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Abstract

Why have some countries been more successful than others in keeping price stability? 

This thesis answers this question by exploring the political determinants o f the policies of 

price stability on the basis o f the political cost they incur to the government It challenges 

the universality o f conventional approaches to the politics o f inflation such as the role of 

independent central banks or the role o f wage moderation. It argues that price stability 

cannot be understood without taking into account the political costs politicians face in 

different political and economic systems when deciding to deflate.

Price stability is a public good that has to be financed by all the groups in the society. At 

the same time, it is a good with negative externalities; some groups benefit more than 

others (for example savers and financial intermediaries) while some other groups pay 

higher cost than others (lower income groups that face higher risks of getting 

unemployed). The political dilemma is resolved by compensating those who bear the 

highest cost, as long as they have the political voice. The political inclusiveness o f  the 

political party system determines whether the interests o f the disaffected minority will be 

represented in the government and will be taken care of through higher social transfers.

As a result, price stability is a  function o f the party system and of the welfare state.

The thesis provides empirical support from 18 OECD countries of the positive role o f 

social insurance on deflation. It also shows that proportional electoral systems and 

coalition governments redistribute more through higher social spending than less 

proportional systems and single party governments. As a consequence, more proportional 

political systems have enjoyed higher price stability and have been less subjected to 

monetary political business cycles than less proportional systems
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Introduction

Inflation is a complex macroeconomic phenomenon determined by numerous domestic 

and international economic factors. However, inflation is also apolitical outcome since it 

is the result o f conscious policy choices and priorities. Policies o f price stability involve 

disinflations when inflationary waves arise. The magnitude o f disinflations is determined 

by the political costs and benefits they entail. These are a function of the specific 

economic conditions and o f the political party system in place.

The politics o f disinflation is predominantly about redistribution of income. Disinflations 

are redistributive because they cause a short term increase in unemployment which hurts 

mostly those likely to lose their jobs, while it benefits mostly nominal creditors such as 

the financial intermediaries. Therefore the political dilemmas o f price stability evolve 

around the magnitude of the political cost inflicted by those hurt by disinflation.

Politicians have to worry about the losers o f deflations, only when they are electorally 

dependent on them. Partisan business cycle theories predict that parties’ political 

sensitivity to deflations depends on their electorate’s socio-economic conditions. 

However, knowing the monetary preferences o f the electorate, independently o f other 

socio-economic and political factors, does not suffice in predicting the monetary 

outcome. The political party system shapes the political dilemmas of price stability to the 

extent that it determines the nature o f political representation. This thesis asks how socio

economic interests and political institutions affect the political dilemmas o f price stability 

in contemporary advanced democracies.

1.1 How much do we know about the politics o f price stability?

Hibbs was one to draw attention to the distributional effects o f  inflation and argued that 

deflationary policies are partisan to the extent that they hurt primarily the poorer classes
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who suffer more from increasing unemployment than the richer classes. According to 

Hibbs, left wing parties face higher political costs when they disinflate than right wing 

parties, due to their commitment to employment and social welfare. Since political parties 

tend to represent the interests o f different income classes, monetary outcomes are 

partisan, thus inflation is higher under left wing parties than under right wing parties. 

However, the empirical findings during the last four decades among the OECD countries 

do not unconditionally support the partisan hypothesis.

While it is true that in some cases we have seen the left being softer on inflation than the 

right, like for example in the cases o f  Britain and Australia during the seventies and 

eighties, this is not true for other countries like the Netherlands or France. Specifically, 

while both in Britain and in Australia deflationary policies would not be implemented 

before conservative parties resumed power, in the Netherlands and in France, alike, the 

ideological orientation o f the government did not matter as much with respect to their 

determination to deflate.

Looking in  more detail at the French and the British cases the mismatch between 

government ideology and successful monetary outcomes becomes apparent. While the 

inflation rate in  France decreased from 13.5 per cent in  1980 to 2.7 per cent in 1986 and 

3.1 per cent in 1991, in the UK, inflation fell very fast from early 1981 to 1983 to 

escalate again in the late eighties. From a  low o f  2.6 per cent in 1986, inflation recovered 

to a high o f  9.9 per cent in 1990- “a  significant reversal o f  earlier counter-inflationary 

gains and a  much more violent resumption o f inflation than experienced elsewhere in the 

world” (Artis, M  and Kontolemis, Z, 1996). Notwithstanding the number o f  international 

and domestic institutional factors that critically differentiate the French from the British 

case, such as wage spill-over effects from Germany to France, and policies o f  wage 

restraint imposed by the French government (Artus, P and Salomon, R, 1996), the fact 

that a socialist government in France had a more successful record in price stability than 

a conservative government in the UK, puts into question the simplistic partisan argument 

and calls for more sophisticated theories of the political causes of inflation.
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The institution that has won theoretical and policy primacy in fighting inflation in the 

eighties and nineties is the central bank independence (CBI). The theoretical 

underpinning o f  the deflationary role o f  independent central banks is that inflation is a 

political outcome because it is the result o f politicians’ failure to commit to previous 

inflation targets. Given the short term welfare effects o f unexpected inflation, 

policymakers fail to resist inflation when they fall short in meeting their growth target.

As a consequence, inflationary expectations increase and inflation spirals are set off. On 

the other hand, when an independent central bank has full control of the monetary tools, 

inflation expectations converge to zero because the sole goal o f the monetary authorities 

is price stability. Thus, deflations become a-political in the presence o f an independent 

central bank.

The best known cases of countries with high price stability and independent central 

banks are Germany and Switzerland. Both countries have central banks that are known 

for their high level of political and functional independence and both enjoy the publics’ 

respect and support (Kaltenthaler, 1998, Furstenberg and Ulan, 1998). In contrast, neither 

France nor the Netherlands enjoyed high levels o f institutional central bank independence 

(Amtenbrink, 1999, p81). In fact, unlike the bank o f  the Netherlands which enjoyed 

relatively high functional autonomy, the bank of France was politically dependant and at 

times it was at odds with the governments until 1993 when it was granted formal political 

independence (Elgie and Thompson 1998).

Unlike central bank independence, which stabilizes inflation by addressing the problem 

of the policy maker’s inflationary bias, wage bargaining coordination addresses directly 

the policy maker’s policy dilemmas induced by the political and electoral cost o f 

deflation. Wage bargaining coordination (Scharpf, 1991,2000, Calmfors and Driffil, 

1988) and neo-corporatist theories call attention to the conditioning role o f organized 

labour on economic policy making and, consequently, on the government’s ability to 

deflate with reduced political cost.
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Coiporatist practices, which grant organized labor access to public policy making 

(Lehmbrush, 1984), have been considered a necessary condition for maintaining low 

unemployment and inflation during the seventies and the eighties (Schaipf, 1991). 

Coiporatist methods involve tripartite agreements among labor, business and government 

aiming at wage concessions agreed on the basis o f  more favourable labour market and 

working conditions (Vergunst, 2004). As a consequence, the relationship between labor 

and government is more harmonious and so polarized party politics and 

ideological/partisan monetary effects diminish in the presence o f corporatism (Lehbrusch, 

1984, Cameron, 1984). Moreover, social democracy is more successful in 

macroeconomic management than conservative parties, in corporatist economies 

(Cameron, 1984). Austria is cited as the most successful case where the concerted action 

o f the unions and the government allowed the country to get through stagflation with low 

inflation and minimal job  losses during the decade o f the seventies (Scharpf, 1991).

Yet, Austria was certainly not the rule even among the corporatist countries in the OECD 

group. The adjustment policies varied significantly among countries, irrespective of their 

level o f corporatism. For example, Sweden, which has the highest score in centralized 

labour organization, chose the route o f increasing inflation until the early nineties, while 

Denmark, with lower corporatist scores, chose monetarism at the cost of increasing 

unemployment (Scharpf, 2000). A quick look at the ideological composition o f the 

Swedish and Danish governments reveal the partisan pattern: Sweden was under the 

control o f  Social democracy, while Denmark was ruled by conservatives. On the other 

hand, France, a non-corporatist country described by Lehmbruch (1984) as a case of 

‘concertation without labour’ took the monetarist turn under a socialist government.

The brief historical account o f the political economy o f  price stability during the 

seventies and eighties reveals a number of puzzles that I seek to resolve in this thesis. I 

try to understand when and why government ideology matters in monetary outcomes. 

What differentiates, for example, France from the UK, both non-corporatist countries, or 

Sweden from Denmark, both corporatist countries? Additionally, i f  formal central bank 

independence is not a necessary condition for price stability and neither is wage
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bargaining coordination, as in the case o f France, is there some other underlying factor 

that influences the government’s capacity to deflate and conditions the deflationary role 

of formal economic institutions?

I seek to understand the underlying socio-economic conditions which shape the political 

dilemmas o f price stability along with the institutional political constraints that finally 

determine the policy outcomes. In order to do that I firstly define the policy maker’s 

preferences over inflation and secondly I investigate his incentives and capacity, both 

institutional and political, to deflate.

The central question of the thesis is: what are the political sources o f inflation. In order to 

answer this question, I ask the following three questions/hypotheses:

What determines the government’s political cost o f  deflation?

• Do socio-economic conditions matter?

• Do political institutions matter?

• Does government ideology matter?

1.2 The role of the welfare state in monetaiy management

Synoptically, the first part o f  my answer is that the governments’ ability to credibly 

commit to price stability largely depends on the level o f employment and social 

protection. Social insurance is a sufficient condition for price stability. Higher social 

insurance is conducive to higher price stability because under higher social insurance 

deflations are less politically costly than otherwise. Assuming the existence o f  the short 

run Philips curve, deflationary events induce higher unemployment which is electorally 

costly. Governments sensitive to the vote o f those hurt from inflation will be reluctant to 

deflate unless there is a safety net in place to compensate them. Thus, in countries with a 

more generous welfare net, either in the form of increased direct transfers or in the form
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of increased employment or unemployment insurance, the dilemma to deflate is less 

severe than otherwise.

A first look a t the whole group o f  the OECD advanced economies indicates that this 

hypothesis is worth considering. According to mainstream economic expectations 

countries w ith a  large government and high spending are more prone to inflation, 

something verified by the case o f Italy. However, the relationship seems to be reversed 

for the m ajority of the OECD countries; countries with larger governments and 

particularly w ith higher social spending have a better record in price stability than 

countries w ith smaller governments and lower taxes. Specifically, countries like Sweden, 

Belgium and France which have traditionally had high public expenditure fared better in 

fighting inflation than countries like Ireland and New Zealand, both countries with very 

low rates o f  public spending, all else equal.

When we take the mean inflation o f lower and higher social insurance countries across 

the decades we see the same pattern: countries which have social transfers higher than 

fifteen percent o f their GPD, which is the OECD mean, experienced lower inflation in the 

seventies and the eighties (table one).

Table 1.1: Mean inflation in 18 OECD countries

Social Insurance 1970s 1980s 1990s

Below the OECD mean social insurance 

countries

9.82 5.85 2.64

Above the OECD mean social insurance 

countries

8.44 4.86 2.94

In the corporatist literature, and especially the part o f the literature that concentrates on 

the social pacts, it is well known that political exchanges are based on mutual benefits. In 

the Dutch case, for example the centre-right government o f Lubbers offered carrots as 

well as sticks in order to push through economic reforms. “His cabinet agreed to 

moderate fiscal austerity in compensation for wage restraint” (Jones, 2003).
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Yet, social expenditure increased dramatically in the eighties in all the continental states, 

including Switzerland and France. Switzerland’s case is puzzling because it is a country 

with average wage bargaining coordination (according to some measures it is equal to 

and according to others below Germany) and with the second most conservative central 

bank in the world after the Bundesbank. In fact, Switzerland has experienced the steepest 

rise o f total social expenditures from 16 percent o f  GDP in 1980 to 25.5 percent in 1995, 

attributed to the introduction o f a relatively generous compulsory unemployment 

insurance in 1977 as well as o f the compulsory basic pension insurance in 1985 

(Brombacher-Steiner, 1999). France is even more puzzling because it has one o f the 

lowest scores in wage bargaining coordination. Yet, its social expenditure increased 

unabated to reach 30.1 percent of the GDP, “mainly as a consequence o f  rising outlays 

for pensions and health care” (Scharpf, 2000, p i 15). Additionally, France ranks high on 

the OECD scale o f employment-protecting legislation together with Belgium and Italy.

In fact, employment protection is another factor that might explain successful deflations. 

Social transfers is not the only means by which deflation becomes socially and politically 

less costly. If we look at the country means, in more detail, we see that countries like 

Japan, Finland and Norway, all of them low inflation countries have below the mean 

social transfers, but very high levels o f  employment protection. We see in table two that 

countries with above the mean employment insurance experienced lower inflation.

Table 1.2: Mean inflation in 18 OECD countries according to their level of employment insurance

Employment

insurance

1970s 1980s 1990s

Low 12.21 6.65 3.21

High 8.35 4.62 2.66

7



1.3 The role of political institutions in fiscal and monetary 

management

The second part of my answer draws upon the political competition and government 

formation dynamics that determine the level o f social insurance, and consequently, price 

stability. The type of government, whether it is a single party majority or a coalition 

government, directly impacts on the parties’ electoral and political competition strategies 

as well as on their ability to influence policy and represent specific groups o f voters in the 

long term.

A critical difference between single party and coalition governments is electoral 

proportionality and political inclusion. While in single party governments political 

representation is limited to the winning party, in coalition governments more groups o f 

voters should be able to find a candidate or a party who will have their confidence and 

understand their views (Powell, 2000, pl3). The political consequence o f wider political 

representation in the government, assuming policy minded parties, is that policies have to 

be a compromise among all the parties involved, and these policies would have to satisfy 

a larger constituency than in single party governments.

Coalition governments deliver higher social security than single party governments 

because left wing parties have higher probability o f  influencing the long term social 

policies o f  consecutive governments by occupying social security ministries for longer 

periods o f  time than they would in single party governments. Unlike the common 

argument that coalition governments suffer from lack o f political stability, coalition 

governments are more likely to exhibit higher policy continuity than single party 

governments because government change in coalition governments is usually only partial 

allowing some parties to govern for long periods. In the longer run, certain ministries 

‘belong’ to certain parties since these parties have higher political stakes over these 

ministries and additionally they have higher policy experience and knowledge. Political 

bargaining and logrolling allow this portfolio and policy division o f power between 

parties in government.

8
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One would question why left wing parties would be able to occupy ministries that are 

salient to them, if  they are not the largest party in the government. In other words, why 

should we assume that power division leads to power diffusion and policy compromises? 

The critical factor that differentiates these two sides of multiparty governments is the 

dissimilar weights parties put on policy outcomes. While, when all parties care equally 

about an outcome, cooperation is harder to achieve, as argued by the veto actor theories, 

when parties weigh issues differently, cooperation can be successful through logrolling. 

As a consequence, policy bargaining in coalition governments between distant 

ideologically parties can potentially make the political dilemmas of price stability less 

severe.

If there are at least two parties in a government, one that puts a higher weight on price 

stability and one that puts a higher weight on social welfare, price stability is more likely 

to be enforced along with higher social provisions. This is because the two parties, which 

put different weights on price stability and social protection, can trade-off their less 

salient issue in order to meet their goal on their more salient issue, even if  they care about 

the issue they are trading off. The more conservative pro-stability party might be willing 

to allow higher social spending, in order to achieve price stability because the political 

benefit o f price stability will be higher than the political cost of increased social 

insurance. If the more conservative party does not want to compensate the voters o f the 

pro- social welfare party with higher social protection, then the more left wing party will 

be punished in the next electoral period and, knowing that, it will not go into a coalition 

with the more conservative pro-stability party

A first look at summary statistics from 1970 to 1997 shows coalition governments had 

lower inflation, higher wage bargaining coordination, higher employment protection and 

higher social transfers. The level o f central bank independence does not vary between the 

two types of governments. Multivariate regression analysis is required in order to be able 

to test the independent effects of the political party system on social spending and on 

price stability.

9
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Table 1.3: Institutional and macroeconomic outcome difference between single party versus 

coalition governments in 18 OECD countries from 1970 to 19971

type of 

government

mean

inflation

mean central 

bank

independence

mean wage

bargaining

coordination

mean

employment

protection

mean

social

transfers

single party 

majority

7.07 0.50 2.62 0.30 11.19

Coalition 5.91 0.51 3.70 0.61 15.48

1.4 The role of ideology in macroeconomic management

In the last part, I address the question o f the role o f government ideology on  monetary 

outcomes. This is a more complex question than it seems. Both the theoretical predictions 

and empirical findings in the literature are contradictory and the debate is ongoing. Part 

o f the reason that the literature has not settled this question is the conditioning role o f 

institutions on the governments’ partisan choices. My contribution is based on the 

aforementioned theoretical predictions with respect to the costs o f deflation. Firstly, I 

argue that in societies with generous social insurance the left’s dilemma to deflate is less 

severe, and as a  consequence I expect to find that in countries with high social insurance 

there is less evidence o f  partisan monetary outcomes. Secondly, since single party 

governments tend to spend less on social insurance than coalition governments, I expect 

to find that partisanship is more pronounced in single party governments than in coalition 

governments.

However, I also expect to find that the political party system has additional effects on the 

government’s propensity to follow partisan monetary policies, independently o f  the level

1 An analysis of variance confirms that we can reject the hypothesis that there is no difference in the mean 
levels o f  inflation as well as in the mean levels of social transfers between single party and coalition 
governments with probability higher than 99% for the sample of 18 countries from 1970 to 1997 
Mean inflation:
Source Partial SS df MS F Prob>F

coalition gov 148.74 
Mean social transfers

1 148.74 7.52 0.0063

Source Partial SS df MS F Prob> F
coalition gov 1930.73 1 1930.73 115.81 0.0000
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of social insurance. Sweden is a case that illustrates how the single party minority 

governments can follow partisan policies. This is not strange according to the veto actor 

theory, because single party minority governments can make policies as freely as single 

party majority governments. However, this prediction assumes that the minority 

governments need not reach consensus policy choices that satisfy the legislative parties 

that offer their implicit support

Finally, I expect to find that partisanship is less pronounced in coalition governments 

than in single party governments because of the smaller magnitude in the change o f 

government from one election to another. In more proportional electoral systems, 

governmental change in terms o f its party participation is much smaller than in single 

member district electoral systems. This fact might have a  direct effect on policy 

continuity which encourages less partisan swings from one government to the other. 

According to Lapalombara, government turnover has deleterious policy implications, 

especially when the governments are ideological (1966, p36). This is because 

“succeeding groups in power will seek to undo whatever may have gone before” (ibid).

The derived hypotheses with respect to the impact o f  government’s ideological 

orientation on price stability is that it is expected to be a function of the type of the 

government (single versus multiparty governments), of the proportionality of the 

electoral system (more or less inclusive), and of the existing socio-economic conditions 

(more or less social welfare).

1.5 Alternative institutional explanations

The literature on the determinants o f inflation is endless. I only try to reference the most 

critical for the development o f the debate works published since the beginning o f 

nineties. The role o f  central bank independence (CBI), the centralization o f wage 

bargaining, the size of the financial community, the openness o f the economy, the 

sectoral organization of the economy, the level of income inequality, the existence o f
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partisan and institutional veto players are some o f the most well developed causes of 

inflation found in the literature.

Grilli, Masciandaro and Tabellini were the first to show that CBI was negatively related 

to inflation, in a paper that was aimed at finding the determinants o f  public debt and 

inflation. The authors concluded that public debt is not related to inflation and thus, that 

the two have different causes: public debt is more likely to occur under political systems 

o f coalition governments, whereas inflation is more likely to occur under more dependent 

central banks (1991). They measured independence o f  CB using their own index, which 

is constructed on the basis o f the legal provisions o f the statutes o f the central banks and 

which was disaggregated along the lines o f economic (or instrument) and political (or 

goal) independence2.

Adam Posen challenged the findings o f the authors mentioned earlier, on the basis that 

their statistical results do not establish causality. In his 1993 paper, he argued that low 

inflation is correlated to central bank independence, not because independent central 

banks are able to resist to their governments’ will to inflate, but rather because in some 

countries more than in others, there are large anti-inflationary interests. He argues that the 

sector that is more inflation averse is that o f financial intermediaries. They have a large 

stake in low inflation since they are net creditors and both they and their clients can be 

hurt by unexpected inflation. He also points out the fact that their ability to influence the 

policy maker is not due to lobbying but rather to the fact that these institutionalised actors 

are considered as experts on issues o f monetary policy making: “the financial sector gains 

access to elected officials by being their main outside source of information and advice 

about monetary policy”. Therefore the financial sector constitutes an ‘epistemic

2 Grilli, Mascianaro and Tabellini define instrument independence as the influence of the government in 
determining how much of the fiscal deficit will be monetised and the nature of the monetary instruments 
under the control of the central bank. More generally, instrument independence refers to the control the 
central bank has over the monetary instruments. Goal independence is also described as political 
independence since it includes not only the formal legal responsibilities of the central bank (monetary or 
inflation targeting, output stabilisation, etc), but also the legal relationship of the central bank with the 
government as well as the procedure for appointing members of the central bank. Goal independence 
means that the central bank sets its own goals.
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community* and so its advice is taken as welfare m axim izing  for the whole o f society, at 

least in those societies where such an expertise is highly regarded. He builds an index 

which he calls financial opposition to inflation (FOI), which also looks at whether the CB 

regulates the financial industry as well as the degree o f political factionalization o f  the 

polity. He finds that FOI takes away the explanatory power o f CBI.

Frieden explains the commitment to price stability on the basis of the organisation of 

production in the economy. He does not look at inflation, but rather at the com m itm ent 

for fixed exchange rate. His theory is based solely on different sectors’ real economic 

interests that derive from different monetary policies. Given that exchange rate volatility 

affects mainly those with substantial cross-border contractual interests, he explains why 

certain countries in the Euro-zone were hard currency and others soft currency countries, 

from 1973 to 1994. In the first group are Netherlands, Belgium and Denmark, whereas in 

the second are UK, Italy, Spain, Greece and Portugal. France and Ireland had 

intermediate currency volatility (2002). Given that exchange rate volatility/stability has 

prominent real distributional effects, different productive groups lobby for different 

monetary arrangements.

Bruno and Sachs (1985), Calmfors and Driffill (1988) have argued that the centralization 

of wage bargaining has inflationary bias when it is at intermediate levels, since it is then 

that the trade unions become more militant and thus push inflation higher. At low levels 

of organisation there is competition among labour suppliers and therefore, wage demands 

are low. At the other extreme, at high levels of centralisation, the trade unions behave as 

a single trade union and since they care both about inflation and unemployment they 

internalise the externalities o f high wage increases, and they are inflation averse. There is 

additional reason to dislike inflation which is that their pensions and other savings are not 

fully or at all indexed (Cukierman and Lippi, 1999, p i 937).

Many researchers have tested the hump-shaped hypothesis by adding in their analysis the 

strategic interaction between the trade unions and the central bank. Depending on the 

degree o f CWB and the degree of the independence of the CB they arrive at different
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conclusions. The game played between the trade unions and the central bank is a two 

stage game. In the first stage the trade union sets its nominal wage taking the nominal 

wages o f  other unions and the reaction function of the central bank as given. In the 

second stage, the central bank takes the nominal wages set by unions as given and 

chooses the rate o f the inflation so as to minimise the losses in unemployment and price 

stability. In equilibrium the central bank will partially accommodate the average wage 

premium by inflation. Therefore, the more militant the trade unions the more is the 

expected inflation. One way to achieve low inflation is to have very low levels of 

centralised wage bargaining or by delegating the monetary policy to a conservative 

banker, who, by being non-accommodative, will force the unions to internalize the effects 

o f the real wage rises, and thus force them to become more inflation averse (Iversen,

1998, 1999).

In the preceding literature, wage bargainers are important agents as price setters. They are  

not considered as voters. Susanne Lohman was one o f the first writers to develop a theory 

o f the ‘optimal design o f a central banking institution’ in which she takes into account th e  

role o f  the wage setters as well as the political organisation of the polity (1992, p277).

She takes in her model both heterogeneous population and heterogeneous political body. 

In her model whether the policy maker will override the central banker will depend on 

both his weight on inflation versus unemployment as well as on the cost o f  overriding the  

banker. The weight on inflation describes the incentive to have CBI, whereas the cost o f  

overriding describes the incentive of preserving the central bank independent. In 

equilibrium, the central banker is never overridden because he knows how high the policy 

maker’s weight is on inflation and on accommodating a  shock, so he accommodates to 

the extent that the gains o f his independence do not surpass the costs. Therefore, inflation 

weight and costs of overriding have to be positive but also finite (p280). By introducing 

heterogeneous political institutions and policy makers Lohman enriches the Barro- 

Gordon model by giving a plausible explanation o f how the high CBI equilibrium can be 

sustained. In her 1998 paper she shows that Bundesbank’s independence is partial, and it 

is enhanced when the Bundesrat is not controlled by the governing party. Thus, even 

though she finds that the central bankers are depoliticised as a bureaucracy the central
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bank in the whole is subject to political pressures the effectiveness of which depends on 

the Bundesrat veto points.

1.6 Thesis outline

In chapter two I develop my argument about the critical role o f  social insurance on price 

stability. I start from the premise that price stability is a public good, the efficient 

provision of which depends on the level o f public and private contributions. Price 

stability is a good that benefits high income groups more than lower income groups while 

at the same time it hurts the lower income groups more through the increased risk o f  short 

term unemployment as has already been argued by partisan theories. Thus, the provision 

of the good is a  function of the cost-benefit analysis of the households, and the 

government is faced with the problem of the political and economic consequences o f 

maintaining price stability. When social insurance is high, price stability might be 

politically more beneficial than otherwise since the government can compensate the 

households hurt more by deflation and suffer fewer electoral costs. On the other hand, in 

the absence of adequate social insurance, the government might decide against price 

stability.

In chapter three I develop the theory on the distributional effects o f the political party 

system. Having set the foundations o f  individuals’ policy preferences, I proceed to build 

an argument on the way the political party system influences political representation, and 

specifically the political representation o f those who are in favor o f increased social 

insurance. The theory is along the same line of the consensus theories o f democracy that 

stress the inclusive character o f coalition governments against single party governments, 

but it is more ambitious is characterizing more precise institutional dynamics that allow 

political inclusiveness.

I build my argument on theoretical and empirical work. I assume that left wing parties are 

more interested in social welfare than right wing parties. Additionally, in coalition
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governments where the left coalesces with economically liberal or right wing parties, it 

would request to have increased influence on social welfare issues by occupying the 

ministries that determine social welfare policies, such as the ministry o f  labour and social 

welfare. Since in coalition governments more than one party can participate in the 

cabinet, the long term policy influence of parties is expected to be higher than in single 

party governments, where the change in the composition o f the government is always 

complete.

In chapter four I test the argument that social insurance is higher in countries with 

coalition governments than in countries with single party governments. I confront the 

argument with a number o f  other arguments found in the literature, some very close to 

mine and some quite different. I discuss the implications o f the findings.

In chapter five I test the hypothesis that coalition governments have higher price stability 

than single party governments, because they have higher social transfers, all else equal. I 

therefore show that coalition governments are more likely to deflate than single party 

governments because they are equipped with more generous safety nets.

As a consequence of the above findings and extending the theoretical implications of my 

argument in chapter six, I show that ideological partisanship is conditional upon the type 

o f government and the level of social insurance. Partisanship in monetary outcomes is 

less present when social insurance is high because the left can resort to higher 

employment insurance and social protection, unlike the left in countries with low social 

insurance. Given that coalition governments have increased social welfare, there is less 

ideological partisanship with respect to monetary outcomes in multiparty governments 

than in single party governments.

