers (CoM, representing Member States) and the European
Parliament (EP). (...) Lobbying encompassed both direct and indirect ap-
proaches. The direct efforts targeted those who could directly influence the
text of the directive - Commission civil servants, Members of the European
Parliament (MEPs) and national politicians including ministers. Attempts
to table industry-authored or industry-favoured amendments were made
through the CoM and, in the Parliament, via MEPs, especially those on
influential committees.

(Mandal, et al., 2009 p. 7)
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inconsistency.

Such a situation, where government runs to contrary policies, is called the policy

Bureaucracies typically resist working with other bureaucracies for fear
that their own power and budget might decline as a result. If high-ranking
politicians wanted to, they could insist on coordinated policymaking. But
they don’t, because coordinating does not matter to them. The ultimate goal
for a politician running for office is to get elected. From that vantage point,
politicians tend to consistently push for policies that will bring them votes,
funds or both. Anti-smoking gestures and agricultural subsidies are consist-

ent with politicians’ self interest.
(Kurdas, 2012)

5.4. Kinds of public policies and relations between them

Public policy covers a wide spectrum of government actions. It deals with the following

issues and respected policies:

domestic, administrative issues—internal policy,

relations with other countries—foreign policy,

protection against foreign countries intervention in domestic matters—defence policy,
social issues—social policy,

economic issues—economic policy

protection of natural environment—environmental policy.

From this perspective, public policy is a collection of specific policies. From the efficiency
point of view, they should be coherent, coordinated, in order to avoid the policy inconsist-
ency. Moreover, such specific policies overlap and sometimes it is difficult to run one with-
out influencing the others. Hence, the role of the prime minister or the president (depending
on specific political system of a country) is not only to represent a country, not only to be
a supervisory of the ministers, but also to be a negotiator, conciliator, and coordinator of all
the public affairs where the government is active. This, however, may sometimes be difficult
and may require a visionary to be the leader of a country. If not, such a person may end up
as a public affairs administrator only.
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Figure 32. Kinds of public policies
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Policies may have different names but can cover similar issues, e.g. national security
policy can be a synonym of defence policy.

Box 20. Public policy lectures at Harvard

We can check what public policy is related to while looking on the set of lectures
on itand on the disciplines related to it. At the Harvard University, thought to be the
best one in the world, we can find the following lectures:

o Public policy area:

» Economic Analysis of Public Policy

» A Libertarian Perspective on Economic and Social Policy

» Public Economics: Designing Government Policy

» Environmental Science and Public Policy 10 - Environmental Policy
o Economic policy area:

» International Financial and Macroeconomic Policy

» The Monetary and Fiscal Policy Seminar

» Public Economics and Fiscal Policy
o Social policy area:

» Poverty and Social Policy

» Social Policy II
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»

»

»

»

»

»

»

o Policies of particular countries:

Housing and American Social Policy, 1930-Present

Seminar: Social and Urban Politics

Education Policy Analysis and Research in Comparative Perspective
Health policy

Global Health and Health Policy

Politics and Education Policy in the United States

American Economic Policy

American Foreign Policy

The Politics of Social Policy in Brazil
Middle Eastern Politics and Policy

Latin American Politics and Policy Making

Source: own search on www.harvard.edu.

Moreover, the role of different specific public policies changes over time. For instance,
during last decades social policy grew on importance. Recent years have brought more focus
on environmental issues, and less on defence. In some European countries, environmental

policy starts dominating (at least in some aspects) the economic policy. However, there are
still some countries that strive for independence of their neighbours and the defence policy
may be the most important one there. Sometimes, however, the changes in military policy
are subordinated to economic policy requirements. In consequence, it may cause conflicts
due to competition for resources, e.g. crude oil, access to fresh water.

Internal policy, if it is too weak, may limit the chances for economic policy successes. For
example, the corruption and low quality of judiciary system increase transaction costs and
disturb economic growth. In most extreme cases, it the government is internally too weak,
the neighbours may decide to divide its territory.

Box 21. Weak internal policy as a risk for independence—the case of Poland

Too intensive and developed internal policy may be costly, however, if it is too
weak this may lead even to the loss of independence. This was the case of Poland at
the end of the 18th century: the mighty and powerful in the past Polish-Lithuanian
Commonwealth that have stopped the invasion of the Ottoman Empire to Europe
in 1683 (the Battle of Vienna) was later partitioned by Austria, Prussia, and Russia.
In result, Poland has disappeared from the maps for 123 years until 1918 (and just
21 years later, it was invaded and partitioned again: by Nazi Germany and the Soviet
Union due to the Molotov-Ribbentrop Pact). The reasons of this regression are con-
nected with the government inefficiency (as we may contemporarily call it):
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o the loss of central control over country in favour of ‘oligarchs’ (that resulted
e.g. with Lubomirski’s Rokosz against the king John II Casimir),
« mistakes in organisation of policymaking process (liberum veto was a right of
every member of the parliament to block any of its decisions),
o corruption of MPs by neighbouring countries and powerful families.
In consequence, the Commonwealth deteriorated from a European power into a
state of anarchy.

Economic policy is:

The discipline that studies public economic actions, inasmuch as it studies all three
levels: the ‘current’ choices of the government, the choice of higher-level institutions
(i.e. the definition of society’s ‘economic constitution’) and the identification of so-
cial preferences or objectives.

(Acocella, 2005 p. 2)

Apart from the issues on how economic policy actually fulfill the needs of society (and
not of politicians or of interest groups) one often point to the conflict between economic
policy and social policy. We may rise a question—what is more important: economic or
social policy? Should the needs of society be fulfilled first, or maybe the ones of markets and
enterprises? (recall A. sen’s view).

It’s the economy, stupid!
A slogan for the Bill Clinton’s successful election campaign in 1992.

Economists usually believe that economic goals are more important, because once eco-
nomic growth comes it disseminates and more people become wealthier. Sociologists usu-
ally reply that the growth is not divided equally and it does not necessarily affect the most
needy, the poorest ones. Moreover, development economics as well as the empirical evidence
suggest that it is possible to reach both economic and social goals at the same time. While
the developing countries significantly improved conditions of life, especially level of educa-
tion, of health system and the life expectancy has increased substantially over last few dec-
ades, they still experienced economic growth, the pace of which was frequently higher than
the one of the developed countries.

Although, there is a threat that too intensive focus on social issues may hamper eco-
nomic growth. That risk was one of the fundaments of the so-called Washington Consensus
and the policy recommended by the International Monetary Fund. It is much easier to spend
money than to earn it, both on micro and on macro levels. Some developing countries have
suffered the painful consequences of populist policies.
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Box 22. ‘Globalisation with a human face’

The Washington Consensus and the IMF’s policy recommendations were widely
criticised, especially in the aftermath of the East Asian crises of 1997-1998. One of
their most famous opponents was Joseph Stiglitz, the Nobel Prize winner (2001),
former chairman of the Council of Economic Advisers under Bill Clinton and chief
economist at the World Bank.

He argues that neoclassical-backed, Chicago-style free-market recommenda-
tions to economic policy for countries applying for the IMF’s loans led to deteriora-
tion of the social situation of their citizens, and sometimes even undermined the
democracy. He noted that the IMF is more interested in increasing the chances for
loans repayment than in the situation of the poorest. Apart from that, he attacks the
fundaments of the IMF’s recommendations saying:

Recent advances in economic theory—ironically occurring precisely dur-
ing the period of the most relentless pursuit of the Washington Consensus
policies—have shown that whenever information is imperfect and markets
incomplete, which is to say always, and especially in developing countries,
then the invisible hand works most imperfectly.

(Stiglitz, 2002 pp. 73-74)

If so, if the market left without a state intervention cannot work properly, then
institutions should be established first and government interventions are allowed.

He gives the examples of countries that:

o have used the IMF’s help and failed, e.g. East Asian countries suffering from

the financial crisis, sub-Saharan Africa, Argentina or Russia and

o argues that those who resisted IMF conditions or refused to use its loans per-

formed better, e.g. Malaysia, South Korea, and China.

Later on, Hungary joined the IMF’s critique. In 2013, it has repaid the rest of the
loans and the Orban’s administration (actually, the chief of the central bank) has
asked the IMF to close its offices in Budapest and to leave the country saying that it
was “not necessary to maintain” any longer because it wants to end undue foreign
influence over its economic policies.