Chapter seven concludes.
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2 The politics of price stability: the role of social 

transfers in monetary management

2.1 Introduction

The nineties have been characterized as the decade o f low inflation, Kenneth Rogoff, in a 

recent paper notes about global inflation “Over the past ten years, global inflation has 

dropped from 30% to 4%. Without question, a large part o f this breathtaking drop in 

inflation has to be attributed to improved central bank institutions and practice” (2003). 

Should we then conclude that we must not worry about inflation any more and that 

political independence of conservative central banks has led to the ‘de-politicization’ o f 

inflation? Even though the focus o f this paper is not on central bank independence, I 

raise the question to what extent economic outcomes such as inflation can be de- 

politicized, especially when they benefit some social groups at the expense o f others. 

Since “different unemployment / inflation outcomes have important, class-linked effects 

on the distribution o f national income” (Hibbs, 1977, pl468) one could hypothesize that 

the political dilemmas linked to inflation have not disappeared but they have rather taken 

a different form. The literature points to two main forces behind economic outcomes 

which could be the source of inflation: the median voter’s preferences and government 

partisanship. Understanding the political dilemmas o f governments with respect to price 

stability during the seventies and eighties could help us predict future challenges in the 

presence o f  similarly adverse economic shocks.

In this chapter I address the following question: what are the political dilemmas o f price 

stability? Theoretical and empirical political economy models manifest that income 

inequality is a main determinant o f high inflation. Yet, the impact of income distribution 

on inflation in the OECD countries has not been research sufficiently, despite the 

continuous increase in income inequality. At the same time, the empirical findings about 

the role o f  left governments on inflation are at least contradictory; some researchers have
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found strong effects, especially during the seventies and the eighties, and others have not 

found any. Thus, the politics o f inflation is still not well understood, even though it has 

been at the centre of academic research during the last three decades. Understanding the 

political dilemmas of governments with respect to inflation is a necessary condition 

before one can safely conclude that governments are not constrained any longer by the 

political demands o f social groups that are adversely affected by the policy o f  price 

stability.

2.2 Social insurance against the externalities o f price stability

In this chapter I try to understand what led governments in the OECD countries to 

respond differently to increasing inflation and unemployment during the seventies and 

the eighties. The evidence on the effect of partisanship is mixed, and socioeconomic 

sources o f  inflation have not been researched adequately. Most research on deflation has 

focused on  institutional reforms during this period. I am interested in understanding how 

income distribution and social insurance affects partisan responses to economic shocks.

The question I ask in this chapter is:

What are the political conditions for price stability? Can price stability policies be 

depoliticized?

I answer this question by presenting a model where price stability is a public good the 

provision o f  which depends on the voters’ cost benefit calculation. In this model 

productivity, manifested in the level of income, is unequally distributed between 

households making the poorer households more likely to suffer unemployment during 

periods o f  disinflation3.1 assume that voters derive their utility functions over inflation by

3 According to the MIT Dictionary o f Modem Economics (1992), disinflation occurs when the inflation 
rate is positive but declining. Deflation is defined as the sustained fall in the general price level. 
Disinflation does not feature in the Oxford Dictionary of Economics (2002), while deflation is given two 
different meanings based on its causes: one is the reduction in price level when real interest rates exceed



the short-term Phillips curve. It is common knowledge that unexpected inflation hurts 

those with savings more than those who only consume their salaries. Thus the voters 

derive the costs and benefits o f price stability (disinflation)4. Since the benefits and 

costs are asymmetrically distributed between the households, I represent their collective 

action problem leading to under-provision of price stability, unless they are compensated 

by the political authorities. Thus, the level of price stability will be determined by the 

public choice problem the policy maker is faced whether and to what extent she can 

compensate those hurt most by disinflation.

Before I present my theoretical argument and my empirical findings, I briefly present the 

Philips curve and the time inconsistency theory o f inflation. I then proceed with the 

presentation o f the partisan and the median voter theories. I do not present any of the 

alternative institutional based theories, such as wage bargaining, the interaction between 

central banks and centralized labor institutions etc, because the focus of this chapter is on 

the role o f income inequality, social insurance and partisan monetary outcomes.

2.2.1 Institutional causes o f inflation: a time inconsistency problem

Inflation is thought to be the outcome o f the policy maker's incentive to inflate the 

economy, in the short term, because monetary expansions are welfare maximizing. 

According to the Barro-Gordon model, inflation is an outcome o f time-inconsistency that 

the social planner faces. Even though he believes at time t  that inflation should be kept 

low in a future time t+1, when time t+1 arrives he has incentives to renege on his promise 

to keep inflation low. This incentive is present because it is always profitable to inflate so

nominal interest rates depressing investment, and the other is the reduction in economic activity due to  lack 
o f effective demand (p. 112). In the text, I use the term interchangeably to refer to the deliberate 
governmental policy which aims at reducing inflation through the means o f contractionary monetary 
policies, and more specifically through increasing the real interest rate (Burda and Wyplosz, p343). 
However, it might be wiser to use only the term disinflation in order to avoid confusion w ith deflation, as 
the economic situation happening more or less ‘naturally’ due to stagnating or depressed economic activity.
4 Price stability is not the same as disinflation, since the first refers to the variance in inflation, whereas the 
second is the negative change in inflation. I use the term price stability as a more general term since it is an 
outcome whereas disinflation is a policy with which price stability is achieved when supply monetary 
shocks occur.
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that the policy maker can increase employment beyond its natural rate by exploiting the 

Philips curve5.

The policymaker wants to minimize both inflation and unemployment, given the 

constraint o f  the short-run Phillips curve. He thus minimizes

(1) L = (U-U*)2+a{K-7t)2 4 s

as expressed in Barro and Gordon, where a is the weight put on inflation stabilization 

(1983). The Phillips curve is

(2) *  = £ r- i7 t - y ( U - U * )  + €t

where n  is inflation, n  is expected inflation, ^

unemployment target and €t is a random supply shock, realized after inflation 

expectations have been determined (Tambakis, 2002, p437)6.

5 There are a number o f theories on the monetary and fiscal causes o f inflation (for a thorough reading: 
Sargent, 2000, chapter 24), but I only focus on the policy maker’s dilemma to accommodate or not supply 
monetary shocks. In  this sense, I use the same assumptions as the Barro-Gordon model where the only one 
controlling in fla tion is the central banker or the politician who controls the central banker. The analysis is 
sim ilar to Franzese’ s (1999) where inflation is the outcome o f the shared responsibility between 
government and central bank and the politica l dilemma boils down to  the choice between higher growth 
and higher price stability. This dilemma derives from the existence o f the Philips curve, which is based on 
the premise that money has a real effect on the economy unlike the monetarist approaches that argue money 
neutrality. According to the Keynesian approach, inflation has real demand and cost causes; the three main 
sources o f changes in the inflation rate are the underlying inflation as perceived by wage negotiators, the 
cyclical demand pressure transmitted from  labor markets to goods markets and occasional positive or 
negative supply shocks. This is expressed by the linear short run Phillips curve as presented in equation (2). 
The consensus in  the economics community at the moment is that the Philips curve exists but only in the 
short term while in  the long term there is consensus on money neutrality.

It can be shown that inflation and unemployment respectively w ill be
-*-■ '  u  =  w  +n  = k  + .2* .(3) l+oy2 and

I f  there is not any time inconsistency, and thus no inflationary bias, then inflation equals the expected 
inflation

(4) n = It =  Et-\7t and U — U* ,
which means that unemployment equals the natural rate o f unemployment (Tambakis, p437). Otherwise, 
the weight on inflation and on output stabilization, given a shock, w ill determine the rates o f inflation and
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Barro and Gordon (1983) assume that the loss function o f the social planner is the same 

as the society's and that the preferred output for the government is higher than for a 

conservative central banker, whose objective is to keep inflation low, in contrast to the 

elected politician whose policy objective is growth. Thus, the authors argue that unless a 

conservative central banker, independently from the government sets the monetary 

policy, inflation will be higher than is socially optimal (Drazen, 2000, pi 17-118). A 

number o f papers have been published confirming the anti-inflationary role o f  

independent central banks (Cukierman, Webb and Neyapti, 1992, Alesina and Summers, 

1993); at the same time a number of other papers provide alternative socio-economic 

determinants of inflation (Posen, 1993, Campillo and Mirron, 1997, Hall and Franzese, 

1998, Iversen, 1998) along with political-institutional determinants such as the number of 

veto actors in the political system (Keefer and Stasavage, 2002).

The Barro-Gordon model is very insightful in that it allows us to predict that inflation 

will, in equilibrium, be higher when monetary policy is at the discretion of politicians. 

The theoretical and empirical question that arises is the following: are there any 

conditions under which it is not optimal for politicians to inflate? Barro and Gordon 

discuss a number o f such conditions like the discount rate o f the politicians and the 

steepness o f the Philips curve. However, most research has focused on the conditions 

under which politicians would find it politically beneficial to inflate such as before 

elections, as the literature of the political business cycles informs us. Median voter 

political economy models of inflation predict that it is the median voter who determines 

the level o f inflation, and her inflationary preference depends on her income; the poorer 

the median voter is compared to the mean and more inflation she will demand. Partisan 

models, on the other hand, argue that left wing politicians are more likely to inflate since 

it is their voters, among which are the poorer members in the society are the ones who 

usually suffer most from rising unemployment (Hibbs, 1977).

unemployment. These two weights are the source o f inflationary bias according to the Barro-Gordon 
model.
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Unlike the business cycle models, the median voter and partisan models assume that 

voter heterogeneity determines the inflationary outcome. I propose a theoretical argument 

which is based on the insights o f  both the median voter and the partisan models but 

derives different predictions over inflationary outcomes by adding a modifying factor: the 

level o f social insurance in the society.

2.2.2 Political demands fo r  price stability: the median voter model: literature review

When should we expect that governments are less willing to accommodate monetary 

shocks, assuming the existence o f  the short-term Philips curve? Even i f  monetary 

manipulation is not possible any more, the same political dilemmas exist as in the past 

but at a different level. Hibbs (1977,1988) argued that left governments are more likely 

to put up with inflation than right wing governments because it is the social classes that 

vote for the left that are primarily hurt by unemployment and benefit less by inflation. 

Other political economy models o f  inflation assume that the median voter dictates 

economic outcomes, and thus the level o f inflation depends on the median voter’s 

preference over inflation. These models predict that the poorer the median voter is with 

respect to the mean, the more likely he is to vote for redistribution. Since inflation is a tax 

on nominal savings, those without savings will vote for higher inflation. Similarly, the 

richer the median voter is with respect to the mean income earner, the more price stability 

he will want.

The distribution o f household income and wealth has been considered a main explanatory 

factor for large inflationary bias in a society. Beetmsa and Van der Ploeg (1996) 

developed a model according to which more income inequality leads to unequal holdings 

of assets, and particularly o f government bonds. In their model7 the only heterogeneity

7The authors assume that the household i faces a budget constraint C / “  f /  +  (r  “  n)&i — T, — S,*

where C / is consumption, f /  is pretax income, r is ex-post real interest rate, n is the growth rate in

output, -0/ is holdings o f government debt, is taxes and denotes seigniorage.
The authors assume, im plicitly, that the agents are rational and so they hold their savings in the most 
profitable and safe option o f government bonds. They also assume that the government finances its
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among households is among holdings o f assets. They predict that since only a minority of 

rich individuals can afford to hold bonds in unequal and relatively poor societies, the 

policy maker is likely to inflate, if  he has discretion to use the monetary tools. This is so 

because the majority o f voters are relatively poor and therefore it is politically beneficial 

for the government to partly tax the riches' bonds with inflation so that the overall non

monetary taxes imposed on the whole population are lower than otherwise. As a result, 

the more unequal the distribution o f  government debt is in the society, the less efficient 

the tax system is and the poorer the society is the more likely it is to experience higher 

inflation.

Huffman (1997) and Dolmas, Huffman and Wynne (2000) developed dynamic general 

equilibrium models that also tiy to explain the differential levels of inflation among 

different economies based on unequal income distribution among heterogeneous agents. 

Huffman assumes that agents have three periods to consume, work and save. In the first 

period they work, in the second period they work and save and in the third period they 

just consume what they have saved. The government can tax labor via fiscal taxes and 

nominal savings via inflation. Those in the first period can only be taxed on their labor, 

since they do not have savings and so they prefer higher inflation than taxes, whereas 

those in the third period, the retired, prefer taxes than inflation, since inflation taxes their 

savings. The group that determines the level o f inflation is the one which both works and 

saves. This group votes for the level o f  inflation, taking under consideration, though, the 

behavior o f the agents in the two other age cohorts. The level o f  inflation is determined 

by the degree o f government spending and the wealth holdings o f the middle aged cohort.

Finally, Desai, Olofsgard and Yousef (2003) argue that inflation is not the outcome o f 

popular demand through the majority electoral rules if the poor do not have much 

political power. They distinguish between two different models of political demand for

spending and interest payments both by taxes and seigniorage revenues. Since the authors assume 
heterogeneous agents, the decisive agent fo r the economic policy formation is the median voter, assuming 
majoritarian electoral rules.
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inflation. The populist which is similar to the models presented already, and which is the 

model Latin American inflation seems to fit in, and the 'state-capture' approach, in which 

the monetary policy satisfies the interests of particular elites and interest groups which 

have private rents from a  particular policy. The authors also have a model which predicts 

that the poor would vote for higher inflation than the rich, but the policy outcome 

depends on the poor' political influence. The authors find that democracies are less prone 

to inflation under low income inequality than autocracies, but more prone to inflation 

under high inequality.

2*2.3 Income inequality and inflation in the OECD countries: why the existing 

median wage earner/voter theories cannot explain inflation in the 

economically advanced democracies

All three models of the political economy of inflation just presented emphasize the role o f  

inflation as a mechanism o f redistribution by generating revenues for per- capita transfers 

using the inflation tax. They all share a main assumption that those who have nominal 

savings and own public debt are more likely to be inflation averse than those who can 

only consume their salaries. Additionally, with the exception of Desai et al, these political 

economy models assume that the median citizen is the same as the median voter, which is 

not necessary true. In fact, it is empirically established that those with higher incomes, 

greater wealth and better education are the ones that have the highest voting turnout rates 

(Lijphart, 1997). One o f the expected consequences o f  low turnout is that “politicians and 

officials are under no compulsion to pay much heed to classes and groups o f  citizens that 

do not vote” (Key, 1949, p 527). Thus, income distribution should matter only under the 

assumption that the poorer income earners vote.

There is an additional and critical reason why these models could not be applied to help 

us understand inflationary trends in the OECD countries. Microeconomic theory assumes 

that savers cannot be hurt by inflation as long as they have their savings in financial 

institutions that allow protection against inflation. Inflation can hurt savers as long as



they do not take action to put their savings into accounts that offer the real interest rate 

return. Even more so, they are supposed to invest their money in government bonds 

which tend to have higher return rates. This is the reason that models of household budget 

do not usually express future income in relation to inflation but rather to the real interest 

rate. For this reason, it might be more appropriate to derive the household’s inflation 

preference not in relation to their potential inflationary gains, but in relation to the 

employment cost o f dis-inflation, as it is been argued by Hibbs (1977).

It is more likely that inflation is used as a means to absorb various supply and cost-push 

shocks rather than as a means o f taxation on the households’ savings, for the additional 

reasons that in these countries nominal savings are likely to be positive also by the 

relatively poor households8. Dividing the household into poor and rich in the OECD 

countries might also be an inappropriate division. The majority o f households usually 

belong to the middle class, even though the size o f the lower and upper middle classes 

varies from country to country9.

Finally, focusing on median voter and partisan explanations o f  inflation does not mean 

that other socio-economic and institutional explanations are ignored. The middle class 

does not constitute a group o f households with homogenous economic preferences. There 

is a large literature on the sectoral interests o f low inflation developed by political

lThi$ does not mean however that inflation does not provide additional revenues to the governments o f the 
OECD economies. Feldstein (1996) emphasized two different channels under which inflation leads either 
to lower or higher corporate tax revenues. The second channel, which is that inventory and depreciation 
expenses are computed on the basis o f historical costs which leads to an overstatement o f the corporate 
taxes and thus to higher revenues for the government Ragan (1998) argues that this channel o f the 
interaction o f inflation w ith the non-indexed taxed system has not investigated thoroughly and it is this 
channel that brings revenues to governments, rather than any seigniorage revenues especially since it  has 
become much easier to hold money in the bank than it used to be.

’ According to Pressman, 2001, when the middle class is defined as the households between 75% and 125% 
o f the median adjusted household income, its size in percentage o f a ll households is 52% in Sweden and 
only 27.3% in the US. According to the same study, the upper class households constitute on average a 
33.4% o f the total households. When the middle class is defined with between the 75% and 200% o f the 
median income, it is on average a 61% o f a ll households, w ith countries varying from more than 70% for 
the Scandinavian countries, more than 60% fo r the continental North European countries and 50% fo r the 
US.
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economists (Frieden, 1991, Hall and Franzese, 1998, Scharpf, 1991, Posen, 1993).

Usually the export oriented trade sector is much more sensitive to inflation and thus has 

high stakes at low inflationary policies, than the service sector which is insensitive to the 

effects o f higher inflation or disinflation. Similarly, the banking and financial sectors tend 

to be strong advocates of monetary stability and low inflation. Therefore, even though I 

assume in my model that inflation preferences are determined by the level o f  income and 

more particularly by the likelihood o f  one to get unemployed, I also assume that the 

parties are not certain about the voters' preferences over inflation, therefore I do not 

assume single-crossing properties10. Furthermore, when I perform the empirical tests of 

my hypotheses, I control for the size o f  the financial sector, economic openness, and 

labor institutions among other economic and political controls.

2.2.4 An alternative theory o f price stability: Price stability as a public good

Price stability is a public good which households have to  pay for. A public good is a good 

that is non-rival, which means that consumption by one household does not preclude 

consumption by another household, and it is non-excludable, which means that none can 

be prevented from consuming the good. It is true that inflation is a public good because it 

is both non-rival and non-excludable. Then, how much price stability will be provided? 

How does the policy maker decide on the level o f inflation? As Samuelson has proven, 

the amount o f  the public good provided will depend on the sum of the marginal 

willingness to pay, which is the equivalent of the marginal cost of provision11 (V arian, 

1992, p 419).

10The single crossing property is a necessary condition in order to derive that the median voter is the policy

dictator. The property says that i f  there is a type F i that weakly prefers (tts) to Q ) and the 
preferred policy has a higher subsidy, then a ll types w ith lower incomes strictly prefer this policy. Hence, 
voters' preferences can be ordered by their incomes (Przeworski, 2003, p i93).

11 Efficient provision o f low inflation: Samuelson's condition for Pareto-optimality

I f  the policy maker’s objective is to maximize the social welfare function over the two groups' utilities 

&[uu > ul\  then the efficient provision must satisfy Samuelson’s condition where:
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The conventional wisdom has been that high inflation is the product of such under 

production of the public good. The conservative central banker is the 'social planner' that 

is called to correct the market failure o f  high inflation. According to the monetarist view 

and in contrast to the Keynesian view, the provision of price stability is costless. Since 

money growth is neutral in the long run, which means that any trade-off between 

inflation and employment that might be caused due to the Philips curve is only a short 

term phenomenon , there are no costs for the production o f price stability and that only 

inflation has social costs.

However, even in the presence o f a short-term Philips curve, the production of price 

stability is not socially and thus politically cost-less. Its cost depends on how much each 

household has to pay for it. In other words, the households’ utilities are not quasi-Iineax 

with respect to the public good, which means that the production of the public good is not 

independent o f their income. In this case, Friedman’s rule does not suffice for price 

stability, and the problem of inflation cannot be fully solved through institutional reforms 

(having a monetary rule or independent central banks). 12

-fi- + -*r  = 1 „orMRS* + MRS, =  1.
sc' This says that the marginal willingness to pay equals the

marginal cost provision. In this case the marginal cost provision is 1 since the public good is simply the 
sum o f contributions (Varian, p419). The reason why this is a condition fo r Pateto-optimality is that i f  the 
sum o f marginal rates o f substitution is less than one, then both groups would be better o ff i f  they had less 
o f that good The marginal rates o f substitution are expected to vary between the two groups, as their 
relative utilities and costs vary. I f  the provision o f the public good meets the condition o f optimality, then

were the two groups able to set their prices for the public good, they would choose a price Pi so that
Æ. nrE $g _  pv_
9V* P c
9c* (Przeworski, 2003, p34).

Taking into account the externality effect o f low  inflation over the lower income group, it would be 
expected to choose a price that would be too high for the efficient provision o f the good and thus the policy 
maker would have to compensate the group.

12 Yet, the debate over the nature and the short or long term inflation-output trade-off as expressed by the 
expectations augmented Philips curve is ongoing (Laidler, 1981, Gordon 1997, Eisner 1996, Stiglitz, 1997, 
Tambakis, 2002).If this is true, then Friedman’s (1969) case that the nominal interest rate should be driven 
to zero should suffice for the socially optimal provision o f price stability.
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To the extent that some households have to suffer higher unemployment or the risk of 

unemployment and that unemployment has real social costs, the government is faced with 

a social problem. Additionally, to the extent that these households are the government’s 

constituents, then they are also faced with a political problem. Thus, their options are 

either to increase the taxes to provide social insurance to those afflicted by 

unemployment or to accommodate the economic shock with lower price stability; in the 

language o f  public goods theory, the government has to subsidize the provision o f  price 

stability. As the public goods theory informs us, when the marginal cost o f  production for 

the society is higher than its marginal utility, then the government would have to 

subsidize the good (Andreoni and Bergstrom, 1996)13.

Is it possible to measure the marginal cost of provision in the case o f price stability? 

When the government wants to produce a pure public good, it needs to choose the tax 

rates and the level of the public good in order to maximize the expected total support 

subject to  a budget constraint Governments make constantly such calculations when they 

have to decide on the provision o f  goods such as free health care, for example. Yet, does 

the government need to make such calculations when deciding to keep low inflation?

When the willingness and the ability to pay for the public good differs between the 

households, and more importantly when some households share a disproportional high 

cost for the production o f the public good, then we have a double problem: one of the 

efficient provision o f the public good under heterogeneous preferences and endowments 

and one o f  externalities caused by the provision o f the public good on a group o f voters.

13The authors prove that i f  preferences are continuous and strictly convex, and i f  public goods and private 
goods are normal goods, and i f  in addition a ll consumers have smooth indifference curves, then the larger 
the subsidy rate is, the greater w ill be the amount o f the public goods supplied (p. 3).
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2.2.5 The role o f  the welfare state in the provision o f  low inflation

What exactly is the contribution of the heterogeneous households with respect to price 

stability? The low skilled households are the ones more likely to suffer the short term 

trade-off o f low inflation and high unemployment Why? In case of a supply shock, they 

are the ones that contribute most, by paying the cost o f higher unemployment whereas 

those who are the least likely to lose their jobs and have nominal savings are net gainers. 

If, those with higher incomes and savings pay high enough taxes to finance 

unemployment protection for those who are more vulnerable to short term 

unemployment, then it is more likely that price stability policies will be sustainable. I f  on 

the other hand, taxes are too low to finance such benefits, then inflation is bound to be 

more volatile and also more partisan.

The level of private savings and the type o f social transfers might be a factor that 

determines inflation preferences. In countries where employment protection is poor, 

inflation is more likely to be high because the governments will be more hesitant to 

deflate when a shock occurs, unlike the countries with generous welfare provisions. If 

unemployment protection is high, then the policy maker does not have an incentive to 

exploit the Phillips curve in order to protect his voters. If on the other hand, 

unemployment protection is very low and unemployment is high, then he will have more 

incentives to allow an inflationary shock.

Public insurance for the unskilled is synonymous to high employment rate and/or a 

generous welfare state with unemployment compensation schemes and free health care, 

etc. On the other hand, the richer households, who have their private savings in bank 

accounts and government bonds, seek to enjoy primarily financial stability and low and 

stable inflation. Even though these two goods are usually thought as independent o f each 

other, assuming the short term Phillips curve, an increase in employment beyond its 

natural rate leads to an increase in inflation. In the same way, a decrease in inflation leads 

to short term increase in unemployment, which means that the provision o f the public 

good of price stability leads to a reduced provision o f the public good o f high

29

i 1.' I : I ■■■

i f !



employment. Therefore, when each group needs to calculate the costs of provision o f 

either o f the two public goods, they can only maximize their utilities subject to the 

utilities of the other group.

In the real world, the groups o f voters might never make such calculations and hardly 

ever are they asked to contribute to price stability. However, this cost benefit analysis is a 

common exercise for trade unions and governments, alike. In corporatist countries, trade 

unions are asked to implement wage restraint in return for higher social insurance or 

more generous employment benefits. Similarly, in more state centric countries, the 

government has to worry about how much to tax for the provision o f one or the other 

public good. In coalition governments this decision is the outcome of complex 

negotiations between parties with divergent policy preferences over the provision o f 

public goods. Having said that, the size and the type o f  the welfare state depends on 

multiple domestic and international factors such as deindustrialization and economic 

openness which are not directly related to monetary contractions. For the purposes o f this 

model, I do not explicitly include the welfare state, but I assume that price stability is 

financed by the households’ budget as well as by some tax imposed by the government 

on the ‘winners’ o f disinflation, in line with the literature on negative externalities.

23  The model

23A Social costs and benefits o f low inflation: utility functions o f the voters

The model is based on Persson and Tabellini (1999). I assume, unlike them, that the 

utility function o f the households is linear. This is a very simplified model where two 

different types o f  households, one with high endowments and one with low decide on the 

level o f price stability they want to consume. The costs and benefits of the public good 

are asymmetrical and thus, i f  they were to ‘vote* or just ‘decide’ on the amount o f  the 

good consumed, the good would be under-provided, unless the richer household, which 

bears the least cost and has the highest benefit decides to finance the good or compensate 

the poor household for her contribution. Thus, the model has a Lindhal equilibrium,
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where the households decide on how much to contribute for the public good’s production 

depending on their endowment and how much the other household contributes.

The cost o f price stability for the richer household is the tax it has to pay to compensate 

the poor household which directly bears the cost from disinflation. Thus, price stability is 

in fact a public good with externalities. The policy maker calculates the amount of 

externalities and taxes the rich household accordingly in order to compensate the poor 

household. If  the policy maker cannot tax the rich household, the public good will be 

under-provided, thus price stability will be low.

Voter 1 wants to maximize her utility function , where c is a private good

and more particularly her private consumption, and ^  is a pure public good which in 

this case is price stability.

(3) U1 = c' + G‘.

The household faces two budget constraints:

^  c* + v* + p cG  = w ‘

where w’ is the resource endowment o f individual 1 and P* is the price o f the public

good and v* is a  vector o f social transfers and is the only term that denotes fiscal 

redistribution.

and b.

where, 771 f+1 are the nominal balances held between times t and t+1, P' is the price 

level, is the real value o f one period government bold holdings that mature at the

beginning o f period t, denominated in units o f time t consumption, ^  is the lump-sum
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tax at t, and ^  is the real gross return on one period bonds held from t to t+1 (Sargent, 

2000, p.495).

There are two different types o f  households those whose productivity is high, earn high 

wages and have savings and those whose productivity is low and consume whatever they

earn. The first group of households will be noted as u , standing for middle and upper-

middle class, and the second group will be ^ , standing for low and lower-middle classes. 

The upper-middle class households have an intrinsic interest in financial stabilization, 

maybe more so than in output growth, whereas the lower-middle class households are 

more exposed to the business cycles swings and deflationary instances. However, there is 

ideological variance between the groups.