However, without social spending investment outcomes in long-term growth may be
limited. This encompasses e.g. education, health, which build up the human capital. Eco-
nomic policymakers sometimes neglect such investment, while they—under the pressure
of politicians elected for a defined term—may concentrate on short-term solutions giving
effects in a short- or medium-run.
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On the other hand, the lack of concentration on unemployment issues even during a fi-
nancial crisis may lead to the erosion of human capital (it depreciates due to long-term un-
employment). Its reconstruction or reinvestment in it is lengthy and costly.

Moreover, we should remember that economic policy does not have to be economic, at
all. It means that the government does not have to take decisions that are economical, that
will be profitable, or that are aimed at increasing overall welfare. They can intentionally be
costly, misled, populist and aimed only at increasing the politicians’ chances for re-election.

5.5. Economics and economic policy in social sciences

Before we will go to some detailed analyses, let us see where we are when we speak about
economics and its subdisciplines or fields related to it.

Figure 33. Branches of science—the place of economics
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Economics is a social science. However, sometimes it looks rather like an example of
formal sciences, if mathematic models are the basis of certain papers. Economics has many
years ago separated from the rest of social sciences, what influences the theory of economic
policy and makes it difficult to run social policy. It will be discussed further in this book.

In Germany, different division of economics is usually adopted.

Figure 34. Branches of economics—German view
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Here we see that the division on micro- and macroeconomics is not the main within
economics as econometrics, theory of economic policy, public finances and other disci-
plines describing national economy are distinguished. We can note here that public finance
is closely linked to economic policy.

Box 23. Theory of economic policy in Germany

Context

After the end of World War II, there was an important discussion run in many
European countries on the future social and economic system for those countries.
Especially intensive disputes have been held in Germany. Its Eastern part was oc-
cupied by the Soviet Union, and socialist system was not recognised as an acceptable
solution. The laissez-faire capitalist system, as it was before WWII, was not accept-
able, as well. The hyperinflation, which occurred after the World War I, a mass
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unemployment that grew during the Great Depression of 1930s that led to political
radicalization in Germany, have transformed the democratic republic of 1919 to the
national socialist dictatorship in 1933. Thus, the need to rebuild the economic sys-
tem to avoid such problems in the future became of premier importance.

The theory of economics (and any other theory) did not provide any complex
solutions. Keynesianism was already in use, but there were no clear answers, for how
long it may be introduced, how strong interventionism should be, what should be the
role of a government in the ‘new’ country, etc.

Social market economy

On the initiative of the Federal Minister for Economic Affairs and later Chancel-
lor Ludwig Erhard, the system of the “Social Market Economy” was introduced in
1949. It was inspired by the German concept of Ordoliberalism (social liberalism)
and among its most influential thinkers, there are Walter Eucken, Wilhelm Répke,
Franz Bohm, and Alfred Miuller-Armack (who coined the term Soziale Mark-
twirtschaft in 1946). This system combines private ownership with state regulation
(and even interventionism) in order to reach the defined set of social and economic
goals without favouring any of them (e.g. economic growth only).

Kinds of economic policies in the social market economy

According to these views, there are two kinds of economic policies:

o Ordnungspolitik (policy towards creation of economic order) that designs the

framework within which economic processes take place, and

o Prozesspolitik (policy towards influence on economic processes) of direct

influ-ence of a government on economic processes (to stabilize economy or to
influ-ence the economic growth) established by Ordnungspolitik with the use
of e.g. such instruments as subsidies, minimum wages, redistribution, stimu-
lus pro-grams, bailouts, etc.

One of the kinds of the ‘process policy’ is the Strukturpolitik (structural pol-
icy), which is aimed at changing the structure of the economy to avoid or overcome
structural problems that disrupt the macroeconomic balance:

« ataregional level (regionale Strukturpolitik), and

« atasectoral level (sektorale Strukturpolitik).

All of these new forms of policies are not usually mentioned in the English litera-
ture on the subject. The social market economy concept has however tremendously
influenced the shape of economic and social policies in the European Union, as it
is still at present times. For instance, structural policy, regional policy, competition
policy became one of the most important EU policies.
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Before discussing further details, we should remember that there are some other subdis-
ciplines within economics and many schools of economic thoughts. The overall division is
to distinguish between:

o mainstream (or orthodox, conventional) economics, which is nowadays associated
with neoclassical synthesis developed by John Hicks and popularised by Paul Samuel-
son, which combines neoclassical microeconomics with Keynesian macroeconomics;

o heterodox economics, which includes all other approaches, schools or traditions, e.g.
Austrian, evolutionary, innovation, or institutional economics, or even such new ones
as neuroeconomics.

In order to better explain the differences between the above using three words only, we

can say (Davis, 2007 p. 58) that:

o mainstream economics combines such categories as rationality-individualism-equi-
librium, while

o heterodox economics rejects concentration on them and introduces alternative insti-
tutions-history-social structure nexus.

Although mainstream economics is more coherent than the heterodox one, we can dis-

tinguish between two major groups of economists practicing it. They are gathered in:

o the ‘freshwater’ school concentrated around the area of the Great Lakes: in the Car-
negie Mellon University, the University of Chicago, the University of Minnesota, and
the University of Rochester;

o the ‘saltwater’ school on the east and the west coasts of the United States, including
e.g. University of California-Berkeley, Harvard University, Princeton University, Co-
lumbia University, MIT and Yale University.

There are some differences between them and among them; the most important one may

be associated with different approach to economic policy making:

« ‘saltwater’ economists put more pressure on creation of proper rules and structure of
the economy to stabilise it.

o ‘freshwater’ economists favour a discretionary approach in order to fight with mar-
ket failures that cause business cycles (and recessions within them) using e.g. public
spending and the short-term interest rates,

In other words:

o freshwater economics—more active economic policy.

o saltwater economists prefer passive economic policy, while

5.6. Relations between political economy, economic policy and economics
Political economy is related to economic policy, but both terms have different meaning.

The relations between economic ideas and political motivations are the subject of interest of
political economy. Political economy also takes...
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...political decisions as a topic for research and endeavour to identify and explore
the determinants of economic policy decisions.
(Bénassy-Quéré, et al., 2010 p. 5)

Political economy has a very long tradition. It comes from the Greek words oikos (home)
and nomos (government). It was used publicly for the first time in French as économie poli-
tique. This was in 1615 in the book ‘Traité de 'economie politique’ by Antoine de Montch-
rétien. As a distinct field of study, it emerged from the works of Scottish philosophers Adam
Smith and David Hume. The first comprehensive system of political economy and an exam-
ple of political economic analysis was Smith’s work ‘An Inquiry into the Nature and Causes
of the Wealth of Nations’ (1776). Such classical economists as e.g. John Stuart Mill and Da-
vid Ricardo did also use this term. They all treat it as an equivalent of “general economics”.
The first chair of political economy was established in 1763 at the University of Vienna.
Thomas Malthus in 1805 became the first England’s professor of political economy".

First economists following Smith’s approach showed individual-centered analysis of
political economy. This is shown by the notion of “invisible hand”, which assumes that self-
interest is beneficial for the whole economy rather than state interventionism. Smith’s and
Say’s “individual economics” or “cosmopolitan economics” was contrasted by Friedrich
List, who noted that individual behaviour might harm the interests of a nation. Later, Karl
Marx developed the class-based analysis of political economy.

Since 1890, when Alfred Marshall published his very influential textbook “Principles of
Economics”, political economy has started separating into a few disciplines: economics,
sociology, political science, and international relations. He reshaped the discipline follow-
ing the physics example and hence wanted economics to be formal and precise. This was
continued by Paul Samuelson, who in the “Foundations of Economic Analysis” published in
1947 introduced mathematical tools to economics (while e.g. John Maynard Keynes avoided
any mathematics in his magnum opus, “The General Theory of Employment, Interest and
Money” published in 1936). This approach is used until nowadays and economics (or eco-
nomic science) usually has a narrower focus than originally.

Political economy is now a discipline of broader social sciences and deals with governing
the state. It uses not only economics, but also takes into account political factors. Hence, it
is more disciplinary, as it includes contributions from economics, political science, but also
from sociology. Political economy studies the political motivations of economic policy deci-
sions. Thus, political decisions are endogenous to the researcher.