The policy m aker can influence the household's utilities by manipulating any o f  the 
following policy instruments: taxes and interest rates and he can also decide on how 
much to redistribute. Assuming the existence of the Phillips curve, when the policy 
maker decides on the interest rate r, he also decides indirectly on the level of 
unemployment and vice versa14. The vector o f policies15 available to the policy maker is

q = [ T y , r ]

Therefore, the indirect utility function o f  the household is:

(4) h (v \ r )  = y - T  + v* + r

14 The policy maker delivers the public good o f price stability by setting the interest rate. I do not take into 
consideration any other measures that could influence inflation such as the type o f the exchange rate, debt 
or spending. A lso, in this model, I  assume that taxes are not inflationary and that any transfers to the 
unemployed do not have inflationary effects. Thus the policy maker is only faced w ith two main issues: 
how much to increase the interest rate and how much to tax the richer households in order to compensate 
the poorer households. Interest rate is the prim ary tool for the control o f inflation in the OECD countries, 
even though other monetary policies such as fixed exchange rates and monetary targeting had also been 
employed in the eighties. The type o f the monetary tools used to disinflate does not change the results 
though to the extent that any ‘ forced’ disinflation has real negative economic effects. This would not be 
true, though, in the case o f wage restraint or in the case o f increased labor and supply competition at the 
domestic or international level which reduces inflation in a positive way as argued by Rogoff (2003).
15 Although infla tion can be controlled by various means, here I assume that the interest rate is the only tool 
to control i t
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Disinflation has an asymmetrical cost to the two types o f households:

The middle upper class’s benefit from the production o f low inflation is that it maximizes 

its money holdings, since deflation means higher value for one's nominal holdings, and 

there is a cost in terms of economic growth/ employment denoted as e . Yet, the 

household can also fall back to its bonds in case it is threatened with unemployment. On 

the other hand, the lower income household does not have any direct benefit from 

deflation, since it does not have money holdings and bears only the cost of decreased 

employment. Additionally, since the lower income household is more likely to get 

unemployed during this time, it bears twice as much the cost o f deflation as the richer 

household. Thus, the profits or benefits o f the two different households are:

benu = m a x — euPi

ben1 = ~el

I f  the cost o f the provision of the public good is unequally distributed, then the group that 

is negatively affected would not want to pay the cost, i f  it had the ability to do so.

How do the negative externalities o f disinflation affect the provision of low inflation? 

Depending on the political institutions, i f  the poorer households are politically 

represented, they must be compensated. In order to do that, the policy maker has to 

internalize the social cost in his production function, so that the aggregate benefit o f low 

inflation is:

/g j ben = m a x jf  -  e“ _ei.

The solution to externalities problem is the use of corrective taxes, known as Pigovian 

taxes (Varian, 1992, p434). The policy maker calculates the benefit of deflation including 

these taxes, which must be imposed to the richer households that benefit more from 

deflation. Assuming that this is politically feasible, the policy maker would then calculate
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the prices of the public good including a compensation tax towards the lower income 

classes so the price o f deflation would be
■s

(7) P G = ~ e u + v i

For simplicity, I assume that the costs for the upper middle classes are close to zero, and

so I will assume that e = ^ , so that it is only the lower income households that pay the 

price o f  low inflation.

2.3,2 Voting on the provision o f price stability; sharing the costs and benefits between 

two different type o f households

In this section I assume that the lower income households have the political power to 

support their interests, and so they are faced with a problem o f private provision o f a 

collective good. This could be the case where a faction in the government represents the 

interests o f  the economically disadvantaged and bargains with another faction that 

represents the richer households. In order for the factions to bargain over the price o f 

public good and its level of production they need to know the budget constraints o f the 

households they represent. I still use subscripts, u and 1 for upper and lower class 

households.

In order to attain a  Nash equilibrium both kinds o f households need to be satisfied > 

simultaneously (Varian, 1992, p421). In a problem o f private provision o f the public 

good, both parties decide on how much to contribute after knowing what the other party 

is contributing.

(8) S t + Su = G

So, the contributor
W0X U l( g t + g U7Ci)

maximizes his utility 8]Cl such that
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(9) S i + ci “  wi>Si > 0 and

(10) G + c / = W ! + g u,G > g u

This says that “the poor household is effectively choosing the total amount o f the public 

good subject to her budget constraint, and the constraint that she chooses must be at least 

as large as the amount provided by the other person. The budget constraint says that the

total value o f the consumption must equal the value o f her endowment, Wi + %u ” 

(Varian,p422).

The total amount o f public good is a function of the agents' wealth and is given by 

G  = rrax{/i (w, + gu),gu}.

Therefore the poor household would not contribute to the public good, unless the rich 

household contributed.

However since we assume that the cost for the upper middle incomes is almost zero, the 

lower incomes are the only contributors to the public good o f low inflation. It is clear

from the reaction function presented, that i f  the * type contributors know about u 5 

contribution, they will decide not to contribute, especially since they do not have a 

benefit higher than their cost. The opposite, however could be true for the upper middle

classes whose gain from deflation m > ® , and therefore they have a positive utility from 

low inflation, and therefore they could even decide to be the sole contributors for the
*  U

provision of the good. Since * is zero, the government would have to put a tax on the 

upper middle households in order to finance the social transfers towards the lower middle 

class households, so that their contribution is a function o f  their wealth and their 

compensation
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(11) £  = £Ì “  +

2.3.3 Making the model more realistic: when the rich household is the median voter 

Empirical predictions and hypotheses

The price stability public- goods model illustrates that the policy maker can calculate the 

real costs of disinflation and can accordingly tax those who benefit and compensate those 

who are negatively afflicted. Thus, the model predicts that price stability will be high to 

the extent that the policy maker can make direct transfers to those affected by 

unemployment.

The next question that arises is whether the government can actually tax the beneficiaries 

in favour o f the losers. This is a long and unresolved issue, but I will take only a moment 

to discuss it in relation to the level o f  income inequality. The median voter theories on 

taxation as well as on inflation predict that higher pre-tax inequality leads to higher 

taxation or inflation because the median voter is relative poorer and will demand 

redistribution. The theoretical model presented in this chapter does not make any such 

predictions. It has already assumed that direct transfers will have to be financed by the 

better o ff to the less better o ff and not necessarily to the median voter. Also, since our 

sample is the economically advanced OECD countries, one cannot assume that an 

increase in income inequality makes the median voter more inflation acceptant. As 

already discussed, inflation is more likely to be used as a cushion against economic 

downturns, than as a means o f redistribution through seignorage.

Two alternative conditions need to be met for the government to be able to provide 

compensation to the losers o f  deflation. One is through redistribution, but the other is 

through taxation to finance universal welfare provisions. In other words, these direct 

transfers need not be purely redistributive but can come from taxation o f the richer 

households or from taxing the middle classes.
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With respect to the provision o f social insurance, if we assume that the median voter is 

richer than the average voter and she is the main contributor to the welfare state (as 

assumed by insurance models, Moene and Wallerstein, 2001,2003), then she is indeed 

paying her contribution for the provision o f high price stability. Thus, income inequality 

need not lead to higher inflation, as long as social insurance is provided.

Income distribution can lead to lower price stability, through the indirect path of lower 

contributions to social insurance. Under increasing income inequality the pool of people 

receiving social insurance increases and so social insurance becomes more redistributive 

than the median voter would want it to be and he, thus, becomes less willing to pay taxes 

for its provision (Moene and Wallerstein, 2001,2003). The authors argue and illustrate 

that “ greater inequality in pre-tax earnings is associated with less spending on welfare 

policies targeted to people who have lost their market income because of layoffs” (2001, 

p859). Thus, the social insurance model would predict that under more equitable income 

distribution, social insurance is generous and thus inflation is low. Under increasing 

income inequality, on the other hand, social insurance is low.

In fact, when social insurance is generous and it is a public good rather than a private 

good, the problem o f  the asymmetrical cost o f  price stability does not occur because the 

utility functions o f the groups are different. They have to vote on two public goods, 

instead of a private and a public good. This makes the problem easier because social 

protection is not targeted therefore it is supported by those who primarily fund it among 

which is the middle and upper middle classes, assuming that all households have positive 

utility from consuming the public good o f  welfare social services. Thus, the following 

two hypotheses are derived form the public good model o f price stability:

Hypothesis one: Price stability is higher in countries with high social insurance

Hypothesis two: Income inequality does not affect price stability
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2.4 The empirics

2.4.1 Data and operationalization o f the hypotheses

I have been talking about price stability, inflation and disinflation. The reason for that is 

because price stability involves regular disinflations and in the presence o f disinflations 

inflation should be low. I will test my hypotheses both on the level of inflation and on 

disinflation, defining it as the change in inflation:

My main dependent variable is the level o f inflation and the change in inflation.

inflation: Consumer price index, as percent change from prior year. Source: IMF, 

International Financial Statistics Yearbook, 1979 (1949-59), 1990 (for 1960-89) and 1996 

(1990-1994). IM F International Financial Statistics Database, line at 64 at 

www.infstatistics.org, December 2003

dis-inflation: This year’s inflation minus last year’s inflation, or else the change in 

inflation

Hypothesis one: Higher unemployment benefits and social protection reduces inflation

Level and Change in Unemployment benefit: Benefit expenditure on unemployment as a 

percentage o f total social insurance benefit expenditure. Source: ILO, The cost o f Social 

Security, Tables 11,10, 8, various years

Unemployment benefit is the direct private good offered to those afflicted by the 

economic shocks. According to the model, unemployment benefit should have a clear 

negative effect on inflation; the higher unemployment insurance is, the higher price 

stability is, because unemployment benefit is the compensation to those who suffer- 

contribute most to high price stability.
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Social Transfers and change in social transfers: Social Security Transfers as a percentage 

o f  GDP. Consists o f  benefits for sickness, old-age, family allowance, etc, social 

assistance grants and welfare. Source: OECD, Historical Statistics, various years (2001),

Social transfers are better understood as public goods instead o f private goods. They 

come closer to the notion o f social insurance, even though they also have a redistributive 

character as well. I also expect social insurance to have significant and large negative 

effects on inflation to the extent that they offer social insurance to those afflicted by 

economic shocks and are low income earners, suffer from unemployment or from the risk 

o f  unemployment. Testing both unemployment insurance and social insurance allows to 

test whether the prediction o f the public goods theory that voting on two public goods 

instead of one public and one private good is conducive to higher provision of the public 

good in question.

Lons term employment security: Long-term employment security guaranteed by firms.

1 =long-term (in some cases life-time) employment common in large firms; .5=some 

firms provide medium or long-term security (facilitated by relatively low unemployment 

rate); 0= employment security relatively uncommon.

Finally, I use this more institutional variable o f employment protection for two reasons: 

First because it is expected to be much less correlated with inflation than social insurance 

(in the sense o f the issue of endogeneity), and secondly because it is yet another 

dimension o f insurance against unemployment and income insecurity. While in some 

countries the main source o f social insurance in some countries is the state, in highly 

corporatist countries like Japan or Germany, the main source o f social insurance is the 

employers (Barr, 1992, p761). In the same way that those guaranteed generous welfare 

compensation against loss o f income, those guaranteed long term employment should not 

worry at all about deflation since they are not affected by i t  I accordingly expect to find a 

negative and strong correlation between employment insurance and deflation.

Hypothesis two: Income inequality does not affect inflation



The logged ratio of the gross earnings received bv the worker at the 50th percentile to the 

wage received bv the worker at the 10th ; Source “OECD Database on Trends in Earnings 

Dispersion”, OECD Paris.

Control Variables (economic and political controls)16 

Political determ inants

Voter turnout: Voter turnout in each national election, in percentages of electorate that 

voted (Mackie, Thomas and Richard Rose, The International Almanac o f Electoral 

History, 1982). For more recent years, the data are from the annual issue o f the European 

Journal o f Political Research reporting electoral results

Socioeconomic institutions

Wage Coordination: Coordination o f Wage Bargaining (1-5). The advantage of this index 

over the CWB is that it is time variant. For example, whereas the US is always scored as 

1, Belgium varies between 2-5 over the period of twenty years. Even though the general 

ranking is similar to the CWB measure, they differ. Their correlation coefficient is only 

0.6.

1 ̂ fragmented wage bargaining, confined largely to individual firms or plants; 

2=bargaining mainly at industry level with little or no pattern-setting; 3=industry level 

bargaining with reasonably strong pattern-setting but only moderate union concentration; 

4=centralized bargaining by confederations or government imposition of wage schedule 

freeze-without a peace obligation, high degree o f union concentration and extensive, 

regularized pattern-setting, tacit coordination o f bargaining by employer organizations

16

Data: I  test my argument on a dataset that includes only two decades: the seventies and the eighties 
My universe o f cases is the IS OECD countries w ithout Greece, Spain and Portugal.
I am using the new Comparative Welfare States Data Set, Northwestern University, University o f North 
Carolina, Duke University and Indiana University, by Evelyne Huber, Charles Ragin, John D. Stevens, 
David Brady, and Jason Beckfield. This dataset includes all the necessary variables to test my hypotheses 
on the effect o f inequality and social protection on inflation. Also, I have taken some variables like union 
density and financial employment from Franzese’s website, available at www- 
personal.umich.edu/franzese/Publications.htm.
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with extensive pattern-setting; 5=centralized bargaining by confederations or government 

imposition o f wage schedule freeze-with a peace obligation, extremely high degree o f 

union concentration and coordination o f industry bargaining by confederation, extensive 

coordination o f bargaining by employer organizations with extensive pattern-setting. 

Source: Lane Kenworthy, Wage Setting Measures: A Survey and Assessment, World 

Politics, 54,57, 1998

Union density: Union density, lagged one period: Union members as a  share o f labor 

force, taken from Golden and Wallerstein (1995)

Financial sector employment: Financial-Sector Employment (%). Finance, Insurance, 

Real Estate, and Banking Employment as a  percent of total employment. Source OECD 

National Accounts Volume II, Detailed Tables. Taken from Franzese, 1999, ‘Partially 

Independent Central Banks, Politically Responsive Governments and Inflation’

Economic Institutions

Central bank independence: Central Bank Independence (0-1). It is the average o f  five 

common indices: LVAU and QVAU from Cukierman (1992), EC and POL from Grilli et 

al (1991), and the original index from Bade and Parkin (1982). Source, Franzese 1999, 

Partially Independent Central Banks, Politically Responsive Governments, and Inflation, 

American Journal o f Political Science, 43 ,3 .

Economic Indicators

All o f the following economic controls are highly correlated with social transfers. If  I 

exclude them from my model, social transfers are inflated. Thus, when I test the 

disinflationary effects o f social transfers, we actually see their effects apart and beyond 

from their increase due to higher unemployment, lower national income and income 

growth.

National income growth: National Income: the lagged one period change in national 

income. The reason I take the change and not just the level o f national income, is because



the change one period lagged captures the short term inflationary effect o f economic 

growth, which, depending on one applied the monetarist or the Keynesian approach, can 

be the 'source o f inflationary bias’ or the inflationary effect o f  demand growth, 

respectively. . ,-i

National income: Last year’s national income. This is the current per capita GDP 

expressed relative to the US (US=100) in each year (Allan Heston, Robert Summers and 

Bettina Aten, Penn World Table Mark 6.1)

Unemployment rate: Standardized Unemployment Rate. Source: OECD, Quarterly Labor 

Force Statistics, No 4,1999;

Trade openness: Current-prices economic openness (exports + imports as %  o f current 

GDP). Exports plus imports divided by Real Gross Domestic Product Per Capita, in 

current prices, is the total trade as a percentage o f GDP. The export and import figures 

are in national currencies from the World Bank and the United Nations Archives. The 

level o f  trade openness is thought to decrease inflation and inflation variability (Romer, 

1993). Source, IMF IFS CDROM 1996

2.4.2 The empirical model

I use two models: For regressing the level o f inflation, I use a Lagged Dependent 

Variable model to model the dynamic process o f slow adjustment of last year’s inflation. 

Due to the problem o f  serial correlation between my Xs and the lagged dependent 

variable, I put all the Xs lagged one year, as well.

Thus, the model specification has the following form:

yt =  c  +  £ i y , _ i  + 0 2 X f - i
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This is also called a partial adjustment model because it models Y as adjusting slowly to

changes in X. The partial effects, &yl&x = P of the x are the immediate effects of a unit 

change in x on y. W hen we have a LDV model, however, we can also see the long run 

equilibrium where the effect o f the unit change in x fades over time. We can estimate the

equilibrium relationship between x and y by: /V O  ~ P i)

For regressing the change in inflation, I use an error correction model. I regress the 

change in inflation, not for econometric reasons since inflation does not have a  unit root, 

but for theoretical reasons: I am interested in the effect o f  the Xs on disinflation. Thus the 

model is like the following (partially):

<fyt = P \dyt-\ + P iy t - 1 + p 3dxt + Pax m

In this error correction model, the interpretation of the dynamics is more direct: the

coefficient P 1 o f the lagged change dependent variable is the momentum stickiness o f

y; how persistent is y. The coefficient P2 is the decay rate; how fast or slow the y 

adjusts over time. I f  it does not decay, then y does not go back to its equilibrium

condition. The coefficient f t  o f x is the momentum effect o f the change in y and the

change in x; what is the instantaneous effect of x on y. Finally, the coefficient Pi o f the 

level o f x is the equilibrium or permanent relationship between the x and y. To estimate 

the long term effect o f x on y, we need to divide ¡3 coefficient o f x (beta four) by the p 

coefficient o f the lagged dependent variable (beta two).

2.4.3 Estimators used

I test my hypothesis by using two different estimators: One is OLS with corrected 

standard errors by Beck and Katz (1995) and I also use OLS fixed effects, or else the 

within estimator. The fixed effects estimator is an error component regression model 

which captures the unobservable individual and time effects (Baltagi, 2001). Since
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regression m odels estimate the partial effect of a regressor on the régressant, they average 

both other time and across countries. The fixed effects model estimates the individual 

effect of every variable by subtracting it from the average. It is similar to an estimation 

where there are country and time dummy variables that capture the individual effects. 

Therefore, the fixed effects estimator drops all the time invariant variables (for example 

political institutions that are country specific or demographic data). The fixed effects 

model is useful when one wants to test quasi-experimentally the effect o f  a  variable 

across time and in the same country. Thus, whereas OLS has the advantage o f measuring 

the cross sectional effects which are very informative in comparative politics, the fixed 

effects estimator shows us to what extents the cross-sectional effects are country specific.

The fixed effects transformation is obtained by first averaging the following equation

over time to =  XifP + C/ + w,/- * = 1»2... 7 t0 get cross section equation:

ÿ, -  *iP + +  u i Subtracting the first equation from the second we have the fixed

effects transformed equation:

y u - P t  =  i x i t - X i ) P  +  Un -  ûi

The time demeaning of the original equation has removed the individual specific effect 

Cl' If  there are unobservable individual effects, and as long as the errors have mean zero
_2 j

and variance-covariance matrix , then the fixed effects estimator is the best linear

unbiased estimator. As ^  ^  00 the estimator is consistent.

Given that the main assumption is met, which is that the errors are not correlated with the 

regressors, the within estimator corrects for heteroskedasticity, which is due to the 

individual unobservable effects, and also gives a better estimation for the over time effect 

of a variable.
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Table 2.1: Summary statistics

Variable Obs Mean Std. Dev. Min Max

Inflation 342 7.739894 4.570143 -0.709 24.232

Unemployment 342 5.184895 3.530496 0.002 17.129

Income 324 9.334779 0.20676 8.592486 9.803391

Growth 341 0.022159 0.023941 -0.08128 0.07663

Union density 342 44.94918 17.17783 10.15 84.6

Wage coordination 342 3.418129 1.396694 1 5

Financial employment 342 0.068084 0.020609 0.021 0.113

Central Bank Independence 342 0.493304 0.20077 0.150495 0.931438

Voter turnout 324 80.16883 12.41249 46.1 95.4

Trade openness 324 60.08951 27.2389 11.83243 146.4488

Left cabinet 324 0.352191 0.401227 0 1

Unemployment benefit 321 7.914019 6.174541 0 24.9

Change in unem. benefit 303 0.173597 1.854785 -10.7 8.1

Social transfers 335 13.7346 4.371303 3.92579 28.90926

Change in social transfers 317 0.237522 0.772721 -3.0953 3.38

Firm employment protection 324 0.506173 0.405029 0 1

Pre-tax income ratio (50/10) 203 1.685296 0.248748 1.3 2.43

2.4,4 Results and discussion

Table 2.1: the effects of three different measures of social protection: unemployment benefit 

social direct transfers and employment protection provided by firms.

(1) (2) (3)
change in change in change in

inflation inflation inflation

Change inflation lagged 0.165 0.198 0.251

(0.100) (0.102) (0.094)**

last period's inflation -0.315 *0.322 -0.470

(0.076)** (0.077)** (0.083)**

unemployment rate lagged -0.331 -0.283 -0.361

(0.103)** (0.061)** (0.080)**

national income -2.918 -3.306 -1.772

(1.416)* (1.344)* (1.262)
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economic growth

economic openness 

union density 

wage coordination 

Financial employment 

central bank independence 

voter turnout 

left cabinet

change unemployment benefit, 

tagged

Unemployment benefit 

Change social transfers 

social transfers

29.245

(7.559)**

-0.005

(0.007)

0.008

(0.009)

-0.564

(0.153)**

-2.573

(12.072)

-1.671

(0.986)

0.017

(0.012)
-0.038

(0.368)

-0.114
(0.088)
0.068
(0.046)

25.988

(7.051)**

0.006

(0.008)

0.011
(0.008)

*0.628

(0.153)**

4.167

(8.952)

-1.089

(0.827)

0.032

(0.014)*

-0.076

(0.337)

-0.219
(0.172)
-0.119
(0.044)**

29.284

(7.258)**

- 0.002
(0.007)

0.034

(0009)**

-0.241

(0.144)

-45.081

(12.855)**

-1.393

(0.893)

0.010
(0.010)

-0.067

(0.335)

long term employment security by firm s -3.796

(0.844)**

Constant 31.764 34.999 25.882

(13.550)* (13.175)** (12.304)*
Observations 302 297 305
Number of ctry 18 18 18
R-squared 0.33 0.35 0.38
Standard errors in parentheses

* significant at 5%; ** significant at 1%

The effect o f  direct unemployment compensation on deflation is relative small and not 

quite significant. The reason for this result is likely to be that unemployment
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compensation is the direct response to increasing unemployment, and thus controlling for 

unemployment we ask the following question: what is the effect o f unemployment 

compensation on price stability, other than through its effect on unemployment? I test 

whether this is the case by re-estimating the three equations omitting the control variables 

o f  unemployment and growth. Even though 1 am aware that the model will suffer from 

omitted variable bias, this is a way to see whether the effect o f unemployment insurance 

changes significantly, since I will be looking for its total effect on deflation, which is 

through the path o f unemployment.

Social insurance is however, statistically significant even in the presence of all the 

controls. One percent increase in spending in social insurance leads to a 0.4% decrease in 

inflation. This means that in the long run, an increase o f social insurance from 15% o f the 

GDP to 20% of the GDP will bring down inflation by 2%. Of course, a five percent 

increase in the GDP devoted to social transfers is pretty high figure; however, these 

results capture both the cross-country, as well as within-country impact of social transfers 

in inflation; so they can also be understood as a country that devotes twenty percent o f  its 

GDP in social transfers has two percent less inflation than a country that devotes fifteen 

percent of GDP in social transfers. The momentum relationship is twice as small. One 

percent increase in social transfers decreases inflation by 0.2% in the short run. However, 

the variable is only marginally significant.

The significance and positive results of the deflationary role o f social insurance verify the 

hypothesis that voting on two public goods instead of a  public and a private good leads to 

higher provision o f the goods. Additionally, social insurance is less correlated with 

unemployment. As w e can see from the following correlation matrix, unemployment 

benefit is much higher correlated with unemployment than social insurance does:

unemployment unmben sstran

unemploy 1.0000
umnben 0.6638 1.0000
sstran 0.1972 0.0545 1.0000
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Finally, in equation three we see that employment protection has a significant and large 

negative effect on inflation as well. A  change from intermediate to high employment 

protection reduces inflation by 8%! In other words, in countries where employment 

insurance is provided for life, inflation should be zero. Japan, Austria, Finland and 

Sweden are the only four countries in the sample that had very high employment 

insurance during the seventies and the eighties. Both Austria and Finland had particularly 

low mean inflation rates o f  1.3 and 2.9 respectively. On the other hand, Japan and 

Sweden had higher rates o f 5.5 and 4 percent each, when the mean inflation rate in the 

period studied was 7.7. Also, Japan spent on average only 9% o f its GDP on social 

transfers, when the other three countries spent on average almost twice as much, around 

16% o f their GDP. Thus, employment insurance might be a  primary factor for keeping 

below the average inflation in Japan.

Table 2.3: testing for the total effect of social protection by omitting last year's unemployment and  

income growth in nested models.

change change

in in change in

inflation inflation inflation

Change inflation lagged 0.254 0.268 0.330

(0.117)* (0.117)* (0.114)**

last period's inflation -0.359 -0.366 -0.470

(0.090)** (0.089)** (0.095)**

national income -2.491 -2.608 -1.608

(1.363) (1.336) (1.267)

economic openness -0.012 0.006 0.005

(0.008) (0.009) (0.009)

union density 0.017 0.014 0.032

(0.007)* (0.007)* (0.009)**

wage coordination -0.291 -0.384 -0.115

(0.155) (0.155)* (0.159)

Financial employment -16.252 -10.639 -41.461

(12.539) (10.883) (13.052)**

central bank independence -1.794 -1.211 -1.355

(1.040) (0.970) (0.969)
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voter turnout 0.001 0.024 0.014

(0.010) (0.012)* (0.011)

left cabinet 0.228 0.205 0.252

change unemployment benefit,

(0.399) (0.346) (0.329)

lagged -0.185 •0.148 -0.110

(0.093)* (0.090) (0.084)

Unemployment benefit -0.027 -0.067 -0.102

(0.029) (0.033)* (0.035)**

Change social transfers -0.197

(0.181)

-0.070

(0.175)

social transfers -0.173

(0.052)**

-0.145

(0.051)**

long term employment security by firms -2.667

(0.784)**

Constant 29.010 29.846 23.882

(13.180)* (13.032)* (12.311)

Observations 303 295 295

Number of ctry 18 18 18

R-squared 0.23 0.27 0.31

Standard errors in parentheses 

significant at 5%; ** significant at 1 %

As we can see in table two, the momentum effects of unemployment benefits are 

relatively large and significant on deflation, in the absence o f last year’s unemployment. 

The effect is almost 0.2% impact on the change in inflation. In columns two and three of 

table 2 .3 ,1 include the different measures o f insurance. In column three where all three 

measures are included, we see that only their equilibrium effects are significant. The level 

effects remain statistically significant and do not change much.

fili-

ft
fi!
Si

ft
i::C?4

49



Table 2.4: Fixed effects estimator on both the change and level inflation

Change inflation lagged 

last period's inflation 

unemployment rate lagged 

national income 

economic growth 

economic openness 

union density 

wage coordination 

Financial employment 

central bank independence 

voter turnout 

left cabinet

change unemployment benefit, 

lagged

Unemployment benefit 

Change social transfers

(1) (2)

change in

inflation Inflation

0.272

(0.052)**

-0.759 0.396

(0.063)** (0.053)**

-0.625 -0.697

(0.115)** (0.115)**

-5.330 -1.895

(2.453)* (2.330)

7.386 14.674

(6.120) (6.169)*

0.087 0.108

(0.027)** (0.026)**

0.115 0.058

(0.045)* (0.042)

-0.186 -0.211

(0.155) (0.152)

-38.695 -39.850

(23.466) (23.567)

6.680 4.653

(3.425) (3.555)

-0.039 -0.031

(0.052) (0.053)

-0.065 0.044

(0.416) (0.419)

0.069

(0.074)

0.006 0.015

(0.060) (0.057)

-0.427

(0.163)**

•0.528 -0.407social transfers



long term employment security by

(0.131)** (0.117)**

firms -2.515 -2.399

(1.151)* (1.089)*

Constant 60.427 27.114

(21.894)** (20.420)

Observations 294 313

Number of ctry 18 18

R-squared 0.56 0.73

Standard errors in parentheses 

* significant at 5%; ** significant at 1%

In table 2 .4 1 estimate the nested model with fixed effects, both on the change and on the 

level of inflation. The effect o f social insurance on inflation is twice as large, from 0.4% 

to 0.8%, while the effects of long term employment insurance decreases. This is not 

surprising since the provision of social insurance varies over time more than the 

institutional variable o f employment insurance or wage coordination. The important point 

here is that hypothesis one is verified, by showing that social insurance is the cushion 

against adverse events that create inflationary pressures.

Table 2.5: testing the effect of pre-tax income disparity between the median and poorer 

households, both with OLS panel robust errors and with fixed effects estimator

OLS: Fixed

OLS effects

change in change in

inflation inflation

Change inflation lagged 0.142 0.203

(0.096) (0.062)**

last period's inflation -0.244 -0.695

(0.079)** (0.078)**

unemployment rate lagged -0.391 -0.599

(0.124)** (0.185)**

national income -2.511 -1.513

(2.062) (4.108)
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economic growth 23.379 3.330

(9.111)* (8.972)

economic openness 0.012 0.033

(0.010) (0.041)

union density -0.004 0.107

(0.010) (0.085)

wage coordination -0.802 -0.060

(0.246)** (0.216)

central bank independence 0.790 3.648

(1.012) (3.667)

Financial employment 11.530 -54.604

(12.783) (34.560)

voter turnout 0.028 -0.123

(0.018) (0.061)*

change unemployment benefit,

lagged -0.081 0.080

(0.088) (0.094)

Unemployment benefit 0.028 0.022

(0.052) (0.084)

Change social transfers -0.372 -0.557

(0.233) (0.241)*

social transfers -0.099 -0.526

(0.066) (0.245)*

change in income inequality 50/10

ratio -18.539 -4.779

(7.053)** (6.527)

Income inequality 50/10 ratio -2.235 7.252

(1.518) (5.243)

Constant 27.787 32.190

(19.991) (38.558)

Observations 171 171

Number of ctry 15 15

R-squared 0.38 0.59

Standard errors in parentheses 

* significant at 5%; ** significant at 1%



Finally, in table 2.5 we test the hypothesis that income inequality does not matter. Social 

transfers seem to have no effect on inflation when we control for income inequality, and 

income inequality has a statistically significant negative effect on inflation. These results 

are surprising and reject hypothesis two. Looking into more detail at the impact o f 

income inequality, we see that there does not seem to be an equilibrium effect between 

inflation and inequality. On the contrary, the immediate impact o f a unit increase in 

income inequality reduces inflation by 18% ! I understand from these results, that in 

countries with increasing income inequality social insurance is not a means o f keeping 

low inflation. Applying this result to the theoretical model, we can infer that when the 

median voter is much richer than the bottom tenth income decile voters, they do not 

receive compensation during the course o f  deflation. This might not be too surprising, 

since more unequal societies tend to have lower social insurance, as well.

In order to understand further this result I estimated the equation with fixed effects to test 

the over time and within country effect o f income inequality. In other words, if  the OLS 

regression captures the cross national phenomenon that unequal societies offer less social 

protection to the lower income groups. The results vary considerably. Within countries, 

social transfers have a large deflationary effect, even when we control for income 

inequality. Thus, the hypothesis that social transfers decrease inflation is verified. 

Countries that devote higher proportion o f their national income in social insurance, 

compensate those hurt by deflation. On the other hand, countries that have high income 

inequality seem to be able to deflate without compensating the losers o f deflation. Thus, 

the second hypothesis that income inequality does not have an effect on inflation is 

refuted. Clearly, more research should be done on the effect of income inequality on 

inflation. These conclusions should be further tested.



2.5 Conclusions

Price stability is a both an economic and a political outcome. In this chapter I study the 

forces o f demand and supply o f price stability and the political dilemmas it poses to 

governments. I showed that countries with generous welfare states are likely to 

experience higher price stability than countries with poor social insurance because the 

political cost o f  deflation is lower. I developed a model where price stability is a public 

good with externalities and as such it is bound to be underprovided when those paying 

asymmetrically high costs are not compensated. However, this is a  model that does not 

address the question when and why those paying the asymmetrically high cost for the 

provision o f  the public good, or in other words the losers o f  deflation have the political 

power to demand compensation. This is the next question I try to answer in the following 

two chapters, when I study the effect o f the political party system on social spending.

I also found in this chapter that income inequality does not appear to have the expected 

inflationary effect found the literature. Its effect is either deflationary, at least in  the short 

term, or positive but not quite statistically significant in the within country results. I do 

not look further into the question of income inequality in this chapter. I offer the results 

as a suggestion for further research. I focus, instead on the conditioning effect o f  social 

transfers on the deflationary role o f central bank independence and on the impact o f  

ideological partisanship on in chapters five and six, respectively.
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3 A theory on the role of the political party system on 

macroeconomic policies

3.1 Introduction

Policy outcomes are contingent upon the distribution o f policy preferences among the 

voters as well as upon the dynamics o f electoral and political competition. In chapter two 

voters’ utility over inflation was discussed and policy outcomes were predicted. 

According to the theoretical argument in chapter two, the level o f social insurance 

determines price stability. Social insurance is the cost paid by the government to those 

hurt by deflations, necessary for maintaining high price stability. When social insurance 

is inadequate, the government faces an increased political cost when it follows 

deflationary policies. At this point, one could legitimately ask whether it is unrealistic to 

draw inferences solely on voters’ preferences. Why would governments be responsive 

and politically dependent on the potential losers of deflations?

Economic preferences of groups can only influence policy making when they matter 

politically. In a majority or plurality electoral system, the preferences of minorities have 

no impact on policy, since by definition these systems are only accountable to the 

electoral majority or plurality (Powell, 2000). If this is true, deflations are politically 

costly only when the electoral majority is hurt, or according to the median voter theorem, 

when the median voter’s interests are at stake (Downs, 1957).

The majority of countries have some kind o f proportional electoral system, which usually 

allows multiparty competition and in most cases permits small electoral parties to 

participate in multiparty governments. In this case, political demand for social protection 

might be more effective, if there is a party in the government representing these 

disadvantaged groups. Thus, social protection and consequently, price stability are 

determined not only by the distribution o f interests in the society, but also by the electoral 

and political system at place.
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The main argument in this chapter is that economic outcomes vary significantly among 

countries, because political institutions weaken or empower the preferences of various 

social groups through their representation by partisan parties in consecutive governments. 

The political party system shapes both the electoral and political strategies and policy 

priorities o f the political parties and also their long term policy influence. In this chapter I 

focus on how the political party system determines policy outcomes, and particularly, I 

look at the role o f  the political party system on social spending.

I develop the theoretical argument why coalition governments are more likely to spend 

more on social welfare than single party governments. The argument unfolds in steps 

starting from the electoral system and its impact on pre-electoral competition to continue 

to post-electoral political competition and policy choices. The cornerstone assumptions 

are that political competition cannot be properly understood outside the logic o f electoral 

competition, and that macroeconomic policies are intimately linked to political survival. I . 

argue that different political party systems are governed by different electoral and 

political competition dynamics, and as a  consequence, macroeconomic policies are likely 

to vary between them.

Electoral and political competition are interlinked to the extent that voters monitor 

parties’ declarations and they have the power to reward or punish them for post-electoral 

deviations. A t the same time, policy declarations and policy bargains directly affect the 

possibilities o f  coalescing with the other competing parties. This double consideration 

forces parties to  develop both policy and behavioural strategies that will maximise not 

only their votes but also their chances o f  attaining office.

Parties calculate their preferred policy position according to the other parties’ positions, 

as well as according to other external (for example, valence issues) and internal factors 

(for example, party activists and party unity). Electoral competition varies between single 

member district majority systems and multimember district proportional systems. In 

majoritarian systems, vote maximisation strategies are more pronounced than policy 

maximisation strategies. This is due to  the fact that under majoritarian systems, the party
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with the majority or plurality o f votes attains the government office whereas under 

proportional systems participation in the government’s cabinet and portfolio allocation 

are a function, not only o f the votes but also of the policy and office bargains with the 

other political parties.

Apart from the electoral and political competition dynamics, political parties operate 

under the environment o f bargaining dynamics. Unlike the single party government 

political systems, parties in multiparty government political systems enter a second round 

o f political competition once the elections are over. Post-electoral bargaining before and 

during government formation is the second major determinant o f policy outcomes. Post- 

electoral bargaining is immediately linked to pre-electoral policy announcements, but not 

only. Issues of party credibility, trust and reciprocity arise during portfolio negotiations. 

Additionally logrolling before and during the life of government is also very frequent and 

is expected to result to policies mutually beneficial to the negotiating parties.

Before I develop the theoretical argument fully, I outline its structure as it follows in the 

rest of the chapter. The electoral system sets the pre-electoral rules o f the game for the 

political parties: parties in proportional electoral systems tend to have more partisan 

policy manifestos because they can aim at maximizing their votes and can appeal to 

specific groups, for example minority income groups such as the unemployed. On the 

other hand, plurality systems which usually have single party governments, force parties 

to target either the median voter or marginal constituencies that can determine the 

electoral outcome.

At the second stage, and once in government, coalition governments are faced with the 

challenges o f policy bargains and compromises that will be politically beneficial for all 

the parties. The logic o f logrolling is applied and parties tend to want to satisfy policies 

that are salient to them, trading off less important issues. The importance of the issue at 

stake is determined pre-electorally. Parties want to appear credible to the voters and 

therefore they are constrained, to some extent, by their pre-electoral announcements.
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On the other hand, single party governments are not constrained post-electorally by any 

other party, since they have legislative majority. Their policy decisions are more likely to  

be constrained by the level o f political competition. If  their main opponent is weak and 

they had a large win margin then not only are their political constraints low but also the ir 

electoral constrains are minimized. As a consequence, and assuming that their political 

opponents do not offer any viable alternative to the electorate, they can follow partisan 

policies against the theoretical expectations that plurality systems are centripetal and 

proportional systems are centrifugal (Sartori, 1966; Cox, 1990).

The second important difference between single party majority and coalition 

governments that impacts on its policy outcomes is the magnitude o f government 

turnover and its impact on policy continuity. Political competition is not the only 

constraining factor in government’s policy priorities. Time and government change is 

another critical factor that has an immediate impact on long term policy planning.

The main virtue o f plurality systems, which is that it determines clear winners and losers 

allowing the voters to punish the incumbent, can sometimes become a vice if  government 

change leads to successive policy swings and lack o f policy continuity. On the other 

hand, in coalition governments, which suffer from higher cabinet instability and a  higher 

rate o f  government change, the magnitude of the change is smaller, allowing larger 

portfolio stability. I show that with respect to redistribution, policy discontinuity is 

directly linked to portfolio stability rather than to government change.

Schematically, and before I present the theory in more detail, the structure o f the 

argument is the following:
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3.2 Building block one: Discussing the central theoretical assumption: 

parties have partisan preferences

3.2.1 Electoral competition in two party political systems

Downs (1957) showed that political competition along the left-right ideological 

dimension leads to policy convergence. In a two party system, both parties will locate 

themselves at the median voter, because the more one distances herself from the median, 

the more votes she loses. This conclusion rests on the median voter theorem according to 

which, the winning proposal is the ideal point o f the voter with the median peak 

preference, assuming quasi concave preferences and assuming that vote aggregation 

follows the majority rule (Black, 1958). Downs assumed that parties were purely office 

seeking, but this result holds even when parties care only about policy.

Convergence collapses when parties are policy seeking and when they are uncertain 

about the median voter’s most preferred position (Roemer, 2001). Convergence also 

breaks down when there are multiple issues to be voted on, which cannot be collapsed to



one dimension. Majority rule leads to cycling when there is not a median for both 

dimensions simultaneously, as shown by Plott (1967). This happens because one party 

can capture the median voter on one dimension and the other party can capture the 

median on the other dimension. Under these conditions it is not possible to predict which 

proposal will prevail (Rae and Schickler, 1997, p i72). Also, when electoral competition 

is between three parties, the convergence equilibrium does not necessarily exist even in a 

single dimensional space (Osborne, 1993)

Empirical work on electoral competition also manifests in favour o f electoral policy 

announcement divergence. With respect to their electoral strategy, parties are likely to 

speak more loudly about the issues they have an advantage and keep quiet about issues 

they are bound to lose. Riker expressed this as the Dominance principle and the 

Dispersion principle (1996, p6). According to the Dominance principle when one side 

dominates an issue the other party abandons it, and according to the Dispersion principle, 

when neither side dominates an issue both sides abandon it. Therefore, parties are likely 

to find an issue that is popular and ‘own* it. This way parties can distinguish between 

each other and the more they distinguish between them, the larger their chances are for 

electoral gains according to the directional theory o f Macdonald and Rabinowitz (1998).

Directional theory seems to be able to explain why parties would hold ‘extreme’ 

positions during electoral campaigns. Macdonald and Rabinowitz (1998) show that in a 

two party system when electoral competition is on a single issue convergence to the 

median is likely to  occur when both parties can position themselves close to this issue. 

However, in the case that one party has the advantage o f a valence issue, such as a for 

example a charismatic leader or good past governance, the other party should distance 

itself from the median in order to direct the voters’ attention to another more evenly 

divided issue. Ansolabehere and Snyder (2000), show that this result holds even when 

electoral competition is on multiple issues. This is so because once a party has an 

advantage over a valence issue, it is almost certain that this party will win the elections. 

The authors find that in this case, the party with the advantage should take a moderate 

position, whereas the other party should take a more extreme position. Schofield (2004),
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tested how the nature o f the valence issue influences the party’s pre-electoral issue 

positioning for the case o f  Britain and found that when the party’s valence advantage is 

strong, the activist’s have less influence on the party and so it takes a more moderate 

position, whereas the opposite is true when the party lacks valence advantage.

3.2.2 Policy positions in light o f the logic o f electoral and political competition in 

multiparty political party systems

Position divergence during the electoral campaigns is common in multiparty political 

systems. Country specific electoral data indicate that both the electorate and the positions 

o f  the parties, as revealed either by electoral manifestos or surveys, hold partisan 

positions on at least one issue, which usually lies on the socio-economic dimension 

(Adams and Meml,1999, Schofield, Martin, Quinn and Whitford, 1998). Austen-Smith 

and Banks (1988) and Schofield (1993,2004) both developed models o f political 

competition where they show that it is optimal for the parties to announce partisan pre- 

electoral manifestos, and furthermore to try to implement their policy declarations when 

they come to office.

This empirical observation is hard to explain if  parties are only office seeking. However, 

even under this assumption, Austen-Smith and Banks (1988), show that even when 

parties are office seeking, they use policy differentiation instrumentally and thus they do 

not all converge to the median because voters are symmetrically distributed around the 

median and are solely interested in policy outcomes. Under this assumption, and given 

that voters evaluate the credibility o f  candidates overpast elections and governments, 

they punish those who deviate from their pre-electoral positions when they are in office. 

Their model, which consists of the three, office seeking parties, predicts that the largest 

party, in terms of votes translated into seats under a proportional electoral system, will 

coalesce with the smallest party. Furthermore, they find that the party that occupies the 

median position cannot be the largest party. Thus, even though the legislative outcome 

will be around the median, the policy outcome will be partisan to the extent that the



largest party in coalition will either to the left or the right o f the median, thus policies will 

be partisan.

Unlike the Austen-Smith and Banks (1988) model which predicts vote maximisation 

strategies and partisan policy outcomes, Schofield (1993) predicts that vote maximisation 

is not the predominant goal o f parties in multiparty political systems since the largest 

party does not always succeed in forming governing coalitions. Pre-electoral policy 

declarations are made under the uncertainty of post-electoral coalitions. Additionally 

according to Schofield (2004), parties in multiparty political systems are both office and 

policy seeking due to party activists, who are usually more ideological than the party 

leaders because “party leaders prefer to offer activists purposive incentives” (Muller and 

Strom, 1999, p i 5). Thus, he predicts that while pre-electoral parties’ platforms are 

partisan , they are not extreme to the extent that parties are uncertain about future 

coalitions. Future electoral and political considerations force parties to keep their pre- 

electoral promises, both to the voters and to the other political parties.

Using electoral data for the Netherlands and Germany, Schofield et al find that parties’ 

electoral declarations are partisan even though it would be, theoretically, beneficial for 

the parties to move to the political centre. When there is a party that occupies the centre 

in multiparty systems, it can form a minority government, like it commonly is the case in 

Sweden, Denmark and Norway. However, in many cases, such as in the Netherlands and 

in Germany, there is no party that occupies the centre, leaving the political core (unbeaten 

policy point, Schofield, 1993, p i37)) empty. Additionally, when parties are both office 

and policy seeking, they might act strategically by taking more extreme positions during 

the electoral competition than they expect to implement, because they will have more 

bargaining power during the government formation negotiations. 17

17 Adams and M errill argue that parties have incentives to ‘ illum inate' their particular position 
differentiation, when their voters support them fo r non-partisan reasons (type o f occupation, education, 
residence). On the other hand, Schofield et al, (1998), argue that such demographic factors do not suffice to 
explain partisan pre-electoral position taking in multiparty political systems.
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To sum up, divergent policy declarations are more likely to occur when more than one 

policy issue are important and contested among the electorate. Irrespective of whether the 

issues are supplied by the competing parties or whether they exist due to the voters’ 

heterogeneity, parties can locate themselves further from the median on the policy map. 

The existence o f more than one dimensions o f policy in multiparty political systems has 

been empirically shown (Laver and Hunt, 1992), and thus I proceed with my analysis 

assuming that this is always the case.

3.3 Building block two: Policy convergence and divergence is a 

function of political competition

3*3.1 Policy outcomes constrained by political competition in single party 

governments9political systems

Electoral proposals do not necessarily translate into policy outcomes. According to 

Downs, parties implement the policies preferred by the median voter, whereas according 

to Hibbs (1987), parties implement policies that benefit their core constituencies. Pre- 

electoral policy positions need not coincide with policy outcomes. I show in the 

following two sections that while parties in coalition governments are more constrained 

to keep their pre-electoral announcements, parties in single party governments might be 

less constrained to do so because they do not have any governing partners. This is 

especially true when they face low political competition from their main competitor.

According to Stokes (1999), “both qualitative evidence from campaigns and statistical 

analysis o f cross-national data offer evidence that fear o f losing elections induced 

politicians to hide their policy intentions” ( p i l l ) .  Stokes found evidence in the Latin 

American democracies that electoral mandates and policy switches depend on the 

intensity of the electoral competition and the voters’ level o f  uncertainty. In the cases of 

Menem in Argentina and Fujimori in Peru, both leaders promised to follow socialist and 

labour friendly policies, but when they came to office, they implemented neo-liberal
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policies. The author also found that non-responsiveness to electoral mandates is 

politically costly, unless the switch has obvious economic positive results.

Similarly, in the work of Mulé (2001), we see that the nature o f  political competition in 

the four different plurality political systems o f USA, Australia, Canada and the UK, 

changes the policy positions of the governing parties. The intensity o f party competition 

determines whether internal factions will try to break o ff and question the party’s 

leadership. On the other hand, “the dominant coalition enjoys ample margins of 

manoeuvre to undertake radical departures from previous redistributive commitments” 

unconstrained by internal and external credible threats (p51). Thus, according to Mulé, 

the level o f political inter-party competition is not a sufficient explanation for changes in 

redistribution; one needs to also know the ‘games played’ by the different factions in the 

governing parties. In the case of Canada, the same party ruling from 1972 to 1979 

implemented two radically different policies with respect to income redistribution: while 

in power, between 1972-1974 as a minority government, it generously redistributed from 

the middle classes to the lowest income deciles (p58-62). The author argues that the 

strong competition on the left and the lack o f  competition from the right is the main 

factor for this generous redistribution. W hile it was in power as a  single party majority 

government, the same party lead by the same prime minister turned to welfare cut-backs.

The British case during the eighties is an indicative case o f weak political competition 

where the governing party has room for supply side policies and reforms. “The 

conservative governments manipulated redistributive policies to mobilise sections o f  the 

electorate into a  winning coalition o f voters” (Mule, p i  14). Home-ownership increased 

from 57% in 1979 to 72% in 1992, a fact which is thought to have offered a lead o f about 

25 points to the conservative party throughout the 1980s. Additionally, ‘popular 

capitalism’ was promoted by the sale o f public utilities which increased the numbers o f 

the population holding shares from 2 million in 1979 to 9 million in 1987 (Boix, 1998, p 

185,188). Thus, the fact that party competition in Britain was much weaker than in 

Canada, allowed the government to undertake partisan redistribution growing the gap 

between the poor and the rich.
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3.3,2 Policy outcomes constrained by political competition in multiparty governments: 

Policy seeking parties in multiparty political systems

Following Austen-Smith and Bank’s as well as Schofield’s approach I assume that pre- 

and post-electoral competitions are mutually interlinked and non-separable. Thus, policy 

declarations are not independent from post-electoral policy making. When coming into 

power, parties in coalitions are expected to try to implement their manifesto 

announcements because this is the way to build and preserve their credibility as policy 

minded parties (Schofield, 1993). Schofield illustrates how parties have best response 

strategies to the ideological locations o f the other parties in the political competition. 

According to his analysis, in equilibrium each party will be committed to its declared 

position as a representation o f its ideal point in coalition negotiations, even if this is not 

its real ideal point (p.16).

An illustration o f how ideological positions restrain parties’ office seeking ambitions as 

well as their bargaining power is the Dutch case, where the median party in the left-right 

ideological axis dominated the country’s politics because the socialists would not 

coalesce with the liberals. The Christian Democrats participated in all the governments 

from 1917 to 1994 and maintained control o f cabinet formation as well (Hillebrand and 

Irwin, 1999, p.l 12). Since the liberals and the socialists mutually excluded each other 

from coalescing, the Christian Democrats would form all the cabinets alternating 

coalitions between the socialists and the liberals (p.l 14). Even when the socialists 

received the majority o f  the votes, in 1977, they could not govern because they failed to 

come into an agreement with the other Christian parties which led to a coalition between 

the Christian democrats and the Liberals (p .l 16).

Pre-electoral policy convergence does not guarantee post-electoral policy convergence 

and neither does pre-electoral policy divergence necessarily lead to post-electoral policy 

divergence. While parties in majority/plurality electoral systems might be induced to 

converge to a left-right median and parties in proportional electoral systems might be



induced to differentiate themselves from one another (Cox, 1997, p331-236), post- 

electoral competition can dramatically change their policy choices.

3.4 Building block three: Ideological variance as a function of party 

change between consecutive governments

Having assumed that single party majority governments have more freedom to follow 

partisan policies than coalition governments, should we expect that left single party 

governments spend more than right single party governments? In other words, should we 

conclude from the preceding analysis o f  electoral and political dynamics that coalition 

governments follow more centre policies than single party governments? I argue that this 

is not the case with respect to social spending because another condition is also 

necessary; the time that left governments have been allowed to hold power.

Unlike Sartori, who argued that hegemonic systems like the Italian one, where one party

dominates the political system and participates in all subsequent governments, polarise

the society and are incapable o f  implementing long term policies (1966, p i 62),

Lapalombara warned o f the negative consequences o f the frequent turnover o f  ideological

governments (1966, p36). According to Lapalombara, when members of coalitions

change relatively often and when there is not a  dominant party in the coalition, then the

political system is one o f turnover rather than o f hegemony. He then went on to stress the

advantages o f hegemony over turnover: “ Where the central tendency o f the parties is 
16

ideological and there is frequent turnover, we may expect a great deal o f turm oil Such 

situations suggest that the society is so evenly divided along two or more ideological 

dimensions that frequent turnover on the one hand makes it impossible fo r any one group 

to implement o f  its ideological orientation and, on the other hand, assures that 

succeeding groups in power will seek to undo whatever maybe have gone before 18

18 Instead o f pragmatic
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Restating Lapalombara’s insight with respect to social spending, frequent change 

between partisan governments can inhibit long term social spending because when a right 

wing government comes to power will seek to undo the welfare policies of the previous 

socialist government. This effect is more pronounced in single party governments where 

elections always determine a winner, who wins the office and a loser, who is evicted 

from office.

On the other hand, in multiparty government political systems elections rarely produce 

such a clear outcome19. Even in political systems that are dominated by one party, like in 

the cases of Italy and thé Netherlands, where the Christian democrats have ruled for 

almost half a century, policy influence o f other parties, both o f the left and of the right, 

can be high due to their longer term presence in consecutive governments. In Italy, for 

example, both the Social Democratic and the Social Italian parties have coalesced with 

the Christian democrats, whereas in Japan, which has a mixed electoral system, the 

Liberal Democrats have ruled alone continuously for half a  century. The policy 

consequence o f the two different party systems is that social welfare is expected to be 

higher in Italy than in Japan. Likewise, social welfare is expected to be even higher in 

countries where the dominant party is socialist like in the case o f Sweden.

The immediate consequence o f the lower replacement rate between governments in 

coalitions is that they have smaller ideological variance between governments. Thus, the 

variance in the ideological gravity o f consecutive governments does not only depend on 

the absence or presence o f  governing partners or on the level o f political competition. 

Ideological variance is also a function of government turn-over.

H ypothesis one: Ideological variance between governments is larger in single party than 

in multiparty governments

The rate of government replacement is not the only factor that affects policy continuity. 

The frequency o f government change is also thought to have a direct impact on political

19 This is the case in single party minority governments
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stability and policy efficiency (see Huber, 2004). Cabinet change is more frequent in 

coalition governments than in single party governments (Laver and Schofield, 1990, 

p i48-149). Frequent cabinet changes are likely to cause policy deadlocks and inability to 

undertake reforms (Sartori, 1966). This is the reason that some scholars have argued that 

two party political systems are more politically stable than multiparty systems, which 

under ideological polarisation can develop centrifugal tendencies which can potentially 

endanger the democratic order (Linz, 1978, p24-25). However, more recently scholars 

have found no real effect o f cabinet change on the government’s ability to undertake 

major reforms and cabinet duration (Sartori, 1994, p i 12-113, Lapalombara, 1987).

A different debate on the role o f the party system on policy stability and efficiency 

evolved from French politics specialists, who argued that ministerial instability matters 

more than cabinet instability. Huber showed that portfolio volatility has a more direct 

effect on policy efficiency than cabinet volatility (1998). He also showed that cabinet 

duration and ministerial stability do not have to go hand in hand (2003). In fact, portfolio 

volatility can be lower in countries with high cabinet stability, such as in the UK which 

has high cabinet duration. Specifically, the average number o f  days that individuals hold 

any top-ten positions in Italy is “ 1389, where as in Britain this average is 1276” (Huber, 

2003, p3).