The government is therefore no longer regarded as a Deus ex machina

that monitors and steers the private economy in the name of the general interest

but, instead, as a machine directed by politicians, i.e., by rational pla

ers whose behaviour follows specific objectives and faces specific constraints.
(Bénassy-Quéré, et al., 2010 pp. 8-9)

" The Department of Political Economy existed as early as in 1811 at the Imperial University of Warsaw. It

lasts until nowadays at the University of Warsaw.
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Within economics, similar approach is visible in public choice theory (which deals with
the issues of voters, politicians, and bureaucrats behaviour related to economic problems).
This theory, instead of assuming that politicians tend to maximise individual utilities from
social welfare function, adopts the approach that they are rent-seekers, they are self-interest
motivated and are to maximise their own utilities. Political economy is interested in rent-
seeking, monopoly, corruption, influence of elections on economic policy, political business
cycle, and central bank independence, among others.

Economic policy deals with the actions that governments take in the economic field. We
can distinguish between:

o the practice of economic policy, and

« the theory of economic policy, which analyses the practice.

People implementing economic policy in real life can be called the practitioners of eco-
nomic policy or—what is more frequently used—the policymakers, while the scientists
describing their activities can be called the theoreticians of economic policy (the term
“economic politician” is not as common as its German equivalent Wirtschaftspolitiker).
Sometimes, the same person can play both roles or at first is a theoretician, then a practition-
er, and finally comes back to the previous role. Then, there may be a problem of neutrality of
descriptions of economic policy introduced in real life, if they were performed by a person,
who was earlier an active practitioner.

Following (Acocella, 2005), the theory of economic policy can be divided into:

« normative (or ‘classical’) theory, called also the theory of public interest, seeks the
answer to the questions “how something should be”; it assumes that anonymous poli-
ticians act to fill the interests of non-defined private agents; in this approach society
reveals its preferences to the politicians who adopt them to the social welfare function,
as (Tinbergen, 1956) has hoped;

o positive theory, which accepts that the society is not uniform and can be divided into
some groups, which have their own differing interests and which make pressure on
politicians (through lobbies, trade unions, political parties) to realise their demands.

Normative theory is closer to economics, while the positive one to political economy.

The schema (Figure 35) shows the links between political and economic activities. Politi-
cal scientists study the box on the right, while economists the one on the left. Once we
know political determinants of policymakers’ decisions, we can understand the economic
policy better. Political economists...

...have asked how economic policy interact with markets to shape the policy prefer-
ences of specific individuals and groups and how the distribution of those prefer-
ences in turn induces economic policy outcomes and performance.

(Persson, et al., 2003 p. 3)
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Figure 35. The democratic policymaking process
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Source: (Persson, et al., 2003 p. 3).

Various aspects of political economics have already been described in this book. We will
continue these considerations in the next chapter.
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Chapter 6

Introduction to the positive theory
of economic policy

6.1. Relations between elections and economic situation

Political economy studies the relations between economy and elections, too. The theory
of public choice also deals with them. A specific and widely discussed in the literature as-
pects of such relations is called the political business cycle (PBC). The father of this theory
was one of the most prominent Polish economists Michat Kalecki.

Box 24. Michal Kalecki—an underappreciated genius of economics

Polish economist Michal Kalecki (1899-1970) has published the Keynesian theo-
ry before J.M. Keynes has did it, however in Polish only.

Michal Kalecki’s claim to priority of publication is indisputable. With prop-
er scholarly dignity (which, however, is unfortunately rather rare among
scholars) he never mentioned this fact.

(Robinson, 1964 p. 337)

He applied approach that is more mathematical, thus, his works were more con-
cise and precise than original works by Keynes. Still as a student of engineering,
he generalised Pascal’s theorem, however later he became known as one of the first
macroeconomists that applied mathematics and statistics to solve economic prob-
lems. Some say that he is one of the greatest economists of the 20th century.

In 1933, Kalecki has published the essay “Prdba teorii koniunktury” (An Essay
on the Theory of the Business Cycle) and in 1935 “Teoria cyklu koniunkturalnego”
(Theory of the Business Cycle). In the first one, he indicated that investment is a
key factor determining the aggregated demand and therefore economic growth. He
has also explained there the reasons of high unemployment of the Great Depression
of 1930s through introduction a theory of monopoly. Although the manuscript of
Keynes’ book published in 1936 was written in 1993 and was available to some read-
ers, it was not accessible to Kalecki.
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Kalecki has divided the society into two classes: capitalists and workers. The lat-
ter ones do not have savings, thus the investment may be determined by capitalists’
consumption: when the latter falls, recession may come. According to Kalecki:

Investment finances itself
because it generate incomes, and therefore also savings. The increase of con-sump-
tion (of capitalists; while workers cannot do so) does not lead to decrease of savings

but it generates demand, and later also the incomes. His one of the famous quotes is:

Capitalists earn what they spend, and workers spend what they earn.
Michat Kalecki.

In other words, in the Kaleckian growth model a decrease in the propensity to
save leads to the increase of rates of profit and to higher rates of output.

He explained that it public investment increases during the boom, then big business per-
suade the government to decrease public spending, what will lead to a recession. He called
this pattern a political business cycle.

However, before we will describe the PBC-related issues in details, we will learn some
other findings of introductory nature.

We should remember that there is a two-way causality while analysing elections-econo-
my relations:

o the current state of the economy influences the outcome of elections;

o the results of elections have an effect on economy.

It is more difficult to reduce budget in countries with multi-party coalition govern-
ments because of the need to reach a consensus on budget cutting. Large deficits were also
observed in politically weak countries, where weakness was characterised by governments
with a short tenure in office. (Roubini, et al., 1989) The problems with budgetary discipline
are especially true with minority governments rather than majority coalition governments
(Edin, et al., 1991).

Other studies also show that when the U.S. political power is divided between republi-
cans and democrats (i.e. in the situation when one party holds presidential office, while the
other one has majority in the parliament), the budget deficit grew up (decisions have to be
made with certain compromises).

One of the instruments of economic policy that can be used by politicians to manipulate
the electoral outcome is government expenditures. It is often assumed that public expen-
ditures may increase before the elections. However, the growth is not infinite, because it is
restricted with another effect. Here we can simply divide a society into two groups:
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o immediate beneficiaries of public expenditures,

o people afraid that with the increase of government size taxation will follow.

The more ruling party wants to spend from public budget, the higher is the number of
disappointed voters that would understand that the increased debts would someday have to
be repaid and the next governments may impose new taxes to compensate the pre-electoral
increase of expenditures. Thus, there is an optimal point of public expenditures that will
maximise the number of voters willing to support certain political parties. This mechanism
is presented on the Figure 36.

Figure 36. Optimal size of an electoral budget
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Thus, the relations between the number of voters willing to support a political party and
public expenditure offered by it may be U-shaped curve, while the utility increases at a de-
creasing rate, and is not a simple, monotonically increasing line.

There are, however, some other considerations. The lower the approval ratings for the
ruling party before the elections are, the bigger is the pressure to spend more public funds
before the elections.

In practice, there are also two constraints, which limit the opportunistic policy in this
simple electoral model presented above:

o internal limits—due to domestic institutions that may prohibit the use of federal

budget to buy electoral votes; these are usually the central banks (they can, however,
deepen or even create a political cycle following the preferences of central bankers);
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o external limits caused by multilateral-agreements between countries (participation of
a country in a system of fixed exchange rates) or a fear of reputation of a government
and its policy affecting the bond yields.

Above we have analysed how rent-motivated politicians may influence economic policy.
However, as we have already noted, there may be an opposite relation. The economic situa-
tion may influence the voters’ behaviour and due to that reshape the political scene. That was
the situation e.g. in the Weimar Republic of Germany (see Box 25).

Box 25. Economic situation and election results: the case of unemployment-driven nationalism in
Germany

During the elections to Reichstag on 4 May 1924, after the year 1923 with
large inflation and a currency reform, NSDAP accumulated 6.5% of votes
and the conservative and nationalistic Deutschnationale grew from 15, 1%
(1920) to 19.5%. (...) The economic situation leading up to the elections was
characterized by growing unemployment (...). In December 1924 the next
elections to Reichstag took place. By now the economic situation normal-
ized. NSDAP again lost half of its votes in favour of DN VP, which obtained
20.5% of votes.