3.5 Building block four: Partisan ministries and social spending in 

multiparty governments

3.5.1 Left occupation o f welfare ministries: The Laver and Shepsle model ofportfolio 

allocation

In line with Huber’s intuition that ministerial volatility matters more than cabinet 

volatility, I proceed to examine the role o f  the partisan control o f ministries in social 

spending. Unlike Huber, I am only interested in the control o f  the ministry by the same 

party and not in the changes in its personnel. Thus, my theoretical argument is similar to 

the power resources theory that argues that left wing parties represent the lower income 

classes (Palme and Korpi, 2003); at the same time it is dissimilar to it in that I expect
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social spending to be higher even if  the ideological centre o f gravity o f the government is 

leaning to the right as long as there is a left party controls a  welfare ministry.

I immediately address the question why coalition governments are likely to have higher 

social spending than single party governments. Having already discussed the main 

differences o f the two different party systems, I focus on the political processes o f 

government formation, portfolio allocation and policy influence in coalition governments 

that are conducive to higher spending. I limit the analysis here to my own argument as 

regards the spending dynamics in coalition governments, and I discuss alternative 

theories in chapter four.

Coalition governments are the outcome of post-electoral bargaining. Post-electoral 

bargaining is directly affected by the electoral outcome, but not only. With respect to the 

question which party gets in and who gets what, the literature informs us that there are 

two main factors that determine the power o f parties: the size of the parties and their walk 

away value. The size o f the parties is intuitive and obvious: democracy demands that the 

parties with the plurality o f votes have access to power. The walk away value of parties, 

however, is less obvious and much less researched. It usually refers to the power o f 

parties to form governments and dictate policies irrespective o f their size. These are the 

parties that are located, usually, centrally so that their participation in the governments is 

essential for a feasible coalition. These parties can thus make credible threats to abandon 

the negotiations if  their demands are not met since they can coalesce with other parties 

(Lupia and Strom, p i2).

However, bargaining is not only a matter o f power and credible threats. On the contrary, 

a  norm of fairness seems to be at place with respect to portfolio payoffs (Laver and 

Schofield (1990). Portfolio payoffs correlate stronger with the parties’ legislative weight 

than with their bargain ing power. Additionally, the smaller parties tend to receive slightly 

more than a proportionate share o f portfolios while the larger parties receive slightly less 

(p i72-173). Thus we expect to find that a small party can have a much larger impact on 

policy outcomes than its legislative size would assume.
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By being a fair partner and also by rejecting bad offers due to the desire to receive short 

term benefits, a party can build up its reputation as a principled party. Furthermore, a 

party’s ability to coalesce as well as to receive the office spoils it prefers depends on its 

reputation. According to Lupia and Strom, parties value power within a governing 

coalition but they also value some partners more than others (1995, p652). “Parties that 

fail to cultivate voter support are replaced in parliament by parties that succeed, while 

parties that fail to maintain coalition agreements are replaced in cabinets by parties that 

can” (Lupia and Strom, 2004, p5).

Finally, portfolio and policy negotiations between parties take place in an environment of 

uncertainty and high negotiation costs, as well. Parties suffer from two different types of 

uncertainty: the first is with respect to the voters’ preferences and the second with respect 

to the other party’s preferences and strategies. This uncertainty forces the parties to 

develop strategies that minimise it. Lupia and Strom (2004) as well as Laver and Shepsle 

(1990) argue that credible commitment is the way to deal with uncertainty. Parties that 

can credibly commit or/and make costly public promises become more predictable and 

increase their walk-away values, which benefits them in negotiations. Thus, we should 

expect that parties try to honour their pre-electoral announcements both due to electoral 

but also due to political-strategic concerns.

Laver and Shepsle have argued that parties, once in the cabinet, are ‘forced’ to occupy 

the ministries that are directly related to the parties’ salience issues in order to enhance 

their credibility towards the voters (1990). Moreover, Laver and Shepsle (1996) argue 

that parties not only occupy the ministry that is most closely related to their policy salient 

issues, but that each ministry has almost full control o f its policy jurisdiction. Thus, they 

have developed a parsimonious model which predicts that policy outcomes depend on 

which party controls a  particular ministerial portfolio.

More particularly, and with respect to the issue o f macroeconomic policy making, parties 

that traditionally dominate social policy issues, such as socialist parties, are likely to 

demand to hold the ministries that are directly related to social policy issues such as the
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ministry of social affairs and labour. On the other hand, more right wing parties are more 

likely to demand ministries such as finance and economics, defence and public order.

The Dutch case o f the 1981 elections is indicative of the policy and office logrolls that 

take place among coalitions of diverse ideological parties. The 1981 elections were 

dominated by two issues: nuclear weapons and socio-economic affairs. The Christian 

democrats had received 48 seats and Labour 44. The negotiations were hard and revolved 

around two main issues: premiership and the economy. Both parties’ leaders had been 

prim e ministers in previous governments and they were both battling for the first 

position. On the other hand, the parties’ positions on how to deal with the economic and 

financial crisis o f the early eighties were contrasting, with the socialists insisting on 

labour protection and particularly on the protection of those on government benefit, 

whereas the Christian democrats were in favour o f minimising the deficit and decreasing 

the public sector which had reached 70% o f the economy. The final compromise was that 

the premiership was given to Van Agt, the leader o f the Christian Democrats, whereas the 

ministry of Social Affairs was given to Den Uyl, the ex-prime minister and leader o f 

Labour, with extensive responsibilities. Den Uyl was given such wide responsibilities 

that he was called by the leader of the opposition as the ‘super-minister’ (Hillebrand and 

Irwin, 1999, pl20).

This is a clear case where one can witness the constraining power o f  the political party 

system on the parties’ strategies and probably the subsequent government policies. 

However, in this particular case the government did not survive the opposing views and 

desires of the Labour minister to spend on jo b  creation and the Christian democrats’ 

desire to minimise the public deficit, showing that parties are interested in each other’s 

policy outcomes. In this example, we see both the parties’ bargaining logic20 according to 

the Laver-Shepsle argument, as well as the model’s limitations.

20 As Hillebrand and Irw in show, maybe the main reason for the government’s resignation was the revolt o f 
the Labour’s file-and-rank to Den Uyl’s compromise w ith the Christian democrats, something that would 
not have happened had the party had a more hierarchical structure than the Dutch Labour (122-124).
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In Germany, portfolio allocation follows the norm of proportionality, with the smaller 

parties frequently being over-represented in the cabinet. The allocation decisions are the 

outcome o f bargaining and discussion between the leaders o f the parties. Labour and 

Social affairs have usually been held by either the CDU or the SPD, whereas the FDP has 

occupied from 1969 to 1998 the Foreign Ministry and the Ministry o f Economic Affairs. 

However, the allocation of ministries is not independent o f the concern of monitoring and 

cross-sharing between different parties. More particularly, the ministry of Finance has 

always been held by the largest coalition party, as it is the ministry that is responsible for 

the other departments’ budgets (Saalfeld, 2000, p66). Additionally, competences are 

divided up between the coalition partners in overlapping policy areas. The ministry o f 

Economic Affairs has usually been occupied by the FDP. Cooperation and consultation 

between neighbouring ministries is usually close (idem).

In Austria portfolio distribution is done according to patterns and conventions that are by 

and large unchallenged (Muller, 2000, p i  12). The position o f the Chancellor and o f  the 

Minister o f Finance goes to the strongest party in government. V ice chancellorship goes 

to the second party and in general, barga in in g follows the proportionality norm. Most 

importantly, parties are allocated the portfolios that are closest to the interests of their 

constituencies. The Social Democrats have always occupied the department o f Social 

Affairs, with the exception of one government, between 1966 and 1970. All the other 

years, irrespective o f the government formation, the SPO controlled the department o f 

Social Affairs. Similarly, the Christian Democrats have always occupied the departments 

of Agriculture and Trade, whenever they were in the government.

Finally the appointment of the ministers is at the party’s discretion and the coalition 

partner respects any appointment fully (Muller, p i 08). All this leads us to conclude, that 

overall cabinet ministers and their respective parties, enjoy high degree of ministerial 

autonomy, even though there is monitoring by the coalition partners with the appointment 

of junior ministers (Muller, p i 12-113).
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H ypothesis two: Left w ing parties are likely to occupy ministries critical to social welfare 

in  coalition governments

H ypothesis three: as a  direct consequence o f  hypotheses one and two, ideological 

variance in ministries o f  social welfare is likely to be lower in coalition governments than 

in  single party governments

3.6  Summing up: social spending as a function of long term control of 

the welfare ministries by left wing parties

3.6.1 Long term policy influence in coalition governments

Since in coalition governments more than one party can participate in the government, 

the long term political influence o f parties is expected to be larger in coalition 

governments than in single party governments. Long term means that a party or a number 

o f  parties can participate in subsequent governments continuing to influence a specific 

policy  area even if they do not influence other policy areas that are under the jurisdiction 

o f  other parties in the governments. This is possible if a party is allowed to control a 

specific ministry for longer time than the life o f a government. In coalition governments 

the  change in the composition of subsequent cabinets is usually partial. This means that 

som e parties get to participate in many consecutive governments occupying critical to 

them  ministries, while the overall ideological gravity of the cabinet might change. In 

single party governments, where parties tend to fully occupy the government for long 

periods of time, the parties excluded from the government have no influence on policies 

and  therefore there is less policy continuity between different consecutive single party 

governments. Therefore, under coalition governments cabinet changes might be more 

frequent than under single party governments, but this is not true for ministry changes.

H ypothesis four: The larger the ideological variance between consecutive governments, 

the lower social spending is
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Coalition governments are expected to deliver higher social security than single party 

governments because left wing parties have higher probability o f  influencing the long 

term social policies by occupying social security ministries for longer periods o f time 

than they would in single party governments. Unlike the common argument that coalition 

governments suffer from lack of political stability, coalition governments are more likely 

to exhibit higher policy continuity than single party governments because government 

change in coalition governments is usually only partially allowing some parties to govern 

for long periods. In the longer run, certain ministries ‘belong’ to certain parties since 

these parties have higher political stakes over these ministries and additionally they have 

higher policy experience and knowledge.

Hypothesis five : Left wing long term occupation o f the m inistries ofsocial affairs and  

labour leads to higher social security

3.6.2 The long term  influence o f  the le ft on social spending portfolios

\ i
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4 Why countries with coalition governments have 

higher levels of social security than countries with 

single party governments?

4.1 Introduction

In this chapter I test the theoretical argument developed in the previous chapter that 

coalition governments provide higher social insurance than single party governments 

because they allow more continuous political representation o f lower income groups. The 

argument, based on the dynamics o f electoral and political competition and post-electoral 

bargaining, stresses one particular aspect of the political party system: its effect on long 

term representation of different groups in the society through partisan occupation of 

critical for social welfare ministries. The main conclusion was that in single party 

governments the interests o f electoral minorities are less likely to be considered during 

macroeconomic policy making. On the other hand, in coalition governments, the interests 

o f electoral minorities are more likely to be represented due to longer presence of parties 

in subsequent governments, and due to their influence on the salient to them issue o f 

redistribution.

The chapter is divided in two parts. In the first part, I test and discuss hypotheses one to 

three. According to these hypotheses, the type o f  the political party system, and 

consequently the type of government, whether it is single party or multiparty, impacts on 

the government’s ideological convergence or divergence from the ideological mean. 

Specifically, hypothesis one states that consecutive single party majority governments are 

expected to have higher ideological variance between them, assuming a change in the 

governing party, than consecutive multiparty governments. In other words, a left wing 

single party government is expected to be further away from the median than a left wing 

multiparty government.
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I then proceed to test hypotheses two and three, which state that not only ideological 

variance between multiparty governments is smaller, but this is more so the case for 

specific ministries. For reasons that I explain in chapter three, left wing parties prefer to 

occupy ministries that control welfare spending, when they coalesce with other more 

centre or right w ing parties. As a consequence, the ministries o f  labour and welfare are 

expected to have less ideological variance over time, because they have been occupied by 

more like-minded parties. This cannot be true for single party governments, so the 

discrepancy between the ideological variance in the ministries o f  labour and welfare 

between different types o f government is expected to be even larger.

According to the theoretical argument, larger ideological variance between consecutive 

and different partisan governments leads to less policy continuity and stability. As a 

result, investment in the welfare state is expected to be lower in countries with higher 

ideological variance. In the second part o f  the chapter, I test the impact of ideological 

variance and o f  the partisan occupation o f the welfare ministries on social spending. I 

measure the influence of left parties in the government by whether they have occupied 

any o f the ministries o f labour or social welfare, or both. I hypothesize that the longer 

they have occupied these ministries, the larger their impact will be on social spending, 

and thus the higher social spending will be in these countries.

In the second p art o f  the empirical chapter, I also present the main theories on 

redistribution, and then test them against my theory. Testing my theoretical argument is 

not a straight-forward undertaking. The literature on redistribution is non-exhaustive and 

it spans from social and economic conditions, to population characteristics and the type 

of the electoral and political system. This is hardly surprising as there are multiple causes 

of social spending. The empirical challenge arises when trying to test different causal 

paths o f political institutions on spending.
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4.2 Data and Operationalization of hypotheses one, two and three

I use data from 1960 to 1997 for a sample o f the 18 most advanced economically OECD 

countries. I constructed most of the political data, while all the economic and socio

economic data are taken from Huber et al 2004. Finally, some o f the cumulative and 

moving average variables constructed to measure long term institutional effects and 

ideological influence start in 1948.

In this fist section o f Part 1 ,1 test the hypothesis that the ideological variance o f  

consecutive governments is smaller in coalition than in single party governments. I 

simply calculate the variance in government ideology between different types of 

government. I distinguish between single party majority, coalition majority and single 

party and coalition minority governments. The reason I look at the ideological variance 

between these three different groups instead of just the two groups o f single party 

majority and coalition governments, is because single party minority governments exhibit 

higher ideological variance than coalition governments. Since single party minority 

governments are different from both single party majority and coalition governments, I 

choose to treat them as a separate group. In the sample o f the 18 OECD countries from 

1960-1997, the frequencies that the different types of governments formed is as follows:

Table 4.1: Frequencies of types of government 1960-199721

Type o f government Freq.

Single party majority 223

Coalition majority and oversized coalitions 301

Single party and coalition m inority 142

21 Breaking down the categories o f the types o f governments, we see in more detail the frequencies o f

Type o f  government Frequencies

Single party majority 223

Single party minority 103

C oalition minority 39

C oalition majority 167

O versized coalitions 134
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I proceed to take the variance in ideology between cabinets in different types o f 

governments. I do that by taking the variance in ideology in three different types o f 

government. With respect to measuring the variance, I follow two different ways. I 

firstly, calculate the variance between governments controlling for the effect o f  time. I 

then, allow for the effect o f time. Time has a  clear effect on variance, since in countries 

where the variance in the ideology o f two consecutive partisan governments is large, like 

in the cases o f the UK and Sweden, but where parties tend to hold the office for 

prolonged periods in time, the variance will be small. On the other hand, when 

controlling for the effect o f time the net effect o f  ideological divergence between the 

partisan governments is much larger. However, since time is also a  factor o f political 

stability, I calculate variances in both ways and let the reader decide on the matter. I 

present in more detail the variables I use to test the hypothesis.

Hypothesis one: Ideological variance between governments is larger in single party than 

in multiparty governments

Type o f government: I coded this variable giving the values 1 for single party majority 

governments, 2 for oversized and majority coalition governments and 3 for minority 

governments, both coalitions and single party: Source: (Wonderdorp et al, 2000). This 

variable changes within countries, so it is not country specific; thus it directly captures 

the type o f  each government, instead o f the “type” o f the country. One potential problem 

with this variable though is that it might be too ‘noisy’ especially in countries where the 

types o f governments change regularly. In  order to overcome this problem, I also 

measure the variance in ideology between different groups of countries, those who have 

single member district and multimember district electoral systems.

SMPD electoral system: I also use this dichotomous variable which is a country specific 

variable. It is coded as 1 for the US, Japan, France, Canada, UK, Australia and N. 

Zealand. Zero otherwise. I chose this classification following Powell (2000, p40-41) . 22

22 On the proportional influence side are the ten countries Austria, Belgium, Denmark, Finland, Germany, 
Italy, Netherlands, Norway, Sweden, and Switzerland. A t the other end o f the scale, Australia, France, New
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Government Ideology from left to right: Source: Franzese, 2002. This is a continuous 

variable that ranges from the left to the right The coding is based on a number of 

different scales given by different experts on political party left to right position. The 

author combines the works o f Laver and Hunt (1991), Laver and Schofield (1991), Dodd 

(1976), Castles and Mair (1984), Laver and Budge (1992), Sani and Sartori (1983), 

Morgan (1976), Inglehardt and Klingermann (1987), Mavgordatos (1984), Bruneau and 

Mac Cleod (1986), Blair (1984), Kerr (1987), Taylor and Laver (1973), Browne and 

Dreijmanis (1982), and de Swaan (1973). The coding of each party is time invariant. So, 

labour in the UK is always coded as 2.78 where as the conservatives are coded as 7.69.

The variance of government ideology: controlling for the effect of time: I calculate the 

variance between the ideological scores o f governments.

The variance o f government ideology: not controlling for the effect o f time: I test the 

variance by looking at box plots, and by calculating one value-variance for all the time 

between 1960-1997. This way, the variance captures the effect o f party dominance and 

government stability, as well.

H ypothesis two: Left wing parties are likely to occupy ministries critical to social welfare 

in coalition governments

Left party occupation o f  the ministries o f labour or social affairs: This is a dichotomous 

variable which is coded as one when the ideology o f the party controlling any of these

Zealand and Britain have strong majoritarian constitutional designs. Their single member district election 
rules create great distortion in vote-seat relations and also many legislative majorities, even single party 
majorities that are not based on vote majorities. The author places Canada as well in this group despite its 
stronger committee system, since it  has single-member districts, high-vote seat distortion and government 
control o f committee chairs. “ The US is constitutionally unique in this group”  (p41). The executive has a 
hard task in implementing its policy commitments even when it has congressional majorities. On the other 
hand, it uses single member district election rules. He also categorises Ireland and Japan, as mixed systems 
in shorthand reference to their constitutional designs. I chose to treat Japan as an SMPD, since it only 
changed its electoral rules in the nineties and Ireland as proportional system (Golder, 2004).
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two ministries is below the middle of the ideological scale (<.5). I use this variable in 

order to test the hypothesis and assumption o f my argument that left wing parties are 

likely to occupy these ministries in coalition governments more than in single party 

governments, and that this can be true irrespective of their legislative weight.

The ideological centre o f gravity o f  the ministries of labour and social affairs: I measure 

partisanship by coding all the ministries o f  interest according the partisan value given to 

the party that has the first minister in the specific ministry. I use the Laver-Hunt, as taken 

by Franzese (2002), non changing expert judgement on party ideology. I give the number 

that corresponds to each party, on each cell o f  a  ministry that is occupied by the party. 

Since in most cases, governments change during a calendar year, I either average the 

ideological dominance o f the ministry by the parties in the subsequent governments, or 

decide that one party’s dominance suffices, i f  the change was in the beginning or end o f 

the year, ex: beginning is until the second month o f the year, and ending is l i g a n d  12th. 

When the change took place at different months than the first two or last two o f  the 

calendar year, I average the terms. If  the change was in April, I weigh ideological 

dominance as 1 for the party in power in the first term, and three for the party in the 

subsequent terms. Then I divide by four.

I do not take into account the ideological dominance o f Presidents, like in France, or o f 

the second chamber, like the Senate or Congress, in the US. I am only focusing on the 

ideological dominance of the cabinet. I only count the first minister as party dominance 

o f the ministry. I do not consider junior ministers. The Finish case, however is exception, 

since according to Jaakko Nousiainen, 2000, junior ministers have not being appointed, 

whereas recently more than one ministers are appointed in important ministries. In this 

occasion, I take into account both the two or three in some cases minister in each 

government as equally important, since according to the author, their role is not to 

monitor the minister, but they are actually full ministers with different agendas and fully 

responsible. One could only assume that when ministers share a portfolio, they would be 

expected to be highly cooperative, and act much less independently. In the case of care
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taker or independent governments or non-partisan ministers, such as bureaucrats, I code 

them in middle o f scale.

The variance of the ideology of the government and of the ministries o f  labour and social 

affairs, both controlling and not controlling for government duration.

43  Empirical Findings of hypotheses one, two and three

Table 4.2: Ideological variance between consecutive governments in different types of 

government23

Type of government Variance of 

government ideology

Variance of government ideology, 

not controlling for the effect of time

Single party majority 

governments

1.51 3.49

Coalition majority governments .94 1.61

Minority, single party and 

coalition governments

1.74 2.51

Table 4.3: Ideological variance between consecutive governments in different types of electoral 

system24

23 For a more formal treatment, we can see in the anova table that the null hypothesis that there is no group 
effect is confidently rejected.

Source Partial SS d f MS F Prob > F

Model 137.840077 2 68.9200384 33.96 0.0000

Tog 137.840077 2 68.9200384 33.96 0.0000

Residual 1303.02743 642 2.02963774
-----------+---------------------------------------------------
Total 1440.86751 644 2.23737191

24 Sim ilarly, the group effect in  the different types o f electoral systems is also significant 
Source Partial SS d f MS F Prob>F

Model 165.088204 1 165.088204 83.58 0.0000
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Types of the electoral 

system

Variance of government 

ideology

Variance of government ideology, not 

controlling for the effect of time

Proportional SMPD 3.22 1.83

SMPD 1.63 0.95

As we see in the preceding two tables, the mean ideological variance between single 

party majority governments tends to be twice as large as in coalition governments, both 

when with and without the effect o f time. In fact, time seems to matter less than expected. 

Minority governments tend to have large ideological variance when we control for the 

effect o f time. When we look at the same countries grouped according to their electoral 

system, the difference is clearer: countries with majority electoral systems manifest larger 

ideological variance than countries with proportional electoral systems. The results are 

also interesting because government longevity does not decrease the variance in either 

single party majority governments or majority systems in general.

We can see the same results, schematically. I use the box-plots, which show the variance 

between the 25th and the 75th percentile from the median, which is the horizontal line in 

the middle. The whiskers extent to what is called the upper and lower adjacent values, 

which is similar to the minimum and maximum value in the sample, excluding outside 

values (STATA 8 manual, graphs). In other words, the larger the box is the larger the 

variance in the group. Additionally, by comparing the horizontal lines, we can see where 

the median ideology lies in each group. So, we can see from the first box-plot that the 

median ideology in single party majority governments is above six (in a scale from 1 to 

10), while in coalition governments is below six, and in minority governments below 

five. Most importantly, we see that the box in single party majority governments is bigger 

than in coalition governments. Interestingly, the box in minority governments is the 

biggest o f all.

SMPD 165.088204 1 165.088204 83.58 0.0000

Residual 1279.87995 648 1.97512338
------------------- +— ----------------------------------------------------------------------------------—

Total 1444.96816 649 2.22645325

82

«nnnMUir! «iiimiiiiMlWiffnRiMRP



Plot 4.1: Variance of Government ideology across different types of government 1=majoritarian 

single party, 2= majoritiarian coalition, 3= minority government

Ideological Variance between Governments: 18 countries

Having shown that the variance in cabinet ideology differs between different types o f 

government, I now proceed to check the ideological variance in specific ministries. I 

simply look at the frequency with which the left has occupied the ministries of interest, in 

contrast to the ministry o f  finance, which I expect to be occupied either by the largest 

party in the government or by more right wing parties. I expect to find that socialist 

parties will want to control at least one ministry that influences directly social policies. I 

have chosen to look at two ministries for which there is a clear jurisdiction on social 

policies, and which seemed to be comparable cross nationally. These are the ministries of 

“Labour”, and the ministry o f “Social Affairs” (Woldendorp et al, 2000). In the analysis 

that follows, I test whether these two ministries have been controlled more frequently by 

parties of the left than the ministry o f “Finance” .



The Finance ministry is a critical ministry since it controls the government’s budget and 

it is expected that the largest party will want to occupy it. When a  socialist party is the 

largest party, I expect to see that it occupies the ministry of finance as well as the social 

welfare ministries. When a socialist party is the second or third partner in a coalition, I 

expect to see that it will occupy one of the welfare ministries. However, this need not be 

always the case. A  theory of portfolio allocation based on the principle of reciprocity 

would predict that even if  the socialist party is the largest in the coalition, it could still 

agree to offer the control of the ministry o f Finance to a more liberal party, which 

prioritizes financial stability.

Unsurprisingly, this approach has its limitations. Not all countries have both ministries, 

and some countries, namely Switzerland, has neither o f them. One could hypothesize that 

social policies are not a primary policy priority in Switzerland since they do not devote at 

least one ministry on social affairs; yet, this could only be a hypothesis to be tested in a 

case study. Additionally, countries vary with respect to the tasks they allocate in each 

ministry. The result is that some ministries that are responsible for social spending are not 

coded as such making the data gathering process incomplete. An example is the case o f 

the Netherlands, which in my sample has a  ministry of Social affairs and Labor. In 

Muller and Strom (2000) there is an additional ministry o f Social Work which I have not 

included in my data. Finally, the majority o f  countries have a ministry of “Health”, but it 

was not very clear to me whether I should include it or not since I am not sure whether 

the mandate o f  this ministry is narrowly defined to more practical health care issues.

In table four we see the total number o f years the ministry of Finance, the ministries o f 

Labor and Social Affairs, and the Cabinet are coded as left. The ratio of left cabinets over 

left ministries o f  Labor and Social Affairs is 4/5. This means that the ministries of Labor 

and Social Affairs have been controlled by left parties twenty percent more than the 

whole cabinet has. In other words, the left has managed to control ministries that directly 

determine social welfare twenty percent o f  the time more than they have controlled a  

government. This means that in left centre or in grand coalition governments, the left can 

still have a proportionally larger influence by controlling the welfare ministries.



According to the portfolio allocation theory, the same expectation applies to the ministry 

o f Finance. However, the difference between the ministry o f Finance and o f Labor and 

Social Affairs is only 20 cases. Since Switzerland does not have either o f  the ministries of 

Labor or Social Affairs, I decide to look at how the sums change if  I exclude Switzerland. 

We see the results in table five. As expected, the ministry o f  Finance has been under the 

control of a left party 4/5 times than the ministries o f  Labor and Social Affairs have, and 

as frequently as the whole cabinet has.

Table 4.4: The sum of years the ministries of Finance, tabor and Social Affairs, or the 

government was under the control of left parties: 18 OECD countries25

Total years of 

left control

Left Finance Left Labor and Social 

Affairs

Left Cabinet

Sum 284 306 246

Table 4.5: The sum of years the ministries of Finance, Labor and Social Affairs, or the 

government was under the control of left parties: 17 OECD countries, excluding Switzerland26

Total years of left 

control

Left

Finance

Left Labor and Social 

Affairs

Left Cabinet

Sum 247 306 246

A more detailed analysis o f  the data can help us identify deviant cases. I take the same 

sum o f  the years o f left control o f the ministries o f  interest and o f  the cabinet as well. As 

we see in table six, Switzerland has zero ministries o f  Labor and Social Affairs. With

25 We can see in more detail by the type o f government the allocation o f le ft portfolios in this table
Type o f  government Left Finance Left Labor and Social affairs

Single party majority 87 89

Coalition majority 109 121

Minority (single party and coalition) 88 95

Total 284 305

26 We see the frequencies o f the le ft control o f the same ministries, excluding Switzerland from the sample
17 countries excluding Switzerland

Type o f  Government Left Finance Left Labor and Social Affairs

Single party majority 87 89

Coalition majority 92 121

Minority 88 95

Total 267 305
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respect to deviant cases, the m ost pronounced one is Netherlands. In only four cases did 

the socialists control these two ministries, while they have controlled the ministry o f  

finance in 12 cases. The Netherlands, Italy and Norway are the only countries with 

coalitions where the left has occupied m ore times the ministry of finance than the social 

affairs ministries. On the other hand, Austria, Belgium and Ireland are all ‘good’ 

examples o f the portfolio allocation theory, since the difference between left welfare 

ministries and left cabinets is o f  the magnitude o f one third o f  the time, at least.