The next period up to 1928 is commonly referred to as the ,Golden twen-
ties”. Economic growth took place along with a real wage increase, but
at the same time high unemployment was created especially in the win-
ter months’ period, which during the 1926-1927 years surpassed the level
of 2 million people. This growth did not satisfy most workers and in the
Reichstag elections of 20 May 1928 the Communist Party of Germany
(KPD) achieved 2.6% more votes and got 10.6% overall, while the right
wing NSDAP fell from 2.6% to a level which rendered the party obsolete, the
DNVP again fell from 20.5% to 14.2%. (...)

After 1928, the economic situation plunged. (...) So long as unemploy-
ment kept growing, namely from 1930 to mid-1932, NSDAP kept achiev-
ing meaningful victories in the Reichstag elections. On 14 September 1930
at an average yearly unemployment of 3,076 thousands (9,6%)—NSDAP’s
votes grew to 18.2% (compared to 2.6% in 1928). It became the second (af-
ter SPD) most powerful party in the Reich-stag. At the beginning of 1932,
NSDAP achieved its peak with unemployment above 6 million.
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During the Reichstag elections on 31 July 1932 the party overtook SPD and
became the strongest party with 37.3%. On 6 November of the same year
elec-tions had to be repeated (...). This time unemployment fell to 5 million.
NSDAP lost 2 million votes in this election and fell from 37.3% to 22.1%.
Only during the elec-tions on 15 March 1933, when unemployment again
rose back to 6 million, na-tional socialists achieved 43.9%, in “somewhat”
free elections. This was the largest share of votes.

Notes: DNVP (German Deutschnationale Volkspartei)—German National People’s Party,
right-wing political party in the Weimar Republic from 1919 to 1933. NSDAP (National-sozi-
alistische Deutsche Arbeiterpartei)—National Socialist German Workers’ Party, the Nazi Party
ruling in Germany from 1933 until 1945.

Source: (Kaltefleiter, 1968 S. 37) quoted after (Hermann, 1995 p. 84).

Figure 37. Unemployment and nationalism in Germany, 1923-1933
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Source: (Kaltefleiter, 1968 S. 37) quoted after (Hermann, 1995 p. 84).

In most extreme situation, like in Germany in 1930s, the inability of policymakers to
deal with economic problems that caused deterioration of situation of society (voters), may
lead even to international conflicts. In consequence, millions may die.
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Figure 38. From the Great Depression to WWII - sequence of economic and political relations
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Thus, the recessions and anticyclical policy aimed at their elimination (or at least mini-
misation of their social consequences) are one of the most important goals of economic

policy.

6.2. Economic impact of democracy and its elements

Below, we will present some empirical results on relations between different characteris-
tics of democratic system and economy.

6.2.1. Democracy and economic performance

Having measures of democracy one can try to find linkages of it with economic growth.
The results are twofold:

o On the one hand, some scholars find (non-linear) correlation between growth and
democracy showing causation that democracy fosters development (e.g. (Barro, 1996)
discovered that democracy stimulates growth on low levels of political freedom, but
on higher ones it depresses growth). However, the rule of law has stronger impact on
income than democracy and trade openness negatively influences democracy (Rigo-
bon, et al., 2004).
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 On the other hand, according to Lipset’s hypothesis (Lipset, 1959), who derived his ide-
as from Aristotle (see the quote below), reaching higher levels of development'* stimu-
lates growth of probability of having democracy (Barro, 1996). This correlation is strong
and most important for democratisation is primary school education; democracy is not
related to the size of a country, but is related to the share of middle-class (Barro, 1999).

From Aristotle down to the present, men have argued that only in a wealthy society in
which relatively few citizens lived in real poverty could a situation exist in which the
mass of the population could intelligently participate in politics and could develop the
self-restraint necessary to avoid succumbing to the appeals of irresponsible demagogues

(Lipset, 1959 p. 75).

However, it must be remembered that economic wealth is not the only factor that influ-
ences democratisation processes (see Figure 39).

Figure 39. Diagram of possible connections between democracy, the initial conditions associated
with its emergence, and the consequences of an existent democratic system
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Source: (Lipset, 1959 p. 105).

Moreover, focus on growth policies, if they give too much delayed results, may lead to
the increase of “bureaucratic authoritarianism” (O’Donnell, 1973), rather than to further
development of democracy. There is an example of some Latin American countries (e.g.
Argentina, Brazil) after the failure of their import-substitution industrialisation and expan-
sion of domestic markets, which resulted first in emergence and second in failure of populist
parties that targeted lower middle- and working-class groups (the “popular sector”). After
that, they were replaced by:

2 Itisapproximated by per capita GDP, primary schooling and gap between male and female primary attainment.
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« military regimes that tried to limit the influence of the popular sector, and
o technocrats, who focused on economic performance (O’Donnell, 1973) (Remmer, et
al., 1982 pp. 3-4).

On the lower levels of development, it is possible to have the development both in dem-
ocratic system and under a dictatorship (Przeworski, et al., 2000). During decolonisation
processes in the 1960s some thought that in order to have a better economic performance,
democracy should be sacrificed at least temporarily (Huntington, et al., 1976). This idea
gained the support with the examples of Pinochet’s Chile, contemporary China, Russia, or
even Singapore. Such of thinking may give wrong policy recommendations and lead to poor
results from the point of view of civil freedom or respecting human rights. The true casual
relation is, however, not as simple: although many “tigers” were dictatorships, not many
dictatorship countries became “tigers”. Moreover, there is new evidence from post-social-
ist countries, which usually have higher rates of growth under democratic regime than in
the old system.

Democracy, once established, will almost certainly persist in countries with level of in-
come over $4,000 (Przeworski, et al., 2000 p. 273). Almost all the countries with an income
over $12000 are democratic.

Figure 40. Proportion of democratic countries on different levels of development, 152 countries,
1951-1999
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Source: (Przeworski, et al., 2000 p. 80).

Despite the popular belief in the past, that authoritarian regime are necessary to stabilise
and to foster growth (see example of Chile), the development is much faster in democratic
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countries. Population in democracies grows slower, labour productivity is higher, wages
are higher, and technical progress is faster (Przeworski p. 19).

6.2.2. Impact of electoral rules

Coalition governments in parliamentary democracies produce less efficient poli-
cies, which end up with a bigger size of governments and higher budget deficits.
They are more likely to happen in large district magnitude and proportional rep-
resentation

(Persson, et al., 2004 p. 96).

The proportional system favours voting for party lists rather than for individuals, as it is
in the plurality system. Moreover, it is connected with more rent seeking and free-riding be-
haviour (in proportional systems the election is more related to the votes cast on the list than
on individuals, and the re-election depends on the position on the list, which may depend on
the will of the party leaders and not on the MP’s performance).

In the presidential systems, there can be problems with sharing the power between the
president and the congressional majority, if they are from different parties. Then, the prob-
lems with higher deficits may emerge.

Another interesting issue is the so-called common-pool problem of fiscal policy, which
occurs in a situation when although the fiscal costs are paid by all taxpayers, only some
of them are beneficiaries. In the U.S. such government money is often called the pork and
such a policy—pork-barrel politics. There are many examples, including the EU structural
funds that come from taxation of all of the countries, but benefit only some regions directly
(indirectly all may eventually benefit). In such cases the beneficiaries are of course interested
in pressing the government for increasing taxation what may lead to higher budget deficits
and overspending, especially when there is a coalition government (Persson, et al., 2003
pp- 26-27). Such governments, although they have high propensity to engage in fiscal tight-
ening, are almost always unsuccessful in running fiscal adjustments (only 9% of them
among OECD countries succeed, while in case of single-party governments it was 36% and
in minority governments 47%) (Alesina, et al., 1995 pp. 20-21). It is because such policies
would require cuts in social expenditures and government employment, what in coalitions
is difficult to agree. This confirms the general belief (and other empirical results) that coali-
tion governments run looser fiscal policies than single-party governments (Roubini, et
al., 1989), also because (in proportional voting systems) they are more vulnerable to govern-
ment crises (Grilli, et al., 1991).

An interesting comparison of theory and empirical findings is presented in Table 7.
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Table 7. Constitutions and economic policy: Questions and findings

Policy outcome Electoral rules Form of goverment
Majoritarian vs. Presidential vs.
proportional parliamentary
Theory Data Theory Data

Overall size of government —/? - - -

Composition: Broad versus - - - 0/—

narrow programs

Rent extraction F/— /= - 0

Government deficits —/? - ? 0

Structural policy / Economic ? /= ? -

performance

Adjustment to shocks ? 0/— ? -

Electoral cycles F/? b/— ? o

Note: A plus (minus) sign in a column describing theory indicates that a constitutional reform, replac-
ing the feature on the right at the top of the column with the feature on the left will induce a greater
(smaller) degree or a higher (lower) level of the policy outcome for that row. A question mark indicates
an unclear theoretical prior about the sign of the constitutional effect. The sign in the Data column in-
dicates the direction of the empirically estimated effect of such a reform (a 0 indicates an inconclusive
empirical result).

Source: (Persson, et al., 2004 p. 270).

The governments and welfare states are smaller in countries with a majoritarian sys-
tem than in countries with proportional electoral systems. In particular, a change in regime
from proportional to majoritarian results in a reduction of government spending by almost
5% of GDP, and lowering budget deficit by about 2% of GDP (Persson, et al., 2004 p. 270).
Both theory and empirical findings show that corruption is lower under plurality rule,
because individuals (and not the whole party, see free-riding behaviour) feel responsible for
their own accountability which translates into voting results. One of the solutions to the
common-pool problem is an introduction of a majoritarian system.

Empirical findings do not clearly decide which political system is better for the economic
performance. It is quite widely accepted in political science on comparative politics and
political economics literature, that the choice of the electoral system in practice is of politi-
cal nature and bases on the trade-off between the accountability and the representation
(Persson, et al., 2004 p. 272).

Interesting from the point of view of economic policy run in previous years in many
countries is the fact that the coalition governments are more likely to be less efficient than
the single-party governments in introducing reforms responding to external shocks (like
e.g. financial crisis in the world). The reaction to the adverse shocks and economic down-
turns is also different:
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o countries with a majoritarian regime (single-party governments) rather cut taxes,
o countries with proportional representation (coalition governments) rather increase
spending, but later have difficulties in decreasing them during upturns (Persson, et
al.,, 2004 p. 273).
Of course, this is a general historical rule and the data did not include the stabilisation
policy during last few years (run e.g. in the US).

6.2.3. Impact of forms of government

Some scholars argue that there is no strong correlation between different kinds of po-
litical systems (parliamentary, presidential) and economic performance. However, a parlia-
mentary system provides better growth-promoting policies, which in turn positively af-
fect labour productivity (Persson, et al., 2004). It does not mean that the presidential system
is inefficient, but in combination with a low quality of democracy, it gives poorer economic
results, because a strong executive power may lead to its abuse (Persson, et al., 2004).

Others see the advantages of parliamentary democracies over presidential or semi-pres-
idential regimes much clearer, and find evidence of negative influence of military regimes
on economic growth (and even there, political pluralism in legislature influence growth
positively), what underlines the important roles of institutions (Przeworski p. 20).

Similarly to the majoritarian system, the government size is smaller by about 5% of
GDP in a presidential system. After the elections, the spending is cut by 1% of GDP. How-
ever, the overall economic performance and on productivity is worse in less solid democ-
racies, mainly due to weaker structural policies in presidential systems (and smaller care
about legal infrastructure and property rights) (Persson, et al., 2004 pp. 274-275).

6.3. Introduction to the political business cycle

Below we will assume that we only take into account such political systems, which are
based on democracy, where the authority comes from the public choice. Thus, theory of
the public choice may be applied. We also assume that the elections are won by a political
program, which proposes the greatest probability of the realization of the social needs of
particular groups of society.

In accordance with the concepts of the political business cycle, the rulers deliberately
steer the economy in a direction that its assessment by society would maximize the number
of votes. Then, economic and social policies are treated instrumentally by politicians. Pol-
iticians will tend to obtain such a state of the economy, the assessment of which by the public
prior the forthcoming elections would increase the likelihood of their re-election. It does
not have to be one-time behaviour; it can be repeated causing the political business cycles.

This simplistic view may, however, be more sophisticated in practice, because after the
elections, some electoral campaign pledges should be fulfilled and longer-term relations
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with social groups supporting a candidate or a party before elections should be kept (al-
though it may result in corruption etc.). Even though, the political business cycle may repeat.

Moreover, society can identify this type of behaviour of politicians and make voting
decisions keeping in mind such behaviour. Thus even when rational decisions are made, the
political cycle can take place due to the fact that asymmetric information between govern-
ment and society with regards to the state of the economy and scale of political decisions
persists. In this case, the government’s easiest move among different macroeconomic indices
is to influence spending. This will of course affect other measures of economic conditions,
including inflation. If we take the short term Philips curve into account, this behaviour will
have its effect on unemployment, as well, with a certain time lag (so that the unemployment
rate will not rise before elections).

Wherein there exists an important demarcation (although in practice it is very smooth):

o Politicians are opportunistic or ideological.

 Voters are naive or rational.

Political parties opportunistically attempt to influence voters mainly through spending
money on their election campaigns and make election promises that can be so huge that
later on, the society may eventually realize they are impossible to introduce. Therefore, poli-
ticians function in a populist way, hoping that they will collect more votes by fulfilling the
preferences (expectations) of a majority of voters.

After the elections, however, part of the promises remain unfulfilled, in hope that voters
will forget them by the time the next elections come by and they will still vote for the same
party.

Voters can also make decisions based on their long run interests and judge the program
according to its probability of coming to life (rationally). They can support an opportunistic
party, if they believe the program is coherent.

Ideological parties on the other hand target a certain group of voters, based on their
political preferences that can be frequently expressed by either left-wing or right-wing in
accordance to their political program. Again, they can treat voters as irrational or rational.

Rational voters are those who fulfil the following criteria:

o Take all available information in consideration when making decisions.

o Judge the actual program and functioning of a party, and not its past behaviour.

Their expectations are rational, what means that the voters can foreshadow the effects of
their own decisions and adapt to them.

Irrational voters do not fulfil these criteria; they particularly consider future behaviour
of a party instead of manipulative budgetary spending. If all the voters were rational, gov-
ernments would not be able to influence changes in real economic indicators (such as pro-
duction or unemployment). Politicians can, however, influence nominal values (inflation,
transfers). Even in a highly educated population with access to information about the state
of the economy and politicians, naive voters still exist. The government is able to influence
actual economic situation, and therefore the political cycle will persist both if we consider
fully rational voters or only naive ones and the mix of them.
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In accordance with some research, a candidate party fighting for re-election after four
years of taking the office is judged by its politics employed and introduced during these four
years, and not on the basis of successes or failures of previous terms or of other previous
political parties. The preferences of voters depend more on the state of the economy in the
election period than what happened four years before (Mueller, 1989 p. 301).

There are two major groups of effects connected with the PBC:

o The shift in the state of economy described by the change of basic macroeconomic
indicators influenced by the organization of state-wide elections is called the voting or
opportunistic cycle.

o The second type of political cycle appear when the economic situation is affected not
by the fact of elections taking place at any given moment, but by the change of the rul-
ing party (coalition). This can occur for even a dozen or several dozen years. This is the
political or ideological cycle.

Figure 41. Kinds of political business cycles
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Without going into details regarding various types of business cycles, we should know
that we could name several of them basing on the differences of their length. One of such
probably most frequently identified cycles are the medium-run business cycles (which are
also called the Juglar cycles), which last approximately 8-10 years. Another kind is the four
year, short-term cycle (which we refer to as the Kitchin cycles). It is accepted that their occur-
rence can be caused not only by real changes, but also by the impact of politics. In the U.S.,
they are called the “presidential cycles”.
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6.4. Kinds of political business cycles

Despite the fact that some consider the beginnings of the political cycle theory in the
works of Joseph Schumpeter (1939), it is more commonly believed that it was derived from
the article of Michatl Kalecki published in 1943.

His view was based on class theory of business cycles.