While the Norwegian case is less difficult to explain since it has almost always formed 

single party minority governments, the Dutch and the Italian cases are less easy to 

explain. The two cases have one startling similarity; they have both had dominant 

Christian Democratic parties that ruled for ha lf a century. The Christian democratic 

dominance might explain the weak negotiating power o f the left to occupy ministries o f  

its choice. For example, when in  1994 PvdA, the Dutch labor party, formed a coalition 

with W D , the liberal party gave the ministry o f  finance to W D , and it kept under its 

control both the ministry of Social Affairs and Labor, although it was the largest party in 

the coalition(Muller and Strom).

This is another indication that while a  cabinet can be Centre-right, certain ministries, and 

especially the ministries relevant to social spending can be under the control of m ore left 

parties, allowing social policy to expand beyond the life-span of a government.
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Table 4.6: Frequencies of the control of the ministries of welfare and labour versus the ministry of 

finance by left wing parties, by country

Country Left

Finance

Left Labor and 

Social Affairs

Left Cabinet

USA 16 16 0

Japan 2 4 0

Germany 13 20 13

France 13 15 13

Ita ly 18 15 22

U K 10 10 10

Canada 22 23 21

Austria 27 33 20

Belgium 4 18 12

Denmark 19 21 20

Finland 19 25 25

Ireland 3 16 0

Netherlands 12 4 12

Norway 33 28 25

Sweden 29 31 27

Switzerland 17 0 0

Australia 17 17 16

New Zealand 10 10 10

Total 284 306 246

H ypothesis three; Ideological variance in ministries o f social welfare is likely to be 

lower in coalition governments than in single party governments
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Plot 4.2: Ideological variance in the ministry of labour across different types of government

Ideological Variance in the ministry of Labour: 18 countries

Plot 4.3: Ideological variance in the ministry of social welfare across different types of government

Ideological Variance in the Ministry of Welfare: 18 Countries
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I test hypothesis three simply by looking at variance in ideology o f the two ministries of 

interest in the different types o f government. I use the box-plots as earlier to simplify the 

analysis and illustrate the point that partisanship in the ministries differ from the 

ideological ministries o f the cabinets, as well as across different types o f government. As 

we see in plots three and four, the difference in ideological variance o f the ministries is 

smaller across the different types o f government; however, the ideological median o f the 

ministries differs significantly. While the median in single party majority governments is 

above six, the median in minority governments is just below four! The median in 

coalition majority governments is between six and five. In other words, while the 

ministry of welfare has been predominantly under the control o f right wing parties in 

single party governments, it has been under the control of centre-right in coalition 

governments and under the control o f  left parties in minority governments, from 1960 to 

1997.

Table 4.8: Ideological variance and the ideological median in the ministries of labour and social 

welfare by across different types of government

Type o f government M inistry 

o f Labor

M inistry o f Social 

Welfare

Single party majority Variance 3.53 3.35

Median 6.19 6.19

Coalition majority Variance 2.43 2.02

Median 5.S9 5.51

M inority Variance 2.94 2.49

Median 4.60 3.97

4,4 Data and Operationalisation of hypotheses four and five

My dependent variable for social spending is social spending. I operationalize it as 

Change in social security transfers as a percent o f  GDP: The variable consists of benefits 

for sickness, old-age, family allowances, social assistance grants and welfare. Source: 

OECD, Historical Statistics, various years (2001), table 6.3.
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This variable measures the policy outcome for social security and it is comparable across 

countries because it measures the spending on social insurance as a percentage o f the 

GDP. It is also one widely used in the literature and thus my results will be comparable. 

Unlike the Gini coefficient or the ratio o f  income earnings between different income 

deciles, this variable does not refer to income distribution but it refers to the direct 

transfers against income loss, old age benefits and all kinds o f  benefits.

Social transfers is a variable that does not change much over time. Thus, regressing on 

its level is highly problematic because m ost o f its variance is explained by its lagged 

values, and even worst, in case it has a  unit root, the model will be highly misleading. I 

thus regress the lagged levels as well as the change in most o f  the variables on the change 

in social transfers, as suggested by Beck (1992) and Beck and Katz (2004). Franzese 

discusses the advantages of this model (2002, p81).

The substantive interpretation o f  this m odel is that the changes in variables capture the 

short term effect o f  this variable on social transfers, whereas their lagged values capture 

their long term effect Thus, whereas the change in unemployment captures the 

immediate effect o f the difference in unemployment between this and last year, on social 

transfers, last year’s unemployment measures the effect of the level of unemployment last 

year on this years change in social transfers.

In order to test hypotheses four and five I use the following independent variables:

Hypothesis fo u r : The larger the ideological variance between consecutive governments, 

the lower social spending is

Ideological Variance in the ministries o f  Labour or Welfare: This variable (s) is country 

specific. It is the variance in ideology in each ministry over the thirty-seven years in the 

sample.
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Hypothesis five: Left w ing long term occupation o f the ministries ofsocial affairs and 

labour leads to higher social security

Long term left wing occupation of the ministries of labour and social affairs: I code the 

partisanship o f two critical for social security ministries: the ministry o f labour and the 

ministry of social affairs. I code as 0 the right wing dominance and I the left wing 

ministry dominance. Since in some countries there is only one of the two ministries, with 

the exception o f Switzerland which has neither and so I do not include it in the sample, I 

take the sum o f the two, so that this variable captures both the influence of the left but 

also its power. Occupying two ministries instead of just one should result in a stronger 

partisan effect Summing the scores instead of averaging them also results in the 

expectation that single party left wing governments should have a stronger redistributive 

effect in general. I then take a fifteen year moving average, starting in 1948 and ending in 

1997. My data sample is from 1960 to 1997. The reason for taking a moving average 

instead of counting the years of left wing dominance of ministries through out the whole 

sample period is that it is a  much better measure of long term but decreasing over time 

institutional dynamics, instead of permanent increasing, which would be implied by the 

cumulative effect o f the years of left wing occupation. I have also, however, constructed 

this variable as well and tested its effect.

Cumulative effect o f  a  left party control of labour and social affairs ministry. This is an 

alternative measure o f the impact of the left governance of these ministries. Instead of 

taking the moving average of the years of left occupation, I sum them, starting in 1948 to 

1997. The two variables test different theoretical claims. The “long term left occupation” 

measured with the moving average process is a more partisan argument It assumes that 

after a certain number o f  years (15), the effect o f the partisan impact of the left fades 

completely away; on the other hand, the cumulative measure says that once the left has 

come to power, its effect can never die out; the most it can happen is that it will not 

increase. This variable thus cannot capture any negative changes in social transfers. Even 

though it is not a good measure for predicting in the future, since it never equilibrates, it 

is a proxy for the institutional stickiness; the more years the left has occupied a ministry,
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the more transfers are expected, because it is always harder to take away benefits than not 

to give any (Pierson, 1996).

4.5 Alternative theories on the role of the political party system on 

spending

There is a large literature on the role of electoral laws and o f  multiparty governments on 

spending. The electoral system determines to a  great extent the political party system as 

well as the type o f government However, different aspects o f the electoral and the 

political party systems generate different incentives for economic policy making. Before, 

I present the theories developed in the literature, I briefly refer to the relationship 

between the electoral and the political party systems.

There are two different constitutive elements o f the electoral system; the electoral 

formula, whether it is plurality, proportional o r mixed, and the size and number of 

electoral districts. However, it has become a  norm in the literature to refer to 

‘proportional’ versus ‘majoritarian’ electoral systems when referring to multimember 

districts with proportional electoral rules and to single member districts with majority or 

plurality rules. This is because proportional electoral formulas are applied in 

multimember districts while majority or plurality formulas are applied in single member 

districts (Lijphart, p p 144-147). Proportional electoral systems, usually lead to multiparty 

or single party minority governments, while plurality systems usually lead to single party 

governments27.

Yet, the level o f electoral proportionality, the size of the electoral district and the number 

of parties in government can all have different qualitatively impact on social spending.

27 W ith the notable exceptions o f Greece and France among the sample o f the 21 OECD countries. Greece 
has a PR formula w ith very high effective threshold which consistently creates single party majority 
governments, while France has a majority-plurality formula and single member districts with a dual ballot 
system with allows multipartyism (Powell, 2000, p41, Lijphart, 1999, p i56). According to Duverger’s 
Law “ the simple m ajority single-ballot system favours the two party system” , while according to 
Duverger’s Hypothesis “ the simple-majority system w ith second ballot and proportional representation 
favours multipartyism”  (Duverger 1954, p217,239, in  Cox, 1997, p l4 ).
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Political incentives for redistribution derive from the number and size of electoral 

districts at the electoral level, while multiple parties in government can also create 

incentives for increased spending due to the common pool resource problem faced by the 

parties in government.

The main direct effect o f the electoral system on spending is at the district level electoral 

competition. Assuming that two parties are competing for the office, single member 

district elections lead to more targeted transfers and less public welfare goods than 

multimember district elections (Persson and Tabellini, 2002)._In single member districts, 

elections are won over marginal districts because parties have to wony less about their 

safe districts. This motivates parties to offer specific protection to the voters of the 

marginal district and to specific interest groups in these districts (McGillivray, 2004, p47- 

48). On the other hand, district marginality does not make much sense in proportional 

electoral systems, where the number of districts can be as small as one, which is the case 

for the Netherlands and Israel. Additionally, the proportionality of the electoral law 

means that every vote counts, unlike the case of single member districts, where the 

additional vote in a safe district does not count. As a result, parties cannot afford to target 

marginal seats at the expense of core voters. Parties have to “look after” their core voters, 

without the vote o f  which they will not be able to maintain their vote share (McGillivray, 

p52).

The empirical implications of the electoral system on spending have been tested by 

Milesi-Ferretti, Perotti and Rostagno (2002) who found that there is high correlation 

between social direct transfers and electoral system proportionality. The authors test their 

hypothesis using three different measures of electoral proportionality: the average 

standardised district magnitude, the average district magnitude and the average deviation 

from proportionality (p628). The dependent variables are social direct transfers, which is 

the sum of social security payments. I test their hypothesis using the “logged average 

district magnitude”^ / ;  Under proportional electoral system governments target larger 

constituencies than under SMDP systems and thus they are more likely to redistribute to
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socio-economic groups insiead o f  particular districts (Milesi-Ferreti, Perotti and 

Rostagno).

Iversen and Soskice pointed out a effect o f  the electoral system on spending is through its 

effect on multipartyism and on ideology. M ore proportional systems tend to have more 

centre left governments than majority system s (Iversen and Soskice, 2003). The role o f 

ideology has been stressed by a number o f  scholars either in the form of the partisan 

theory (Hibbs) or in the form o f  the power resource theory (Korpi and Palme, 2003). 

According to these theories political parties represent distinct economic classes, with the 

left parties representing the working class which favours higher social spending. 

However, Iversen and Soskice’s argument differs from the power resource theory. It is 

the type o f  government that determines the voters’ preference over the government’s 

ideology. Coalition governments act as commitment mechanisms for the median voter 

that the Left will not redistribute from her to  the poorer voters. Assuming that the middle 

class voters are the decisive voters, they tend to vote for left wing parties only when they 

form coalitions w ith centre parties while they avoid left wing single party majority 

governments because they do not trust that they will not turn against them and in favour 

o f the lower income class.

The authors test their hypothesis using various variables. They test it on a Partisanship 

and Proportionality index, on the Electoral System and on the Effective number o f parties 

regressed on the percentage reduction in  the gini coefficient from before to after taxes 

and transfers. The problem with these measures is that they do not directly test the 

argument. Additionally, the number o f parties can have a different, distinct effect on 

social spending through the common pool resource problem. I f  their argument is correct, 

they should find that partisanship matters only when not controlling for the number of 

parties or electoral proportionality. They find that both partisanship and Proportionality 

electoral measures are statistically significant. I test their hypothesis A 2; Under 

proportional electoral systems, there is m ore equal income redistribution because there 

are more left w ing governments elected over the years than under SMPD systems; this is
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because the median voter does not trust single party left w ing governments (Iversen and 

SosMce, 2003).

A third indirect effect o f  the electoral system on redistribution is through the increased 

number of parties in government Two different theories have been developed about the 

exact mechanism that encourages high spending in multiparty governments. Multiparty 

governments spend more because they represent more social groups than single party 

governments (Lijphart and Crepaz, 1992, Lijphart, 1999, Crepaz, 1998) and 

multipartyism encourages excessive spending due to the extemalisation of the cost to 

other than their own groups o f voters (Drazen, 2000, Perotti and Kontopoulos, 2002).

The theoretical cornerstone of the common pool resource problem and of the bulk o f  the 

subsequent literature in the field of fiscal policy making, as well, is that whereas 

distribution is geographically targeted, the revenues to finance these expenditures come 

from generalised taxation. Hence, “the benefits are concentrated while the costs are 

diffused ’ (Weingast, Shepsle and Johnsen,1981). One of the most recent papers that tests 

the hypothesis o f the common pool resources problem is the one by Perotti and 

Kontopoulos (2002). The authors operationalize coalition size in two ways: by the 

number of parties in government (NPC) and the number o f spending ministers (NSM). 

The authors report that the number o f parties and the number o f ministers are both 

significantly correlated with higher change in transfers. There is no correlation with 

revenues, but there is strong correlation between the change in expenditure and the 

number of ministers. I test their hypothesis by using the effective number of parties A3: 

Under coalition governments spending is higher because o f  the common pool resource 

problem  (Perotti and Kontopoulos, 2002).

I use the number o f parties to test the norm o f  power sharing hypothesis A4: Coalition 

governments redistribute more because o f the norm ofpow er sharing and o f collective 

veto points (Lijphart, Crepaz and Moser 2004.) The authors in their own analysis have 28

28 For an extensive discussion on the difference between number o f parties and effective number o f parties 
on spending see Franzese, 2005
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used various measures of proportionality and disproportionality regressed on social 

consumption and social transfers. If  their hypothesis is true, then we should see more 

social transfers under coalition governments irrespective of the partisan orientation o f  the 

government or o f  other distinctions.

Consensus and corporatist theories argue, on the other hand, that the positive effect o f  the 

electoral system on spending is through its corporatist methods and institutions. Along 

with Lijphart, who argues that majoritarian political systems or the Westminster model is 

institutionally and qualitatively different from the proportional or consensus model, 

corporatist arguments attribute the positive effect of the electoral system on social 

spending to its high correlation with corporatist institutions. According to Lijphart, the 

two party political system with majoritarian electoral system has interest group pluralism 

while the consensus model has the exact opposite attributes: executive power sharing in 

broad coalition cabinets, executive-legislative balance o f power, multiparty political 

system, proportional representation, interest group corporatism29. However, the 

consensus model takes for granted a lot o f  institutional variation: not all multiparty 

governments have interest group corporatism.

I test this hypothesis by using a measure o f  “government cooperation with interest 

groups” AS: Coalition governments redistribute more because they tend to have neo- 

corporatist institutions and tripartite agreements (Lijphart and Crepaz, 1991). The 

authors use a measure o f “tripartite neocorporatism” centred in economic system and 

society scored 0-1. It is an index o f five different dimensions o f  the type of democracy 

(consensual versus majoritarian) plus an index o f  corporatism. Since I clearly want to 

distinguish the effects o f the type o f  democracy with corporatism, I try to use a  politically 

neutral, yet a broader measure o f corporatism than union concentration or wage 

bargaining coordination.

29 There are other constitutive parts o f the different democracies that I do not mention because they are 
beyond the scope o f this analysis. These are: federalism, bicameralism, constitutional rigidity and judicia l 
review (1999, p34-41).
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Finally, according to the veto theory macroeconomic adjustments are harder to undertake 

when there are many institutional and/or partisan players. Institutional actors are those 

who have veto power due to their institutional role, such as the Presidents, or 

bicameralism. Political parties are treated as the partisan veto actors. The larger the 

number of the parties in the government and the bigger their ideological distance, the 

harder it is to change the status quo (2002, p30). Tsebelis and Chang (2004) tested the 

veto player theory on a  multidimensional budget change and found evidence o f negative 

impact of the ideological distance of governing parties on changes in spending of 

individual ministries. They also found positive impact of alternating governments on 

budgetary changes o f the ministries o f Health, Economic Services and Education. Their 

results show that changes in social spending (the ministries o f  health, and social security 

and welfare) are less likely the larger the ideological distance between the governing 

parties is. Finally, they find that ideological distance is not significant for the finance 

ministry.

The Tsebelis and Chang’s findings are of special interest since they are a first indication 

that disaggregated ministry budgets differ according to the type o f government However, 

the authors’ empirical tests do not clearly show whether the slow change in the spending 

patterns of particular ministries is due to a trans-government ‘partisan control’ o f a 

ministry, or due to the veto power of the governing partners. Their measure of ideological 

distance does not exclude the possibility that the stability effect on the spending patterns 

in the ministry is due to the control o f the ministry by a particular party during different 

governments. I test their hypothesis A6: Coalition governments redistribute more than 

single party governments only i f  they have redistributed more in the past because the 

larger the number o f parties in government and the more diverse their ideological 

position  is, the harder it gets to make budgetary changes (Tsebelis 2003)

According to partisan and power resource theories, left wing parties redistribute more 

than right wing parties ( Hibbs, 1977, Hicks and Swank, 1992, Bradley et al, 2003, Korpi 

and Palme, 2003). While trade unions reduce pre-tax income inequality, leftist 

governments redistribute through higher taxes and transfers (Korpi and Stephens in
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Bradley et al, 2003, p i95-198). Bradley at al (2003) test the power resource theory and 

find evidence on the positive role o f the left on both pre-tax and post-tax reductions in  

inequality, while they also found evidence on the positive role o f  Christian democracy on 

pre-tax inequality reduction. They used a cumulative measure o f  left and Christian 

democratic party government from 1946. Since, I use their dataset in my work, I use the 

same variables they used to test the hypothesis: A7 that more years o f left dominance in 

the cabinet should be positively correlated w ith higher social spending (Hibbs, 1977, 

Hicks and Swank, 1992, Bradley et al, 2003, Korpi and Palme, 2003).

The political economy literature stresses the effect of the median voter’s income 

distribution as the main factor for redistribution. The hypothesis is that the poorer the 

median voter is compared to the mean, the more redistribution she will demand.

However, this theoretical prediction does not seem to be verified by the empirical 

findings in the OECD countries. Moene and Wallerstein (2001,2003) offer an 

explanation for this puzzle. The reason higher income inequality does not lead to higher 

redistribution is due to the dual character o f  social spending. Social spending both 

redistribute incomes and insurances against income loss. Political support for social 

spending depends on changes in income which shape the interests of the wage earners 

relative to the mean earner, as well as relative to the unemployed. They find that higher 

wage inequality leads to lower political support for social insurance, especially when 

social insurance is targeted to those who suffer loss o f income (Moene and Wallerstein, 

2003). They regress wage inequality (the log o f  the ratio o f the pre-tax wage o f  the wage 

earner on the 90th percentile to the one on the 10th) on social transfers. I use the ratio o f  

the 50th to the 10th percentile o f pre-tax wage earner to test hypothesis AH: Higher income 

inequality leads to lower social insurance.
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4.6 Operationalization of the alternative and control theories

Hypotheses A J a n dA 2  ; the effect o f  the electoral system on social transfers. I  test these 

hypotheses using the fo llow ing measures.

Average District Magnitude: This variable is used also as an alternative measure of 

electoral proportionality; the larger the district magnitude, the more proportional the 

electoral system is expected to be. Source: Matt Golder, see Number o f electoral districts.

Left cabinet1 the percentage o f seats held by all government parties (source Comparative 

Welfare States Data Set by Huber, Ragin and Stephens, 1997).

H ypotheses A3 and A4: the effect o f  coalition government the common pool resource 

problem  and through the norm o f power sharing.

Effective number of governing parties. This variable captures government 

fractionalisation by weighing the influence o f the parties in government according to their 

legislative power (Franzese, 2002, p i 45). This variable is a mix o f the collective and 

competitive veto points, as discussed by Crepaz, but its weight is more towards the 

collective veto points argument. The effective number of parties measures the power o f 

each party in government according to the number o f the other parties in government, as 

well as according to other veto players, such as the president. More specifically, the 

variable is estimated as the inverse o f  the square o f the proportion every party’s share in 

the government: sum (l/n_i/N)A2 (taken from Franzese, 2002). It is similar to the 

effective number o f parties in the parliament, where instead o f the number of parties in 

government, the proportion o f the seats o f each party in the party is calculated (Lijphart, 

199, p67-68). The substantive interpretation o f the effective number o f  parties in 

government is that the larger the effective number is the more dispersed is the political 

power among the governing parties. Thus, a government consisting o f a  large and a small 

party will have a smaller effective number o f parties compared to a government
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consisting o f two equally large political parties. The larger the number of effective 

parties, the more severe the problem o f the common pool resource problem will be.

Number o f  parties in government. This variable measures the absolute number of parties 

in government, irrespective of their legislative power. It can test the veto power 

hypothesis, where each party can veto a  policy proposal due to its participation in the 

government and irrespective of its size (Franzese, 2002, p i45).

H ypothesis A S: the role o f neocorporatist institutions on social insurance

Government cooperation with interest groups: I use this government as a measure o f 

corporatist methods outside the realm o f  political social-democracy. Irrelatively 

cooperative interaction between cohesive government agencies and coordinated business 

and labor organisations; 0.5=moderate cooperation; 0=relatively combative, conflictual 

relationship between fragmented state agencies and interest group organisations. Source, 

Huber et al.

Wage coordination: The scores for this variable are: l=fragmented wage bargaining, 

confined largely to individual firms or plans; 2=bargaining mainly at industry-level with 

little or no pattern-setting; 3=industry level bargaining with reasonable strong pattern- 

setting but only moderate union concentration; 4=centralised bargaining by confederation 

or government imposition of wage schedule/freeze-without a peace obligation, tacit 

coordination o f bargaining by employer organisations with extensive pattern setting;

5-centralised bargaining by confederations or government imposition of wage schedule- 

with a peace o f obligation, extremely high union concentration and coordination o f 

industry bargaining by confederation, extensive coordination o f  bargaining by employer 

organisations. Source: Lane Kenworthy “Wage setting measures: A survey and 

Assessment”, World Politics 54.

The reason for using these measures instead o f the composite measures of tripartite 

neocorporatism that Lijjphart and Crepaz (1991) or Hicks and Swank (1992) use is that
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these measures include the types of the political party system (majority versus 

proportional) as well as the partisan composition o f the government. Thus, it would be 

impossible to compare my theoretical argument on the role o f  the political party system 

on social insurance controlling for the tripartite corporatist methods. I believe that these 

two measures and especially the measure o f government cooperation with interest groups 

captures sufficiently the notion of consensus politics outside the cabinet.

Union densitv/social pacts: According to the neocorporatist literature, trade unions 

account for the increase in welfare provisions through social pact arrangements. Thus, 

trade union density is expected to be positively and significantly correlated with change 

in social transfers

H ypothesis A6: the effect o f  veto players

Last year’s change in social transfers*number o f  parties. The theory o f veto players does 

not make any predictions about the effect of the number o f parties on the level of 

spending. Its prediction is that today’s spending depends on last year’s spending, 

assuming multiple parties which are ideologically distant among them.

Last year’s change in social transfers* Ideological polarisation among the spending 

ministers: This variable takes the squared, absolute difference between the ideological 

position o f the parties that occupy any o f  the four substantive ministries: finance, 

economics, labour and social affairs. According to the veto player theory, the higher the 

polarisation the less change in social security spending there should be.

Theory five: the effect o f  weak governments on fiscal stabilisation: this theory, even 

though it is different from the veto actor theory has the same effect on policy outcomes: if 

there is high social spending in the past period, there should be high social spending in 

the current period because o f  the lack o f  political power to impose changes. At the same 

time it is similar to the theory of the common pool resource problem.
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H ypothesis A 7; Left and centre cabinets redistribute more than right cabinets.

Centre Christian cumulative impact* Cumulative score from 1946 to the year of 

observation for Christian democratic seats as a percentage o f seats held by all 

government parties: Source (Huber et al 1997,2004)

Left cabinet cumulative impact: As above for the left wing seats: Source as above

H ypothesis A S: political demand fo r  social insurance is determ ined by the degree o f  

wage inequality

The logged ratio o f  the gross earnings received bv the workers at the 90th percentile to the 

wage received bv the worker at the 50th percentile: Source “OECD Database on Trends in 

Earnings Dispersion”, OECD Paris. This is an important determinant o f political demand 

for social security according to Moene and Wallerstein, 2001 and 2003, who show that 

higher wage inequality measured by a higher ratio of wage percentiles, leads to less 

social protection. In particular the authors found that inequality lowers support for 

spending in policies that provide insurance against unexpected loss o f income. The 

reason one should include this variable in the analysis is that coalition governments are 

highly correlated with more equal wage distribution and thus the effect of the political 

party system on social insurance might be due to its correlation with lower wage 

inequality.

Control variables

As Franzese (2002) notes in his book, it is critical to control for economic conditions 

when examining any political economic proposition, but it is also problematic. The 

reason for that is when we control for as many economic factors as possible the effect of 

political institutions is likely to be underestimated. On the other hand, omitting these 

economic controls leads to a biased estimation. A lot o f the papers that fmd a strong 

relationship between political variables and levels o f spending or redistribution are
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underspecified models, which increases the likelihood that their models suffer from 

omitted variable bias, leading to an upwards estimation o f their variables (For example, 

Kontopoulos and Perotti (2002) control only for the change in unemployment and 

inflation; Milesi-Ferretti et al (2002), the level o f  GDP, population share over 65, 

economic openness and ethnic fractionalisation). Thus, I try to specify as fully as possible 

the model in order to make sure that my variables of interest are not capturing the effects 

of omitted variables.

All the data I use for this particular estimation are from the updated Comparative Welfare 

States Data Set assembled by E. Huber, C. Ragin and J. Stephens, April 2004 and also 

from Rob Franzese (www-personal-umich.edu/~Franzese)

Economic controls

Change in and past unemployment: When unemployment increases, social transfers also 

increase as unemployment benefits and other income loss related benefits.

Change in and past national income: When the national income increases, or in other 

words, when there is high economic growth, the change in social transfers decreases, 

since there is less demand for it.

Age distribution: age distribution o f those above 65: The larger the share o f the 

population above 65, the higher the social transfers are expected to be due to the larger 

number of pensions recipients.

Socio-economic and political controls

Voter turnout: Voter turnout should be positively correlated with social transfers, 

especially when the voters are relatively poor (Hicks and Swank, 1992, Franzese, 2002). 

The variable is the average turnout for the lower house of parliament. Source Franzese 
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Trade openness: According to Katzenstein (1988), social transfers should increase as a 

country’s economic openness increases because the there is higher demand for social 

protection against the risks and contingencies of the open market. Thus, trade openness is 

also expected to the positively correlated with the change in social transfers. Also, 

according to Cameron (1978), trade openness and high unionisation lead to leftist- 

dominated governments and thus to a larger public sector.