...lasting full employment is not at all to their [business leaders—KUP] liking. The
workers would ‘get out of hand’ and the ‘captains of industry’ would be anxious to
‘teach them a lesson’. (...) In this situation a powerful alliance is likely to be formed
between big business and rentier interests, and they would probably find more than
one economist to declare that the situation was manifestly unsound. The pressure of
all these forces, and in particular of big business-as a rule influential in government
departments-would most probably induce the government to return to the orthodox
policy of cutting down the budget deficit. A slump would follow in which govern-
ment spending policy would again come into its own.
This pattern of a political business cycle is not entirely conjectural; something very
similar happened in the USA in 1937-8. The breakdown of the boom in the second
half of 1937 was actually due to the drastic reduction of the budget deficit. On the
other hand, in the acute slump that followed the government promptly reverted to
a spending policy.
The regime of the political business cycle would be an artificial restoration of the
position as it existed in nineteenth-century capitalism. Full employment would be
reached only at the top of the boom, but slumps would be relatively mild and short-
lived.

(Kalecki, 1943 p. 355)

According to (Kalecki, 1943), business cycles are the result of periodical changes of pro-
portions or power between employers and employees. Whenever the strength of employees
and unions was on the rise, salaries were rising as well, and employers were losing profits,
they were resorting to countermeasures. These actions were meant to cause recession caus-
ing in turn unemployment and leading to victory over unions (Hermann, 1995 p. 80). In
addition, although the governments are able to influence economic magnitudes, they will
not tend to reach the full potential of economy (full employment), due to the ‘power of vested
interests™. Such an approach was later adopted also by Nicholas Kaldor, who argued that

B Later in his paper Kalecki has called for a reform of economic systems to create the “full employment
capitalism” through development of new social and political institutions which will increase the power
of the ‘working class’. In his last paper (co-authored with T. Kowalik), published (in Italian) in 1971 after
his death, he did not mention the creation of such institutions anymore. He observed that after WWII
interventionism (including state purchases of military products) became the institution that has lowered
unemployment rates to just a few percent only. Adding to that the growth of security systems, the position



6.4. KINDS OF POLITICAL BUSINESS CYCLES 129

such ‘interests’ were hostile towards the Keynesian economic policies adopted after WWII
(Arestis, 1996 p. 27).

There are more advanced theories and descriptions of this phenomenon preached nowa-
days. Research on business cycles had been developed in the mid-1970s in the U.S. to reach
its apogee in 1980s. As a result, research findings gained an established position in political
economy and in textbooks on macroeconomics.

There are four groups of models of the political business cycles:

o Model with opportunistic parties and with irrational voters—Nordhaus” opportun-

istic model;

o Model with opportunistic parties and with irrational voters—rational opportunistic

model;

o Model with ideological parties and with irrational voters—ideological Hibbs’ model;

o Model with ideological parties and with rational voters—rational ideological model.

All of these models are based on the following assumptions:

o the economy is described by the Phillips curve,

« inflation is directly controlled by politicians,

« election date is known in advance and exogenously fixed.

1st PBC model

The first of political business cycle models was the Nordhaus’ model (Nordhaus, 1975).
It was based on the following assumptions:

o inflation expectations are adaptive,

« politicians are opportunists (i.e. they only care about holding office),

« voters think “retrospectively”—they judge the authorities based on how they ruled so

far and without anticipation of the future outcomes of their policy.

This theorem explains how measures leading to economy development are applied by the
government in order to shape the economy before the elections and they are intended to in-
crease chances of re-election. It was also based on an assumption of adaptive expectations,
i.e. voter’s decisions are based on a retrospective evaluation of macroeconomic results, and
inflation expectations will be fitted accordingly. In addition, Nordhaus assumed that voters
are short-sighted and hence an opportunistic behaviour may appear repeatedly forming
cycles. This was in turn based on assumptions that voters have an increased ability to forget
the actions of manipulation before the next elections come.

The Nordhaus’ approach takes into consideration changes of business cycles caused with
election date and not by ideology of political parties, among other possible factors of politi-
cal nature that could influence business cycles. Nordhaus’ model predicts:

o pre-election economic growth, lower unemployment, inflation rise and

o apost-election economic slowdown.

of workers has improved, real wages have increased, and thus anticapitalistic mood has weaken (Kowalik,
2001).
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Nordhaus implied that governments are responsible for both, fiscal and monetary poli-
cies. The government can influence both the nominal and real side of the economy. This pre-
election policy is so expansive that post-election inflationary pressures are growing and the
government is forced to eliminate them through policies that are more restrictive. After the
elections, governments introduce a policy of preventing the side effects of their own actions
conducted earlier with emphasis on fighting with the growth of inflation and unemploy-
ment.

Nordhaus’ conclusions can be summed up in three statements:

o every government conducts the same policy,

o at the end of the term the government uses economic and social policy instruments
to stimulate economic growth (and further to reduce unemployment), respecting the
short-term Phillips curve, and

o as a result of the expansionary policy, after the elections restrictive policy must be in-
troduced. PBC is therefore a regular succession of expansions and restrictions.

Nordhaus’ research was soon abandoned because macroeconomists lost their interest
due to the “revolution of rational expectations”. Moreover, his model was lacking of empiri-
cal confirmations and outright McCallum in 1978 and Padam in 1979 presented negative
results for the US and OECD economies (Alesina, et al., 1992 p. 663). The community of
researchers returned to these issues only in the 1980s, with an exception of two influential
papers published in 1970s.

2nd PBC model

Soon after Nordhaus’ paper, another stream of research within the opportunistic school
appeared. The second kind of PBC models introduced an element of classical thinking. It was
initiated by (Kydland, et al., 1977) publicized in 1980s together with the critical approach of
Keynes theories by (Barro, et al., 1983), and developed after 1986 by K. Rogoff, A. Sibert, T.
Persson, and G. Tabellini. It was opposite to earlier macroeconomic ideas of Keynes, which
were lacking empirical proof. This approach assumes that politicians and voters share the
same preferences and require rationality in inflation expectations (Gartner 1999, p.705-
706).

The assumptions are as follows:

« inflation expectations are rational,

o politicians are opportunists,

o voters choose a candidate from whom they rationally expect maximum benefits.

The retrospective point of view characterizes so-called “naive voters”, which are opposite
to “rational voters”, blessed with an “expected utility” point of view. The latter group under-
stands and supports central role of rationality and coordination of monetary policy, which
in turn constitutes the foundation of the European Monetary System (Gértner, 1999 p. 706),
which are the matters directly connected to the issues of the central bank’s independence
(see next subchapters).

This group of models can be divided into two subgroups:



6.4. KINDS OF POLITICAL BUSINESS CYCLES 131

1) Inthe first group, government cannot influence the real measures, thus there are only
changes in inflation cycle. This is due to the long-term Phillips curve.

2) The second variant has yet additional assumption of asymmetric information be-
tween the government and voters—the first one know their powers, the second group
is ignorant. Hence, the government can actually influence the real economy and the
results are identical to the Nordhaus’ model.

(Rogoft, et al., 1988), (Rogoff, 1990) and (Persson, et al., 1990) have changed the under-
standing of the Nordhaus theorem, which was abandoned prematurely, as they proved that
business cycles may exist even assuming the rational expectations. This way of thinking was
named the rational opportunistic approach or the theory of “rational political business
cycle”. It assumes that voters lack information on competences of politicians. Several models
of such thinking foresee apparent cycles of economic instruments usage as well as short, ir-
regular cycles of economic variables, such as inflation rate or unemployment.

The models are based on the following assumptions:

o central bank and government cooperate;

o politicians enjoy autonomy in order to influence the economy.

However, there are two kinds of limitations to development of opportunistic policies:

o internal limits—if the central bank lacks in independence, it will likely put pressure
on conducting monetary policy in line with fiscal policy. If such, the election cycle
may be visible in monetary instruments, too. Hence, the introduction of central bank
independence, which is intended to avoid opportunistic monetary policy, is crucial. In
reality, central banks may be pushed into fulfilling the government’s list of wishes as
they are often threatened with a change of law on the central bank. If so or when the
central bank is dependent, it may have to engage in a business cycle creation.

o external limits (international)—within the fixed exchange rates system, autonomy
of economy is limited, hence the chances of a politically inclined business cycle are
smaller (Leertouwer, et al., 2001 pp. 447-448).