Descriptive statistics 

Variable
Dependent Variable
change in social transfers 
651
Economic controls
social transfers 
change in unemployment 
past unemployment 
change in growth 
last year's income 
income lagged two years 
change in population age 
last year's population over 65 
Political controls 
trade openness 
voter turnout
Mv theoretical argument on the effect o f  
ideological variance and the occupation o f 
critical ministries by left parties: Hypotheses 
four and five
Ideological Variance in the ministries of Labor or 
Welfare
Long term left occupation of the welfare ministries 
Alternative hypotheses 
Hypotheses A1 and A2: the effect of 
partisanship
and the electoral system on social insurance
Left cabinet
Logged average district magnitude 
684
Hypotheses A3 and A4: the effect of coalition  
governments
Through the norm of power sharing
and the effect of the common pool resource
problem
Effective number of parties in the government 
Hypothesis A5: the effect of veto players 
Ideological Polarization between eco. ministries 
Number of parties in the cabinet

Std.
Obs Mean Dev. Min Max

651 0.19 0.93 10.08 3.96

669 12.76 4.79 3.50 28.91
684 0.14 0.86 -2.60 5.50
684 4.83 3.74 0.00 18.38
664 0.00 0.03 -0.11 0.11
682 0.03 0.03 -0.10 0.13
684 9.20 0.35 7.80 9.84
648 0.12 0.17 -1.45 0.65
666 12.09 2.53 5.81 18.28

684 0.48 0.25 0.07 1.40
625 0.79 0.12 0.42 0.94

608
612

3.97
0.48

1.88
0.30

1.10
0.00

6.57
1.00

684 0.32 0.38 0.00 1.00

1.43928 1.39 0.00 5.01

660 1.70 0.83 1.00 4.13

667 2.08 4.31 0.00 38.81
660 2.13 1.27 1.00 6.00
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Hypothesis A6: the effect of social pacts and 
neocorooratist institutions 
Union density 
W age coordination
Government cooperation with interest groups 
Hypothesis A7: the effect of Christian 
democracy and long term left dominance in 
the government
Christian Democratic cabinet
Cumulative years of Christian Democracy in the
cabinet
Left wing Cabinet
Cumulative years of Left parties in the cabinet 
Hypothesis A8: The role of wage inequality 
logged wage inequality (90/50) 
change in logged wage inequality (90/50) 
logged wage inequality (50/10) 
change in logged wage inequality (50/10)

676 43.35 16.90 9.87 85.48
684 3.37 1.45 1.00 5.00
630 0.61 0.46 0.00 1.00

666 0.02 0.10 0.00 0.67

666 0.38 1.59 0.00 12.32
666 0.32 0.38 0.00 1.00
666 10.27 9.39 0.00 40.86

312 0.56 0.09 0.34 0.79
286 0.00 0.01 -0.05 0.06
315 0.52 0.14 0.26 0.89
289 0.00 0.02 -0.17 0.06

4.7 Empirical Findings on the causes of social spending

Table 4.9: Testing hypotheses four and five

(1) (2) (3)
change in social 
transfers

Change in 

social transfers
change in social 
transfers

last year's change in social transfers 0.102 -0.041 0.099

(0.058) (0.065) (0.061)
last year's social transfers -0.029 -0.020 -0.025

(0.01 o r (0.011) (0.011)*

change in unemployment rate 0.253 0.252 0.244

(0.045)** (0.046)** (0.046)**
last year's unemployment rate -0.035 -0.041 -0.038

(0.011)** (0.011)** (0.011)**
change in income growth -11.702 -12.560 -12.136

(1.600)** (1.642)** (1.643)**
last year's growth rate -10.562 -13.877 -11.174

(2.334)** (2.467)** (2.473)**
Aggregate GDP lagged two years -0.212 -0.387 -0.263

(0.129) (0.153)* (0.141)

change in age population share over 65 0.180 0.135 0.145

(0.208) (0.211) (0.215)
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last year's age population share over 65 0.023 0.007 0.017
(0.014) (0.015) (0.015)

trade openness 0.249 0.285 0.255
(0.124)* (0.121)* (0.125)*

voter participation -0.325 -0.420 -0.401
(0.206) (0.203)* (0.208)

Ideological variance in welfare 

ministries
-0.034 •0.029

(0.016)* (0.017)
left occupation of welfare ministries 0.137 0.100

(0.057)* (0.058)
Constant 2.902 4.566 3.410

(1.245)* (1-424)** (1.357)*
Observations 511 528 497
Number of dry 16 17 16
R-sq 0.41 0.36 0.42
Standard errors in parentheses

* significant at 5%; ** significant at 1%

4.7A  A discussion about the control variables in the model

The exact impact o f the control variables on social transfers is slightly modified in each 

regression, since the model is re-specified every time I test a different hypothesis. 

Therefore, one would have to make a decision as to which o f  the regressions explains 

best the change in  social transfers. However, this is not always feasible, even with formal 

J-tests. Nonetheless, I will briefly discuss the average impact o f the control variables 

from all the regression models.

The economic control variables are very robust. Their impact, as well as their statistical 

significance is not influenced by the model specification. Growth, GDP and 

unemployment are the most important factors of change in social transfers. One percent 

increase in unemployment increases social transfers by around 0.27 percent in the short 

term. Also, one percent increase in income growth (+0,01) causes an immediate decrease 

in social transfers by 0.12 percent However, unlike unemployment which has negligible
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long term effects on social transfers, growth has significant negative impact on social 

transfers.

In contrast, the demographic and institutional variables are less robust Economic 

openness does not always reach statistical significance. Its impact also varies a lot. 

According to the first regression table a percent increase in trade openness increases 

social transfers by 0.9 percent . Age distribution is also a variable that on average does 

not reach statistical significance, even though it does so in the last regression table, where 

I present more inclusive models of social transfer determination. In the longer run, an 

increase in population above 65 years leads to a  .01 percent increase in social transfers. 

Finally, voter participation has consistently negative and significant impact on social 

transfers. As Franzese shows and discusses in his book, voter participation is expected to 

have a positive increase in social transfers only under income inequality (2002). 

Otherwise, it seems to have the negative impact o f about 0.20 percent decrease in social 

transfers for a percentage increase in voters.

4 .7.2 The impact o f  ideological variance and ofpartisan welfare m inistries

T he expectation that ideological variance matters on social spending is verified. An 

increase in ideological variance in the ministries o f labor and social welfare impacts 

negatively on social spending by just over 0.1 percent. Although ideological variance 

m atters on spending, its impact is rather small. This is especially true because ideological 

variance is a country specific variable, so it does not suffer from noisy observations, so 

one would expect to see a larger impact. On the other hand, an extra year o f left 

occupation of the ministries of labor and social affairs increases social transfers by just 

under 0.7 percent a year, which means that it has a seven times bigger effect than 

ideological variance. In the third regression column, I test both variables together and 

interestingly the coefficients o f both variables decrease and they fail to reach 30

30 W ith  respect to the interpretation o f the equilibrium relationship o f the x and y, refer to chapter two 
model specification. Briefly, the long run effects o f the level x variables are calculated by dividing the b 
coefficient by the coefficient o f the lagged dependent variable
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conventional statistical significance, individually. Clearly, they affect each other as has 

been hypothesized. In the rest o f  the analysis, I use only the variable of the left control of 

the welfare ministries to test the robustness o f  my theory.

Before I continue with testing my theory against the alternative theories, I explore the 

relationship o f this variable with respect to the country sample. A look at the scatter plot 

reveals i f  there are outlier countries as w ell as countries that ‘drive’ the effect o f the 

variable. We see that the Netherlands (country number 14) is the most prominent outlier 

in the sample. Having hardly any years o f  left party occupation o f its welfare ministries 

has the highest levels of social transfers. In contrast, Sweden (country number 18), is one 

o f the strongest cases driving the positive impact of he left occupation on social transfers. 

On average, the sample reveals a  linear, upwards relationship between social transfers 

and the partisanship o f the welfare ministries.

Plot 4.4: The relation between social transfers and long term left control of the welfare ministries
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Table 4.10: testing hypotheses A1 and A2

(1) (2) (3) (4)

change in

social

transfers

Change in

social

transfers

change in

social

transfers

change in

sodai

transfers

Last year's change in social transfers -0.041 -0.025 -0.041 -0.062

(0.061) (0.062) (0.061) (0.064)

Last year's social transfers -0.039 -0.021 -0.039 -0.042

(0.Ò12)" (0.012) (0.013)** (0.012)**

change in unemployment rate 0.267 0.271 0.267 0.246

(0.047)** (0.047)** (0.047)** "(0.045)**

Last year's unemployment rate -0.006 -0.021 -0.006 -0.030

(0.011) (0.010)" (0.011) (0.012)*

change in income growth -12.464 -12.091 -12.464 -12.990

(1.657)** (1.667)** (1.657)** (1.612)**

Last year's growth rate -13.776 -12.738 -13.776 -15.201

(2.398)** (2.407)** (2.399)** (2.416)"

Aggregate G D P  lagged two years -0.358 -0.388 -0.358 -0.333

(0.127)** (0.133)** (0.128)** (0.147)*

change in age population share over 65 -0.138 0.004 -0.138 -0.017

(0.207) (0.208) (0.208) (0.212)

Last year's age population share over 65 0.016 0.006 0.016 0.023

(0.016) (0.016) (0.018) (0.017)

trade openness -0.194 0.088 -0.194 0.045

(0.129) (0.108) (0.129) (0.142)

voter participation 0.213 0.247 0.214 -0.555

(0.274) (0.290) (0.283) (0.213)"

district magnitude 0.125 0.125 0.133

(0.033)** (0.033)** (0.034)"

left cabinet 0.036 -0.001 -0.068

(0.081) (0.080) (0.084)

left occupation of welfare ministries 0.123

(0.059)*

Constant 3.937 4.135 3.934 4.239

(1.228)** (1.279)** (1.249)** (1.397)"

Observations 576 576 576 528

Number of ctry 18 18 18 17

R-sq 0.35 0.33 0.35 0.39

Standard errors in parentheses

• significant at 5%: "  significant at 1 %
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4,7,3 The role ofproportional electoral rules and o f  left cabinets on social spending

District magnitude has a clear positive and large effect on social transfers. One unit 

increase in the district magnitude increases social transfers by 3%, four times more than 

an increase in a unit change in the partisan control of the welfare ministries. Unlike 

electoral proportionality, however, cabinet ideology does not have much impact, and is 

not statistically significant. The variable left cabinet, which is measured as the percentage 

left seats in the government, although positive, is statistically insignificant. When I 

include both variables in the same regression model, the sign o f  left cabinet changes to 

negative and has almost zero impact. This result is supportive o f  the Iversen and Soskice 

argument that electoral proportionality correlates with government ideology. The 

hypothesis that countries with proportional electoral systems redistribute more because 

they elect more left wing governments is not verified by these results, since the left 

cabinet has no impact on social redistribution. Further testing o f  the partisan model is 

conducted in regression table six, where I look at the cumulative effect of the left in 

government, as well as the role o f Christian democracy.

When I add the variable long term left occupation of the welfare ministries, in the 

regression, none o f the results changes, which shows that my variable captures a different 

causal path o f redistribution than electoral proportionality. Once more I look at the scatter 

plot to check for outliers or driving cases o f  the results. I look at the effect o f the district 

magnitude on social transfers in scatter plot two. Even though there is a positive 

relationship between social transfers and district magnitude, the case that seems to 

dominate this relationship is again the Netherlands. Since it is the only country with a 

single electoral district in the sample, it is far out of the rest o f the sample. In order to 

make sure that the results are not completely driven by the Dutch case, I re-estimated the 

model, including a dummy for Holland. District magnitude retains its statistical 

significance, even though its impact decreases by half.
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o
CD

ID  _ 
04

a

0 1
t--------------- 1-----------------r
2 3 4

Inavemag

• 14ut
• 14 

111 
lit
• 14

ttt
• 14
•  14 

: «

T

5

111



Table 4.11 : testing hypotheses A3 and A4

0 ) (2)
change in social transfers change in social transfers

last year's change in social transfers -0.053 -0.046
(0.065) (0.064)

last year's social transfers -0.026 -0.028
(0.010)* (0.011)*

change in unemployment rate 0.250 0.241
(0.046)** (0.046)**

last year's unemployment rate -0.041 -0.045
(0.011)** (0.011)**

change in income growth -12.676 -12.590
(1.619)** (1.622)**

last year's growth rate -14.210 -14.201
(2.416)** (2.429)**

aggregate GDP lagged two years -0.397 -0.347
(0.152)** (0.154)*

change in age population share over 65 0.113 0.089
(0.207) (0.208)

last year's age population share over 65 0.010 0.012

(0.015) (0.015)
trade openness 0.228 0.331

(0.116) (0.119)**

voter participation -0.436 -0.492

(0.204)* (0.207)*

effective number of parties 0.148

(0.046)**

number of parties 0.076

(0.026)**

left occupation of welfare ministries 0.132 0.117

(0.055)* (0.055)*

Constant 4.533 4.192

(1.415)** (1.432)**

Observations 528 528

Number of dry 17 17

R-sq 0.38 0.37

Standard errors in parentheses

* significant at 5%; ** significant at 1%
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4.7.4 The role o f the effective number ofparties, the number ofparties and veto 

players on social spending

In table 4 .11,1 test the common pool resource theory, as well as the collective veto point 

theory on social spending against my theory. I find support for both theories. An increase 

in the effective number o f  parties increases social spending by almost as much as an 

additional year o f left dominance in the welfare ministries. The impact o f the increase in 

the number of parties is smaller. This is not unexpected, as the measure o f the number of 

parties is more dispersed than the measure of the effective number o f parties. An 

increase in the number o f parties in the government from four to five is likely to have 

much less impact than an increase in the effective number o f parties from four to five. All 

the three theories tested in these regression tables seem to be complementary and not 

competitive to each other.

Table 4.11: Testing hypothesis A5

(D (2) (3)
change in
social
transfers

change in
social
transfers

change in
social
transfers

last year's change in social transfers -0.181 -0.093 -0.170

(0.086)* (0.067) (0.093)
last year's social transfers -0.027 -0.022 -0.029

(0.012)* (0.012) (0.011)**

change in unemployment rate 0.253 0.266 0.224

(0.048)** (0.047)** (0.046)**

last year's unemployment rate -0.020 -0.024 -0.044

(0.010)* (0.010)* (0.011)**

change in income growth -12.265 -12.325 -12.811

(1.661)** (1.656)** (1.615)**

last year's growth rate -12.993 -13.039 -14.359

(2.392)** (2.403)** (2.426)**

aggregate GDP lagged two years -0.386 -0.391 -0.358

(0.129)** (0.130)** (0.153)*

change in age population share over 65 -0.020 0.000 0.097

(0.204) (0.205) (0.207)

last year's age population share over 65 0.013 0.012 0.014
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(0.015) (0.015) (0.014)
trade openness 0.075 0.118 0.317

(0.106) (0.1 Ï1 ) (0.118)**
voter participation 0.342 0.225 -0.447

(0.286) (0278) (0.211)*
number of parties 0.018 0.050

(0.022) (0.028)

last year's change in social 
transfers*nop

0.067 0.060

(0.025)** (0.027)*

Ideological polarization between 

ministries

-0.013

(0.010)

last year's change in social 
transfers*polarization

0.027

(0.012)*

left occupation of welfare ministries 0.114

(0.056)*

Constant 4.017 4.166 4293

(1.240)** (1.240)** (1.430)**

Observations 576 576 528

Number of dry 18 18 17
R-sq .34 .33 .38

Standard errors in parentheses

* significant at 5%; ** significant at 1%

Similarly, I find strong evidence o f the veto player theory in regression table four. 

Specifically, there is strong evidence o f the impact o f the multiple number o f parties in 

government on social spending, whereas there is not much evidence on the role o f 

ideological polarization. Multiple parties in government lead to an increase in social 

transfers when past social transfers were increasing, and they lead to a decrease in social 

transfers when past social transfers were decreasing. On the contrary ideological 

polarization has only a one way effect on the change in social transfers; while it has a 

legative impact on the change in social transfers when past transfers are decreasing, it 

las no effect when past social transfers are increasing. Ideological polarization, generally, 

eads to less social transfers and the past level o f  social transfers does not seem to have 

he impact that the veto player theory predicts (results from joint tests o f confidence that I
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do not present here). The veto player theory does not affect significantly the effect o f the 

partisan control o f the welfare ministries.

Table 4.12: testing hypothesis A6

(1) (2) (3)

change in

social

transfers

change In

social

transfers

change in

social

transfers

last year's change in social transfers -0.023 -0.031 -0.045

(0.062) (0.061) (0.064)

last year's social transfers -0.022 -0.036 -0.031

(0.011)* (0.013)** (0.012)*

change in unemployment rate 0.272 0.239 0.230

(0.046)** (0.048)** (0.046)**

last year's unemployment rate -0.022 -0.006 -0.029

(0.011)* (0.011) (0.013)*

change in income growth -12.047 -13.281 -13.440

(1.689)** (1.707)** (1.674)**

last year's growth rate -12.644 -15.098 -15.540

(2.470)** (2.522)** (2.532)**

aggregate G D P  lagged two years -0.378 -0.378 -0.384

(0.137)** (0.131)** (0.153)*

change in age population share over 65 0.015 -0.129 0.032

(0.210) (0.209) (0.215)

last year's age population share over 65 0.009 -0.007 -0.002

(0.015) (0.015) (0.015)

trade openness 0.102 0.067 0.256

(0.106) (0.106) (0.120)*

voter participation 0.291 0.132 -0.467

(0.320) (0.279) (0.203)*

W age coordination -0.005

(0.025)

cooperation with interest groups 0.310 0.220

(0.080)** (0.087)*

left o ccupatio n  of welfare ministries 0.106

(0.060)

Constant 4.012 4.325 4.734

(1.312)** (1.267)** (1.429)**

Observations 576 576 528

Number of ctry 18 18 17

R-sq 0.33 0.34 0.37

Standard errors in parentheses

* significant at 5%; ** significant at 1 %

115



4.7.S The role o f corporatism on social spending

Cooperation between government and interest groups is the only variable that reduces the 

explanatory power of the left welfare ministry occupation and its statistical significance as well. 

Yet, its impact on social transfers is not particularly large, considering that it is a categorical 

variable with just three categories: 0, .5 and 1. A change from a conflictual relationship between 

government and interest groups, which is category 0 to moderate cooperation, which is category 

.5 increases social transfers by 0.086 percent. This is not much more than the impact of an 

additional year of left occupation of the welfare ministries. Additionally, when I include both 

variables in the regression, we see that they both lose about a third of their explanatory power. It 

is well known from the corporatist literature that social democracy has had strong links with trade 

unions and encouraged social pacts that led to an increase in welfare provisions. In contrast, 

neither wage bargaining coordination (in regression one), nor trade union density (not reported 

here) have any impact at all on social transfers. This does not mean that these institutions did not 

influence indirectly social transfers, however. It has been shown (Wallerstein, 1999) that labour 

institutions are primary factors in decreasing wage dispersion, which has a strong direct and 

negative impact on social transfers, as we will see in regression table seven.

Table 4.13: testing hypothesis A7

(1) (2) (3) (4)
! change in 

social 
transfers

change in
social
transfers

change 

in social 
transfers

change in
social
transfers

-0.022 -0.037 -0.038 -0.058
(0.062) (0.065) (0.061) (0.061)

-0.035 -0.033 -0.042 -0.053

■ (0.013)**I o Ò & i _! (0.013)** (0.013)**

0.281 0.262 0.262 0.266
(0.047)** (0.046)** (0.047)** (0.047)**

i o b -ft -0.035 -0.041 -0.025

(0.011) (0.012)** 3 b 1 (0.011)*

-12.082 -12.522 -12.167 -12.283
(1.662)** (1.637)** (1.634)** (1.628)**

-12.782 -13.891 -14.013 -14.289

(2.411)** (2.457)** (2.398)** (2.377)**

-0.444 -0.439 -0.605 -0.652
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(0.138)** (0.162)** (0.146)** (0.148)**
change in age population share over 65 0.019 Ö.133 0.052 0.028

(0.203) (0.208) (0.200) (0.198)
last year's age population share over 65 0.015 0.024 0.026 0.048

(0.025) (0.025) (0.024) (0.026)

trade openness -0.002 0.194 0.130 -0.113
(0.117) (0.129) (0.108) (0.108)

voter participation 0.185 -0.359 0.011 -0.095
(0.324) (0.262) (0.303) (0.294)

left cabinet cumulative years 0.004 •0.000 -0.006 -0.001
(0.005) (0.006) (0.006) (0.006)

Christian democratic cabinet cumulative 0.065 0.063 0.064 -0.051
(0.031)* (Ö.032)* (0.030)* (0.039)

left occupation of welfare ministries 0.160
(0.062)*

left cumulative occupation of welfare 
ministries

0.014 0.012

(0.003)** (0.003)**
Netherlands 1.116

(0.255)**
Constant 4.713 4.947 6.189 6.607

(1.382)** (1.571)** (1.412)** (1.428)**
Observations 576 528 576 576
Number of ctry 18 17 18 18
R-sq 0.33 0.37 0.36 0.38
Standard errors in parentheses

* significant at 5%; ** significant at 1%

4.7.6 The role o f ideological dominance o f the left on social spending

Left dominance in the cabinet does not seem to have any effects on social transfers. This 

is what we see in regression table six. In the first column the cumulative time of left 

cabinets have the positive, as expected, sign but a t statistic o f just less than one. On the 

other hand Christian democracy has a positive significant effect on social transfers. The 

effect o f the left cabinet goes to zero when I add the variable long left occupation of the 

welfare ministries. This is not surprising as my variable correlates positively with the
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variable left cabinet, with a correlation coefficient o f just under 0.3. At the same time, 

including both these variables in one model allows us to directly test whether my variable 

simply captures the role of ideology, or more than that. Clearly, it does both. It poses 

more restrictive conditions on ideology, since it shows that it is not the ideology of the 

cabinet that matters for social spending, but rather the ideology o f  the welfare ministries.

In order to be sure that we are comparing similar institutions, I include a different 

measure o f the left long term occupation o f  the welfare ministries. I use a cumulative 

measure, just like the measures used for the partisan argument. The results do not change. 

Even though the effect of the cumulative measure is much smaller than of the moving 

average measure (an extra year o f left occupation increases social transfers by 0.03 

percent), it is still statistically significant.

Finally, in the fourth column, I include the dummy variable Netherlands to test whether 

the positive impact o f  Christian democracy is driven by the outlier Dutch case. As 

expected, the sign o f  Christian democracy becomes negative and the variable is 

insignificant. Surprisingly and worryingly, as well, the t  statistic o f  Netherlands is as 

large as four, which means that this model is underspecified and cannot account for the 

reasons that make the Netherlands a country that has high social transfers. I address this 

problem in the following section on the role o f  income inequality on spending.
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Table 4.14: testing hypothesis A8

(1) (2)
change in social 
transfers

change in social 
transfers

last year's change in social transfers 0.284 0.262

(0.108)** (0.110)*
last year's social transfers -0.054 -0.050

(0.027)* (0.026)
change in unemployment rate 0.138 0.089

(0.106) (0.107)
last year's unemployment rate -0.014 -0.024

(0.018) (0.017)
change in income growth -16.578 -17.985

(3.493)** (3.433)"
last year's growth rate -17.233 -20.842

(5.563)" (5.663)"
aggregate GDP lagged two years -0.607 -0.706

(0.307)* (0.315)*
change in age population share over 65 0.273 0.486

(0.188) (0.225)*
last year's age population share over 65 0.053 0.042

(0.040) (0.039)

trade openness 0.150 0.226

(0.313) (0.292)
change in logged income inequality 

(90/50)
-6.926 •6.989

(2.965)* (3.030)*

last year’s logged income inequality 

(90/50)
0.533 0.841

(0.551) (0.573)

left occupation of welfare ministries 0.277

(0.088)"

Constant 5.872 6.608

(2.987)* (3.013)*

Observations 254 250

Number of dry 16 15

R-sq .41 .43

Standard errors in parentheses

* significant at 5%; "  significant at 1%



4 .7 .7  The role o f  income inequality on spending

I test the impact o f  income inequality on social spending by using the 90/50 ratio income 

deciles. This variable describes the discrepancy between the pre-tax earnings of 90th 

decile the 50th decile. It thus measures how poor is the median earner in relation to the 

top earner, instead o f  measuring how poor is the low income earner in relation to the 

median earner, which is captured by the 50/10 ratio. According to the median voter 

theory, the poorer the median voter is, the more redistribution he will vote for. On the 

other hand, the bigger the earnings discrepancy is the less political support there is from 

the higher income earners to be taxed. The results in this table verify that the immediate 

impact on an increase in earnings inequality decreases social transfers by 6 percent. 

However, the equilibrium relationship seems to verify the median voter theory. Higher 

income inequality correlates with higher social insurance. Yet, the t statistic is only o f  the 

magnitude o f one, so it is not safe to conclude that higher income inequality leads to 

more social spending in the long run.

Another interesting result is that the impact o f  left control of the welfare ministries is 

increased by twice when we control for earnings inequality. This means that in countries 

where there is higher income inequality left welfare ministries put a higher effort in 

correcting the earnings gap by increasing social transfers. France might be a good 

example o f this relation. Even though it has high earnings inequality (as we can see in 

scatter three where France is country number 4) it has relatively high social transfers. 

Therefore, the doubled coefficient in this regression shows the ‘total’ effect o f the left on 

social transfers; one is the direct effect and the other through income inequality.

I have excluded the control variable voter participation in the regressions where I include 

the income inequality variable. The reason is that the correlation coefficient of the two is 

.63, creating collinearity. This fact is very interesting on its own; it says that countries 

with high earnings inequality have low political participation which might explain why
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the relationship between social transfers and earnings discrepancy is negative. This might 

also explain the curious Dutch case. It is a country with very low earnings inequality and 

high social transfers. When we look at scatter plot three, we see exactly this relationship: 

on the top of the scatter plot lies the Netherlands (number 14), while at the bottom we 

find the US (number 1).

In the last regression table I test whether income inequality explains the Dutch 

exceptionalism. Even when I include the size of the electoral district, it retains its large 

statistical significance. However, in the last column of the regression table, I include 

earnings inequality, and as expected, Netherlands loses its statistical significance, 

together with district magnitude.

Plot 4.6: the relationship between earnings inequality and social transfers
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Table 4.15: an all inclusive model
(1) (2) (3 )

change in social 

transfers

change in social 

transfers

change in social 

transfers

last year's change in social transfers -0.058 -0.068 0.261

(0.062) (0.062) (0.110)*

last year's social transfers -0.054 -0.058 -0.054

(0 .0 1 2 )" (0 .0 1 3 )" (0.023)*

change in unemployment rate 0.270 0.263 0.088

(0 .0 4 6 )" (0 .0 4 6 )" (0.106)

last year's unemployment rate -0.021 -0.018 -0.020

(0.012) (0.013) (0.018)

change in income growth -12.606 -12.835 -18.051

(1 .6 1 1 )" (1 .6 0 5 )" (3.390)”

last year's growth rate -14.428 -15.061 -21.047

1 (2 .3 9 0 )" (2 .3 9 8 )" (5 .6 4 0 )"

1 iiggregate G D P  lagged two years -0.532 -0.471 -0.721

(0 .1 5 9 )" (0 .1 5 0 )" (0.311)*

change in age population share over 65 0.111 0.022 0.466

(0.205) (0.210) (0.225)*

last year's age population share over 65 0.062 0.056 0.040

(0.021)” (0 .0 1 9 )" (0.037)

trade openness -0.050 -0.119 0.261

(0.132) (0.143) (0.291)

voter participation -0.322 -0.454

(0.198) (0.202)*

Netherlands 0.987 0.759 -0.179

(0 .1 9 5 )" (0 .2 0 4 )" (0.592)

left occupation of welfare ministries 0.172 0.149 0.264

(0 .0 5 8 )" (0.059)* (0 .0 8 9 )"

i

0.079 0.045

(0.036)* (0.052)

-6.756

(3.038)*

j 1.156

i
3

(0.622)

i 1"! 1 5.586 5.230 6.575

(1 .4 4 0 )" (1 .3 9 0 )" (2.950)*

Observations 528 528 250

Number of ctry 17 17 15

R-sq .40 .41 .43

Standard errors in parentheses

I * significant at 5 % : "  significant at 1%
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4.8 Conclusions

The political causes o f the development o f social insurance are complex and 

multilayered. I sought to test the impact o f political representation on social spending by 

researching the impact o f  partisan control o f social spending ministries. Assuming that 

left wing parties represent the voters that vote for higher spending, I tested my theory that 

ideology matters through the control o f  specific ministries; the ministry o f Labor and o f 

Social Affairs. 1 found strong evidence o f a positive impact on social transfers, the longer 

these m inistries have been under the control o f left wing parties and irrespective of the 

ideological gravity of the cabinet On the contrary, I did not find any evidence of the 

positive impact o f left governments on social spending.