3rd PBC model
The concept of the partisan cycle was initiated by (Hibbs, 1977). According to it, politi-
cians are not opportunistic, but they run the economy in line with their ideological prefer-
ences, with the left-wing parties conducting policies that are more expansive and care more
for unemployment than the right-wing ones, which are more focused on lowering inflation.
Hibbs’ model calls for systematic and stable changes in the relationship of inflation and un-
employment. His research also focused on the independence of central banks.
Here are the assumptions:
« inflation expectations are adaptive,
o politicians are ideologised in the sense that different parties tend to reach for different
goals,
o voters are aware of the ideological differences between the parties and choose the one
that offers such policies that are attractive for them.
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The fact that voters are irrational allows the government, as in the Nordhaus model,
take advantage of the short-term Phillips curve. On this curve, the government chooses, in
accordance with its political orientation and intentions, a point, which it wants to achieve
and keep with their policies. Therefore, this model is sometimes called the ideological model
with permanent effects.

4th PBC model

Rational ideological model was presented for the first time by (Alesina, 1987). It differs
from the Hibbs’ model with the assumption of rationality of voters. The assumptions are
therefore as follows:

« inflation expectations are rational,

« politicians are ideologised in the sense that different parties tend to reach for different

goals,

o voters are aware of the ideological differences between the parties and choose the one

that offers them politics attractive for them.

Rationality of voters means that the Phillips curve is vertical, what changes the behav-
iour of the government completely compared to the situation of the previous model. It tries
to fulfil its declared policy objectives related to unemployment rate and economic growth,
as in the Hibbs model. However, because of rational behaviour of voters, the real variables
tend to return to their natural levels. Deviations in real measures can therefore only be
temporal; the government can manipulate the economy in the short-run and only during its
first term, because rationality of voters will not allow the re-induction of these deviations in
subsequent periods.

6.5. Empirical verification
6.5.1. Electoral business cycle model

Both major concepts of the PBC: electoral and ideological cycles, were positively verified
by empirical findings. Below we will present some examples of them.

According to (Gartner, 1999), if the rational inflation expectation are assumed then in-
flation is determined by monetary policy only and does not reflect election cycles. However,
when politicians maximize votes of retrospective voters, monetary policy determines infla-
tion fluctuations as a function of elapsed time. Inflation rate decreases during parliament
tenure, reflecting an election cycle.

It was empirically verified on a sample of G-7 countries in 1959-1993. The results have
confirmed the existence of retrospective (naive) voters. Inflation rises for about four quar-
ters after elections to start falling until next the elections. This conclusion almost per-
fectly explained the overall trend of inflation processes in France and the United Kingdom,
but fall short to clarify data from Canada, Italy and Japan. Germany and the United States
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have differed the most but even there the inflation rates have risen for several quarters after

elections to indicate a downward trend later on.

Figure 42. Inflation patterns in G7 countries, 1959-1993
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Interesting but difficult to explain, was the rise of inflation one or two quarters before
elections. It may be a side-effect expansionary economic policy introduced prior to the
elections (the increase of budgetary expenditures or of money supply). It does not change
the fact that in line with the concept of rational political business cycle, inflation rises and
reaches its peak after elections. In the original Nordhaus’ model inflation was also supposed
to increase before the elections.

It is not just inflation, which shows fluctuations due to the existence of a political cycle.
Alesina has analysed the period of 1972-1984 of the sample of OECD countries and noted: In
the majority (almost 65%) of the cases considered, the budget deteriorated in the election year
relative to the preceding year (Alesina, 1989 p. 77). He, however, did not find support for the
existence of PBC in changes of unemployment rates.

In technical analysis of stock markets, the term “presidential cycle” is known as one
that supposedly exists in the US every four years. According to it, the prices of stocks plunge
after elections, when the newly elected president makes unpopular decisions in order to
heal the economy after the pre-electoral stimulation. In the medium run, the prices of stock
market shares start to grow alongside the anticipation of the improvement of the condition
of economy until the next elections.

One of many examples of the existence of election business cycles is the case of fiscal
policy and currency rates analysed by a WTO employee (Schuknecht, 1999). The author
elaborated a model based on data on 25 developing countries and conducted three different
studies: In the first one, the budget equilibrium was calculated despite the exchange rate
policy, the second one included the policy and the last one was conducted with a fixed cur-
rency and with adequate foreign exchange reserves.

Results prove that in countries with a floating exchange regime fiscal policy cycles tend
to occur rarely. Independent of the current currency regime, the growth of budget deficit
due to the elections was higher than average by 20%. Whereas in countries with a fixed
exchange rates and adequate reserve levels the fiscal deficit grows by nearly 1% of GDP
during election period. This translates into 25% of the average deficit.

Keeping an external financial balance of a country’s balance of payments can be in dan-
ger in the case of falling investors’ trust, which can lead to financial and currency crises.
Attempts to increase the budget deficit before the election period, in an autonomous mon-
etary policy, will lead to counter reactions of the central bankers. On the other hand, the
government is endangered by a possible slowdown of economic growth (due to the increase
of interest rates), which is contrary to its prior intentions of stimulating economic growth
(in the short term). Thus, they will be forced follow much tighter budget policy contrary to
its original intentions.

Brender and Drazen have analysed the period of 1960-2001. They found that increases in
the government expenditures and deficits (relative to GDP) in election years take place pre-
dominantly in new democracies. The deficit increases by 0.8% of GDP after the transition to
democracy (in 36 newly democratic countries they analysed) in the first elections (up to the
first four) (Brender, et al., 2004).
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There are also many other studies proving that the PBC exists.

Box 26. Elections and deficits in Hungary

An interesting example is the case of Hungary. The PBC in this country can be
studied there not with the use of some sophisticated econometric techniques, but it
is visible with the unaided eye.

Hungary has started its transition quite impressively. However, after several
years the current account deficits have increased, debt to GDP ratio has increased, to
with the debts that followed it. The fiscal discipline was weak.

Figure 43. Selected macroeconomic indicators for Hungary since 1995 with forecasts up
to 2020
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Source: (International Monetary Fund, 2015).

There were also some social policy failures: in 2001-2002 the minimum wage has
been increased by 100% (compared to 2000), what discouraged foreign investors,
employment has declined (especially in SMEs, among elderly or less educated people
and in areas with high unemployment), while the poverty has not decreased (since
these are mainly unemployed people).

Since mid-1990s a clear electoral PBC in budget deficit is visible. Almost in every
electoral year the budget deficit grew up. It peaked at almost 10% of GDP in the 2006
election year. This has changed during the 2010 elections due to adoption in 2008 of
the Fiscal Responsibility Act (with fiscal rules) and due to introduction of independ-
ent Fiscal Policy Council in 2008 (later, it lost its independence).
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Figure 44. General government deficit in Hungary and elections, 1995-2010
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Source: (OECD, 2012 p. 17).

Later, the deficits declined (from 5.5% in 2011 to 2.5% in 2014).

6.5.2. Ideological business cycles model

The phenomenon of partisan business cycles is particularly visible in countries with lim-
ited number of political parties including these having two-party systems. It can be observed
in countries with a developed market economy and relatively old democratic traditions.

After studying several developed economies in 1945-1969 Hibbs noticed a correlation
between the Left staying in power and unemployment, reaching -0.68, as well as inflation:
+0.78 (Hibbs, 1977).

His ideas were later developed by Alesina. The analyses of data of the period 1966-1986
confirm the existence of partisan business cycles. In almost all the cases, when the right-
wing government was replaced with the left-wing ones, GDP growth followed and unem-
ployment decreased (except for the Netherlands and Norway, for which the coeflicients were
statistically insignificant).
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Table 8. Influence of change in government to the Left on growth and unemployment, 1966-1986

Countries Output Unemployment | Countries Output Unemployment
Australia 0.87 -0.29 Germany 0.39 -0.50
Austria 1.04 -0.24 Netherlands 0.67 0.36
Belgium 0.21 -0.53 Norway 1.04 0.01
Denmark 0.67 -0.42 Sweden 1.44 -0.16
Finland 2.32 -1.00 UK 1.51 -0.42
France 0.31 -0.67 Us 2.51 -0.66

Note: output and unemployment for any country is measured as compared to the average of all other
countries.

Source: (Alesina, 1989 p. 72).

The results presented above include only two out of many important macroeconomic
goals of economic and social policy. A more representative picture should contain other
data, like inflation rates, budget deficits or exchange rates and government debts. This phe-
nomenon can be explained with political differences of both power systems and electorates,
which are voting for them. This confirms that:

o with the Left in power, higher economic growth and lower unemployment can be ob-

served, while

o during the right-wing governments lower budget deficits and a lower inflation rates

may be seen.

The differences are caused by different weights attached by both kinds of political parties
to certain economic policy goals:

Left wing government expand the economy when elected; for a while (about 2 years)
they succeed, then inflation expectations adjust and the economy returns to its nat-
ural rate of growth. (...) When right wing governments are elected they fight infla-
tion, causing a recession or a growth slowdown. Later in their term, the economy
goes back at its natural rate of growth and inflation remains low.

(Alesina, et al., 1990 pp. 29-30)

6.6. Central bank independence and macroeconomic results

The issues of the central bank independence have been discussed in the framework of the
new classical school since the mid-1980s. Rogoff in 1985 introduced a hypothesis stating that
the positions of the central banks governors should be granted to risk-aversive conserva-
tives. This might prevent using monetary policy as an instrument of economy stabilizing,
which could result in increase of inflation.
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In order to analyse the above-mentioned issues, first quantitative indicators had to be
elaborated. Alesina and Summers used the composite index presented by (Grilli, et al., 1991),
who took into consideration the following issues:

o the central bank’s ability for an independent choice of monetary policy goals,

o procedure of central bank head election,

« ability to choose policy instruments with their scope and

o issue of budget deficit financing.

Their results show that the central bank’s independence does not have any measureable
impact on real economic performance, although it affects the inflation rate: its level and
variability (Alesina, et al., 1993).

The correlation between inflation and central bank independence was clearly negative,
while it did not exist in the case of e.g. GNP growth (and GNP per capita growth) and un-
employment: both average level and its variance. As we have calculated based on the original
data provided in (Alesina, et al., 1993), the linear correlation coefficient equalled to -0.84 and
was statistically significant (at commonly accepted level of 5%), whereas the correlation coef-
ficients between independence and average unemployment levels and average GBP growth
rates were very low (0.06 and -0.12, respectively) and statistically insignificant.

Figure 45. Relation between central bank independence and average inflation, GNP growth and
unemployment, 1955-1988
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Similar research was conducted for 14 Latin America countries for the period of 1999-
2001. It also turned out that the central bank independence influences the inflation rate (al-
though moderately). The decomposition of the index used has shown that a key factor influ-
encing the above relation was the economic independence of a central bank (Jacome, 2001).

There are also many more studies confirming the relations analysed above. The overall
conclusion is that the government should not expect that it will succeed in fighting e.g. with
unemployment or economic growth through decrease of independence of central bank. The
only result of such politics would be higher inflation rates. On the other hand, if politicians
wants to treat the fight with inflation seriously, they should increase the independence of the
central bank.

6.7. Partisan central bank hypothesis

The PBC literature traditionally assumed that only politicions are politically motivated.
It does not have to be the whole truth. Central bankers may have political preferences, too.

The concept of politically motivated, partisan central banks was first presented by Ro-
land Vaubel (Vaubel, 1993). Another German economist Gernot Sieg has modified it and
expressed in the following way:

Ifincompetent government enjoying political majority and magnitude of party pref-
erences in the central bank council during pre-election period, monetary expansion
accelerates; while it slows down, when competent government has political minor-
ity in the council with heavy weight of party preferences during pre-election period

(Sieg, 1997 p. 505).

In result of his research, he concluded:

central bank’s political independence does not prevent political business cycles oc-
currence but initiates it (...); if party politicians nominate central bankers, possibly
party members, political business cycles will last

(Sieg, 1997 p. 514).

This means that the central bank’s policy may have impact on government re-election
chances, even in the case of fully rational voters. The manipulation may be visible through
analyses of interest rates: if they are lowered prior to elections, it may imply central bank’s
influence on creation of political business cycle.

Some reject the views on partisan associated central banks. Linderlaub has criticised the
Vaubel’s hypothesis of partisan preferences of the members of the Bundesbank Council (the
Bank is considered one of the most independent central banks in the world). He argued that
with new members entering the Council, they change their views on inflation, making them
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fit to the views of older members of the Council (Berger, et al., 1997 p. 809). The changes are
caused by the organization of the Council (its members are changed twice during the term,
each time half of members are replaced in order to maintain stability of the bank’s monetary
policy). This was called the Thomas Becket effect.

Box 27. Thomas Becket and his change of position on the Church

Thomas Becket (called also Saint Thomas of Canterbury, Thomas of London);
born about 1118 and murdered in 1170, has been Henry’s II of England Lord Chan-
cellor since 1155. He became very effective in tax collection, including the revenues
from churches and bishoprics.

Then, the King in 1162 has appointed his trusted counsellor to the position of
priest, and the next day he was consecrated as the Archbishop of Canterbury (the
leader of the Church of England). Once Becket took the new position, he resigned his
chancellorship and became an orthodox clergyman opposing the King. The conflict
between these two most powerful people of England intensified, especially because
Becket did not want to sign the Constitutions of Clarendon, which were to give the
King more independence, also from Rome. He also did not agree to crown the King’s
heir apparent by three other bishops, what was the privilege of archbishops of Can-
terbury. Finally, the conflict led to the assassination of Becket inside Canterbury
cathedral by four King’s knights. Two years after the death, he was canonised by the
Pope Alexander III.

Berger and Woitek have analysed the monetary policy within the period of 1950-89.
They concluded that the Bundesbank Council’s decisions could not be explained by party
associations of its members, although they noted that council members elected by CDU/
CSU government seemed to vote being politically biased (Berger, et al., 1997 pp. 817-818).

The other research results were mixed. Some supported the Vaubel hypothesis, e.g.:

« Woll noted that the number of politically driven council choices has risen significantly
during the tenure of social democrats (i.e. 1969-1982) (Woll, 1988).

o It was confirmed also in the case of the U.S. Federal Open Market Committee “both
partisan ideologies and partisan loyalties appear to play an important role in the Gov-
ernors’ voting calculus” (McGregor, 1996).

and some did not:

o Dutch economists Leertouwer and Maier tested the possibility of a political business
cycle creation by central banks of 14 OECD countries. They concluded that the hy-
pothesis of the PBC based on short-term fluctuations has almost no foundation. There
are two countries only, for which this might hold true: Austria and Japan (Leertouwer,
etal., 2001 pp. 447-448).
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Box 28. Partisan central bank in Poland?

The central bank in Poland has a constitutionally guaranteed independence. It
was strengthened prior to the EU accession (it was a prerequisite for the entry into
the European Union).

In July 2013 in a restaurant in Warsaw, a conversation between the governor of
the National Bank of Poland Marek Belka (previously Deputy Prime Minister and
Minister of Finance in 1997 and from 2001 to 2002, as well as the Prime Minister
from 2004 to 2005) and the Interior Minister Bartlomiej Sienkiewicz was conduct-
ed. It was secretly recorded and later revealed in June 2014. It suggests that the cen-
tral bankers could have had some opportunities to manipulate electoral outcome
once e.g. some pivotal members of the Monetary Policy Council are persuaded to
support the governor, who leads the Council (but does not have a majority there, as
he has one vote only, out of ten in total). In exchange, the governor could eventually
demand the removal of the minister of finance and his replacement by a “technical
and apolitical” minister. This has actually happened in November 2013. Another
Belka’s condition to support for the government was to allow the central bank to
buy government debt on secondary markets. This law was introduced, as well.

Despite declarations of professor Belka that this talk was only a kind of “aca-
demic lecture”, together with other recorded meetings of politicians with business-
men and others, their publication substantially contributed to defect the rulling
coalition in the 2015 elections.

Central banks may also influence economy (and modify the normal course of a business
cycle) being politically motivated without any opportunistic intentions. They may take a
high (political) responsibility on their shoulders trying to limit the consequences of finan-
cial crises and prevent longer economic recession. However, taking over by economists the
role for which are usually responsible politicians can bring disastrous results.
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