A critical part of the causal mechanism through which left wing ministries redistribute 

more is policy continuity during time and less policy variance in the ministries of interest 

Left parties control social welfare ministries for longer periods o f  time in coalition than in 

single party governments. While in single party governments, a  partisan change in 

government can bring policy discontinuity, in coalition governments, parties can retain 

control o f a salient policy area, if  they are able to be part o f new  coalitions. Left wing 

parties have a preference over social issues and as I showed, twenty percent of the time, 

they gain control o f a social welfare ministry while not controlling the ministry of 

Finance, or being part o f a  left or centre-left coalition.

I tested my theory against a number of other theories that explain the impact of political 

institutions on social spending. I found that both the size o f the electoral district and the 

number o f parties in government have positive effects on spending. The country with 

largest electoral district, the Netherlands, is the country with the highest level of social 

spending per GDP. Also, the positive effect o f the multiple parties in government shows 

that parties face a collective action problem when they redistribute. They all want to 

spend more on their own constituents. However, electoral proportionality seems to have a 

larger and more robust effect than the number o f parties. My variable which tests the role 

o f the partisan occupation o f welfare ministries does not lose its explanatory power when
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tested against these theories, suggesting that it captures a different aspect o f political 

representation.

Corporatism did however decrease the impact o f  the partisan control of the welfare 

ministries on spending, which verifies once more that social democracy has been more 

successful when there has been cooperation with the interest groups. During the analysis I 

sought to explain the deviant case o f the Netherlands, which had only minimal control of 

the left from 1960 to 1997, and yet has the highest level of social transfers in the sample. 

Electoral proportionality seems to have contributed to the higher social spending, but the 

small earnings dispersion seems to have really mattered for social spending. This finding 

reinforces the hypothesis that under low income inequality there is higher political 

demand for social insurance.

This study is not the determinative study o f  the political causes o f  social insurance. It is 

only the beginning o f  understanding the socio-economic and political forces o f insurance 

and redistribution. The conclusion is that political representation matters. I showed that 

political representation matters through the partisan control o f  welfare spending 

ministries. In the next chapter I show in more detail how the political party system 

matters for price stability.
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5 Coalition governments, social insurance and central 

bank independence versus inflation: fighting 

inflation alone or together?

5.1 Introduction

Having shown that the political party system matters for social spending, it remains to 

show that is matters for price stability, as well. If it is true that interest representation is 

w ider in coalition governments than in single party governments, we should be able to 

observe that social insurance is employed as a deflationary mechanism primarily by 

coalition governments than by single party governments. In this chapter, I test the 

hypothesis that coalition governments deliver lower and more stable inflation than single 

party governments because they provide more social insurance. I argue that coalition 

governments are better able to defend price stability than single party governments 

through higher social transfers.

Albeit the fact that political party systems determine the institutional constraints for 

government economic policy action, most of the recent research regarding the political 

determinants of inflation has focused on the role of institutional checks and balances on 

monetary policy revisions or on institutional reforms such as central bank independence 

(Tsebelis, 1995,2002, Treisman, 2000, Lohmann, 1998, Moser, 1999, Keefer and 

Stasavage, 2002). I take a different approach in this chapter and derive hypotheses about 

the expected level of inflation in countries with coalition governments versus single party 

governments. The working hypothesis is that coalition bargaining dynamics influence the 

political dilemmas of price stability. According to Oatley (1997) coalition governments 

are likely to suffer higher inflation than single party governments and single party right- 

wing governments are best capable of disinflating (p35). Although I do not investigate 

the issue o f partisanship in this chapter, I conclude that coalition governments are better
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able to fight inflation than single party governments, irrespective o f  their ideological 

orientation.

5.2 Refreshing some theoretical points

5.2.1 Economic preferences o f parties along the left-right ideological axis

I take a moment to remind the reader o f the main assumptions on the economic 

preferences o f  political parties. I assume that left wing and social-democratic parties 

prioritise welfare policies over stability or market oriented policies, while more centre- 

right wing parties prioritise stability over welfare policies. According to partisan theories, 

deflations are politically more costly to left wing governments than to right wings 

governments, due to the short term increase in unemployment which hurts their core 

electorate. Left governments represent the interests of the lower income class (Hibbs, 

1977) or they represent the political control by the working class (Korpi and Shalev, 

1979), which is the case especially under centralized labour organization (Cameron, 

1984). As a consequence, when left wing governments have to decide between rising 

unemployment and rising inflation they prioritize unemployment over inflation.

The Manifesto Data project, which estimates values for parties over policy issues 

according to their electoral declarations, verifies partisan theories with respect to the 

parties’ pre-electoral announcements. Socialist parties, on average, stress welfare issues 

much more than right wing parties, even though the magnitude o f the difference varies 

between countries and within time as well (Appendix V, Budge et al, 2001). For example, 

almost all political parties put a high weight on social welfare in Scandinavian countries 

and France, whereas in Italy almost all parties put equal weights on market economy and 

on welfare.

At the empirical level, it has been shown that parties of the left are more likely to be 

punished when unemployment increases, whereas parties o f  the right are likely to be 

punished when price stability is low (Powell and Whitten, 1993). While Powell and

126



Whitten show that this is particularly the case when clarity of policy responsibility is 

high, Dorussen and Taylor (2001) found that even in a complex political environment 

such as in the Netherlands, voters are able to predict policy outcomes from future 

coalitions and that voters have different expectations from the parties of the same 

coalition; they expect from the parties of left to correct the free market contingencies 

whereas the parties of the right to support the workings of the free market (p413).

5.2.2 Single party against coalition governments

Single party governments need not bargain their policies with any other parties in the 

legislature unlike coalition governments whose policies are a function of all the 

governing parties’ policy priorities or even of parties in the legislature in general, as in 

the case o f minority governments. For this reason, single party governments are 

considered institutionally more efficient types of government than multiparty 

governments with respect to macroeconomic policy making and especially to stabilisation 

policies such as deflations because they do not face deadlock (Tsebelis) or collective 

action problems, such as “wars of attrition”( Alesina and Drazen, 1991, Drazen, 2000).

The distributive nature o f policy making should force parties to reduce power sharing by 

forming minimal winning coalitions (Riker, 1962). Yet, studies of legislature voting 

behaviour in the USA and o f coalition formation in Europe fail to confirm this theoretical 

prediction. Only forty percent of the non-single party majority governments in Europe 

were minimal winning coalitions from 1945 to 1987 (Laver and Schofield, 1991, p71). 

The explanation for this puzzle according to theories of legislature voting is that w hen 

distributional games are driven by future electoral concerns the legislatures are more 

likely to adhere to ‘norms o f universalism’ than to form minimal winning coalitions 

(Shepsle and Weingast 1981, Weingast, Shepsle and Johnsen, 1981, Carrubaand Volden,

2000, p261).
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Building coalitions on the norms o f  universalism pulls coalitions from disagreement to 

agreement through consensus. Instead o f  policy deadlocks, policy consensus is reached 

with payoffs and mutual benefits to each party. Policy consensus based on the norms o f  

universalism allows more inclusive policy outcomes and consequently, allows for more 

power dispersion among the governing parties (Lijphart, 1984, Powell, 2000).

In the next section I develop my argument that inclusive political systems need not be a  

political liability for economic reforms due to policy logrolls and coalition building on 

the norms o f  universalism. I argue that the institutional constraints o f multiparty 

governments become incentives for institutional engineering and policy trade-offs that 

alleviate the severity o f  deflations.

5 3  Logrolling versus vetoing and power dispersion versus power 

division

Blocking decisions that are not beneficial to  one’s party is not always an optimal strategy. 

The political benefits o f  vetoing policy are determined by various factors, such as the 

weight o f  the saliency o f the issue, as well as other policy and office holding exchanges 

offered to the party for its vote. It has been shown theoretically (Baron and Diermeier,

1998) that i f  there are two parties in  a coalition which bargain over a policy and if  the 

parties care equally about the same issues, then the policy outcome of their bargaining 

will be at the midpoint o f their contract curve, assuming that the parties have quadratic 

preferences. I f  on the other hand, each party puts different weights on policies they can 

reach an agreement that is closer to their respective policy priorities. Transfers to parties 

conceding to their partners’ policies can also increase policy divergence from the 

midpoint o f  the contract curve.

Power sharing need not necessarily result in policy deadlocks. Logrolling allows parties 

to reach consensual policies and thus helps universal coalitions to form. A logrolling 

situation exists when for (x, y) and (z, w) pairs o f mutually exclusive issues,
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xPy and zPw, but ywPxz

where P stands for social preference as defined by the voting rule employed” Stratmann, 

1997, p323). In other words, if  a voter were to vote sincerely, which means according to 

her preferences, she would vote x over y and z  over w. However, having traded off her 

vote for the issue she cares less, she, in the second instance, gets her most preferred issue 

voted. Assuming that there are two players A and B voting on two issues, A and B where, 

the payoffs are 5 when each player gets his issue voted and -1 when the other issue is 

voted, the average payoff o f  two periods is 4 i f  they both agree to trade-off issues, which 

is a  higher payoff than i f  they voted sincerely for their most preferred issue at both 

periods.

Issue A Issue B

Voter A 5 -1

Voter B -1 5

Logrolling can be more beneficial to political minorities, by allowing them to have policy 

gains higher than their sheer size would permit This is the case with respect to 

macroeconomic policies. In the case o f a winner-take-all plurality political system, or 

even in the case o f majority rule, under which the majority coalition passes bills, a  policy 

can be voted for, which will primarily benefit the majority, or most likely, the 

constituency o f the ruling party or winning coalition, while the policy affects everyone. If 

this policy redistributes income, from those who did not vote for it to those who did, then 

the party which represents the voters who will be negatively affected by the policy will 

be electorally punished in the next period. Logrolling allows policy change and 

cooperation by offering to the party that opposes the policy and its electorate side 

payments. Similarly, i f  the strongest party in a  coalition is not in favour o f a policy which 

benefits the minority, the minority can offer side payments to the majority in order to 

enact the policy. Logrolling can lead to Pareto optimal situations, given that it is not used 

for short-sighted political gain and bargaining leverage (Coleman, 1966).
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If  there are at least two parties in a government one o f which puts a higher weight on 

price stability and one that puts a  higher weight on social welfare, price stability is more 

likely to be enforced along with higher social provisions. This is because the two parties, 

which put different weights on price stability and social protection can trade-off their less 

salient issue in order to meet their goal on their salient policy, even if they care about the 

issue they are trading off. The more conservative pro-stability party might be willing to 

allow higher social spending, in order to achieve price stability because the political 

benefit o f  price stability will be higher than the political cost o f  increased social 

insurance. If  the more conservative party does not want to compensate the voters o f  the 

pro- social welfare party with higher social protection, then the more left wing party will 

be punished in the next electoral period, and knowing that it will not go into a coalition 

with the more conservative pro-stability party31.

The immediate question that arises at this point is why single party majority governments 

would be less able to keep price stability than coalition governments. The answer is that 

this need not be the case but it is a likely outcome. In single party governments, 

macroeconomic policies are likely to be more responsive to the governing majority. Even 

if  not having to compensate electoral minorities makes policy change easier because it 

does not inflict any political or electoral cost to the governing party, in the longer run, 

reduced social insurance could make policy choices harder to take, especially if  the 

preferences of the electoral majority change. Although I do not make any specific 

predictions about single party governments, as this would be a  different paper of its own, 

I assume that single party governments are more likely to suffer from policy swings and 

thus from lower price stability than coalition governments. The critical factor that

31 A t this point I would like to make a clarification about the inflationary effect o f spending. Excessive 
spending which leads to high public debt can potentially cause higher inflation either through seigniorage, 
which increases the monetary base MO or through unexpected inflation which erodes the value o f nominal 
non-indexed holdings (Burda and Wyplosz, 1997, p401-402). In developing countries seigniorage is a more 
like ly source o f in flation because “ the tax collection is hindered by lim ited administrative capacity and 
political constraints”  (Khan, 2005). On die other hand, among the developed European economies 
seigniorage is much less like ly to be used as a debt financing strategy. It has been traditionally highest in  
the less economically developed OECD countries like  Spain, Ita ly and Greece (p401). In fact, inflation 
might have even been reversely related to debt, since the ratio o f debt to GDP in  OECD countries, 
increased during the eighties, when macroeconomic and monetary stabilization policies caused the real 
interest rates to be higher than economic growth, increasing the real cost o f servicing debt (Burda and 
Wyplosz, p397-400).
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distinguishes single party from coalition governments, in this paper, is their ability to 

compensate losers as a condition for successful disinflation.

To sum up, single party governments are not necessarily more capable o f deflating just 

because they do not arrive at deadlocks and collective action o f problems. Policy 

bargaining, in coalition governments, between distant ideologically parties can 

potentially make the political dilemmas of price stability less severe, enforcing the 

dispersion of power side o f coalitions instead o f  the power sharing. The critical factor 

that differentiates these two sides o f multiparty governments is the dissimilar weights 

parties put on policy outcomes. While when all parties care equally about an outcome, 

cooperation is harder to achieve, as argued by the veto actor theories, when parties weigh 

issues differently among them, cooperation can be successful through logrolling. 

Coalition governments are more likely to deflate than single party governments, because 

they are ‘forced* to compensate the losers. On the contrary, for single party governments 

the decision to deflate could carry higher political cost.

In a coalition government, disinflation is more likely to happen along with increased 

social provisions. If there is at least one party that favours disinflation, it will insist on 

sticking to the monetary target. If there is another party that prioritises social welfare, it 

will accept the first party’s proposal, only in return for increased social protection, or in 

return for delaying welfare retrenchment. In the same way, when there is a conservative 

and independent central bank, disinflation will be more successful when there is an 

increase in social transfers.

H ypothesis one: Coalition governments deliver higher price stability than single party  

governments

Not all coalitions are equally inclusive For example, France, Ireland and Norway are 

generally more disproportional than Austria, Denmark and the Netherlands (Powell, 

2000, p28). At the same time, while the number o f parties positively correlates with the 

level o f  electoral proportionality, it does not perfectly correlate. For example, while
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Austria has one o f  the most proportional electoral systems, it has fewer parties in the 

government than France, which has a relatively disproportional system. Since the more 

proportional systems are, the more inclusive is the political party systems, governments 

in more proportional systems should be politically more ‘sensitive’ to electoral minorities 

than less proportional systems, irrespective o f  the parties in the government. This case 

allows me to test the effect of single party minority governments which is not captured by 

the number o f  parties.

H ypothesis la : Price stability is high in countries with coalition governments because 

they have higher social insurance; thus, in  the presence o f  social insurance, the effect o f  

the political party system  diminishes.

H ypothesis lb : The more dispersed pow er is in a coalition government, the more 

pronounced is the deflationary role o f socia l insurance on price stability..

Finally I derive the hypothesis that even under high central bank independence, coalition 

governments rely on social transfers when they disinflate. The hypothesis does not 

contradict or dispute the finding that the deflationary credibility o f  central banks increase 

in the presence o f multiple veto players (Keefer and Stasavage, 2002,2003). According 

to my argument, the presence of an independent central bank should not change the 

government’s political choices, since the m ain cause o f inflation is not the government’s 

lack of credibility but its inability to compensate the losers. Thus I predict that while 

central bank independence might increase the government’s deflationary credibility, it 

does not increase its ability to deflate without compensation.

H ypothesis l c  Coalition governments w ith high central bank independence deliver high 

price stability because they are forced  ’ to redistribute more.
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5.4 Alternative explanations about the role of coalition governments 

on price stability

Coalition governments should not be more capable in disinflating than single party 

majority governments according to the veto actor approach, unless there is an 

independent central bank with agenda setting powers deciding on the inflation rate. With 

respect to the need to disinflate, in order to maintain price stability, the veto player theory 

predicts that disinflation would be harder under coalition governments due to the 

presence of veto players who would oppose it. Thus, only under ideologically ‘compact’ 

coalitions would disinflation be effective or under single party minority governments 

(Tsebelis, 2002). Public good theories similarly argue that the larger the number o f 

political actors in the government is, the less likely it is that policy reforms will be 

undertaken on time due to collective action problems and ‘wars o f attrition’ among the 

parties which do not want to be the losers o f the stabilization reforms (Drazen, 2000). 

Finally, according to Oatley (1997) coalition governments are less capable of disinflating, 

irrespective of their ideological dispersion because the median party, which is always in 

the government, will defect and so the change o f  the status-quo will be impossible. 

Moreover, coalition governments are more likely to generate demand pull inflation due to 

the fact that they run larger deficits (p34). Thus, the author predicts that right wing single 

party governments will be best able to disinflate (p33).

However, the predicted inability of multi actor governments to monetary changes could 

be transformed to an institutional advantage, in the presence o f  an independent central 

bank (Keefer and Stasavage 2002,2003). When there is an independent central bank 

along with multiple political parties, then at least one of them will be as inflation averse 

as the central bank and the inflation rate will be the one chosen by the bank. Thus, 

according to the authors’ conclusions, coalition governments should be particularly 

capable o f maintaining higher price stability than single party governments, in the 

presence o f a conservative central bank. Moser makes a similar argument with respect not 

only to political but also to institutional veto players (federalism) but also stressing the 

importance of ideological polarisation in the government. He proposes two conditions
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under which central banks can credibly commit to low inflation: when the legislative 

function is shared between equally at least decision bodies, and secondly when the 

decision bodies have different preferences with respect to monetary policy, that is 

different inflation-output weights (1999, pl580). In fact, if  at least one of the veto actors 

was conservative enough, the time inconsistency problem would be solved without the 

presence o f  an independent central bank (p i 579).

A different causal path explaining the deflationary role o f coalition governments is that 

multiparty and federal governments tend to have higher central bank independence 

(Moser, 1999 and Hallerberg, 2002). The reasons lie in the lack o f  controllability o f  the 

monetary tools under multiparty and federal governments which effectively makes it less 

costly politically to  delegate to a central bank. Identifiability is another reason for 

delegation32.

An alternative explanation for the anti-inflationary role of coalition governments is 

offered by the theories o f consensus democracy which predict that coalition governments 

can deliver lower inflation than single party governments because “policies supported by 

a broad consensus are more likely to be carried out successfully and to remain on course 

than policies imposed by a ‘decisive’ government against the wishes of important sectors 

o f the society” (Lijphart, 1999, p260 &265-268). Yet, according to the author, the 

number o f parties in government is only one o f  the five constitutive parts o f consensus 

democracies, amongst others being proportionality o f the electoral system and corporatist 

interest intermediation. In fact, he argues in favour of the creation o f an index that 

includes the power sharing among the executive and the legislature with corporatism, 

because they correlate so strongly (Lijphart and Crepaz, 1991).

32 According to Hallerberg, in one party and unitary systems, such as the UK, responsibility on monetary 
outcomes is identifiable by the voters whereas fiscal policies are less important in order to w in voters. As a 
result, central bank independence is expected to be low, and so is deficit financing. On the other hand, in 
coalition governments in  unitary states, such as the Netherlands, monetary policy is less controllable by one 
party, as there are many veto players, while fiscal policies that target specific groups are more effective. In 
this case, central banks are expected to  be highly independent, but deficit financing high. Finally, federal 
states are expected to have very high central bank independence, and especially those states with multiparty 
governments (p99).
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High correlation between multiparty governments and corporatism does not mean that the 

two are inseparable and that they do not have independent effects on price stability. As it 

has been already argued (Keman and Pennings, 1995, Armingeon, 2002), corporatism 

does not have to go hand in hand with consensus democracy. The first refers to the 

compromise and arrangements between socio-economic actors and the second refers to 

political party bargaining at the cabinet level, irrespective of the fact that both measures 

relate to the logic o f accommodation (Keman and Pennings, p273-274). Armingeon 

argues that Lijphart’s findings that consensus democracies perform better with respect to 

price stability and employment is due to their correlation with corporatism: he shows that 

consensus democracies are not superior to Westminster democracies once the effect of 

corporatism is controlled on employment, price stability and expansion of the welfare 

state (2002).

The competing hypotheses that derive from the literature on the role of coalition 

governments on price stability are the following three: coalition governments deliver 

higher price stability because they have corporatist institutions (Armingeon), or because 

they have higher central bank independence (Moser, 1999, Hallerberg, 2002), or when 

they have central bank independence (Keefer and Stasavage, 2002). I proceed to test 

these hypotheses against my hypothesis that the deflationary role of coalition 

governments is due to their ability to compensate the losers of deflations.

H 2: Price stability is higher in countries with coalition governments because they tend to 

have higher levels o f coordinated wage bargaining: in their presence, the effect o f 

coalition government diminishes (Armingeon 2002)

H 3: Price stability is higher in countries with coalition governments because they tend to 

have higher central bank independence (Moser,1999, Hallerberg, 2002)
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5.5 Data

My data is the same as the ones used in chapter two and four. W ith respect to the 

interpretation o f the empirical model refer to chapter two as well.

Table 5.1: Descriptive Statistics

Variable Obs Mean Std. Dev. Min Max

coalition government 342 0.658 0.475 0.000 1.000

average district magnitude 342 1.503 1.408 0.000 5.011

number of parties 342 2.104 1.241 1.000 5.000

effective number of parties 342 1.673 0.798 1.000 4.129

Inflation 342 7.740 4.570 -0.709 24.232

Change in inflation 324 -0.067 2.882 -11.37 11.509

financial sector employment 342 0.068 0.021 0.021 0.113

Union density 342 44.949 17.178 10.150 84.600

Trade openness 342 0.514 0.260 0.084 1.396

Unemployment 342 5.185 3.530 0.002 17.129

Wage coordination 342 3.418 1.397 1.000 5.000

Central bank independence 342 0.501 0.196 0.150 0.931

social transfers 335 13.735 4.371 3.926 28.909

M y main dependent variable is the change in  in fla tio n .

D is-in fla tion : This year’ s in fla tion  m inus last year’ s in fla tion , o r else the change in in fla tion  

M y  independent variables are

C oalition government: T h is is a dichotomous variab le  that is  coded as 1 whenever a government 

is not a single party m a jo rity  government. I  code as zero a ll single party  m ajority governments 

and as one a ll governments otherwise, includ ing both m ajority coa litions and m inority coalitions 

and single party governments. This variable changes over tim e since it  codes governments and 

not countries. Source: W onderdorp et a l (2000). I  expect to fin d  that m ultiparty governments have 

a larger negative e ffect on in fla tion  than single party governments.
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I  use three measures to capture the proportionality of the political system: By using different 

measures o f coalition government, I extent the analysis and refine the argument with 

respect to the bargaining dynamics. Secondly, I investigate to what extent my findings 

contradict the findings in the literature, and more specifically the finding that coalition 

governments deflate more because they have higher central bank independence. I 

therefore use two different measures of coalition government: one that captures the 

inclusiveness of the political system, or what I have called earlier the power dispersion 

dimension of coalition governments, and one that captures the veto player effect, or the 

power sharing aspect o f coalition governments. I test hypothesis lb in tables five and six,

The log  o f Average D is tric t Magnitude33

The second and th ird  measures capture the shared power aspect o f coalition governments by 

m easuring the number o f parties, as w ell as the effective number o f parties.

N um ber o f parties in  government34

E ffec tive  number o f governing parties35

Past levels o f social transfers36

Table 5.2: Correlation matrix of the four different measures of coalition government

multiparty Distr. magnitude Number of Eff. number 

parties of parties

Multiparty government 1 i
District magnitude 0.5008 1

.............  ! . _
Number of parties 0.5378 0.3539 1 I
Effective number of parties 0.4788 0.3921 0.8403 | 1

The m odel I use is less inclusive than the one in chapter two. I reason I do that is because I am 

in terest in  the effect o f the po litica l party system on inflation. I f  I include many economic

33 As discussed in chapter four
34 As above
35 As above
36 As above
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controls, it  is hard to  see the po litica l responses to  in fla tion  by the d iffe ren t party systems. In 

chapter tw o the independent variables were also economic and thus m u ltip le  economic controls 

were necessary to  make sure that the m odel d id  not suffer from  om itted variable bias. Thus the 

controls I  use are the fo llo w in g :

Central bank independence37.

Wage C oordination38.

Union density39.

Financial sector em ploym ent40.

Unemployment rate41.

Trade openness42:

5.6 Empirical Findings

5,6.1 H ow social insurance helps coalition governments to deflate

The hypotheses that coa lition  governments en jo y  higher price s tab ility  than single party 

governments and th e ir causal paths are tested in  the fo llow ing  four tables. In  table three I  test the 

effect o f the fou r d iffe re n t measures o f co a litio n  government on price stab ility . We see that 

alm ost a ll the measures have the expected negative and sta tistica lly s ign ifican t e ffect on deflation. 

The deflationary e ffec t o f  coalition governm ent is  o f the magnitude o f  0.8 per cent: when m oving 

from  a single party m a jo rity  government to  any k ind  o f coalition government. For the other three 

measures, w hich are continuous, a one un it increase in the size o f the log  average d istric t 

magnitude and in the effective number o f parties decreases in fla tion  by near .4 per cent, w h ile  a 

un it increase in  the num ber o f parties decreases in fla tion  on ly  by .17 per cent. Thus, an increase 

in  the sheer num ber o f  parties does not seem to  have an im portant e ffec t on the government’ s 

a b ility  to deflate. In  the fo llow ing  tables I  o n ly  use the binary variable coalition government, the 

log average d is tric t m agnitude and the e ffective  number o f parties to  test the causal paths through 

w hich coa lition  governments deflate.

37 Discussed in the chapter two
38 As above
39 As above
40 As above
41 As above
42 As above
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Table 5.3; Coalition governments deliver higher price stability than single party governments
(1) (2) (3) (4)

change in change in change in change in

inflation inflation inflation inflation

change in inflation 0.221 0.212 0.214 0.213

(0.118) (0.116) (0.119) (0.119)

last period's inflation -0.306 -0.318 -0.288 -0.293

(0.080)** (0.079)** (0.080)** (0.080)**

Financial employment -29.397 -30.971 -24.516 -22.599

(11.455)* (11.195)** (11.188)* (11.017)*

union density 0.014 0.015 0.011 0.009

(0.007) (0.007)* (0.008) (0.007)

economic openness -0.130 0.482 -0.540 -0.280

unemployment rate

(0.684) (0.827) (0.623) (0.646)

lagged -0.080 -0.118 -0.078 -0.097

(0.067)

coalition government -0.807

(0.371)*

district magnitude 

Number of parties 

effective number of parties

(0.072)

-0.417

(0.142)**

(0.067)

-0.176

(0.085)*

(0.068)

-0.385

(0.136)**

Constant 4.736 4.843 4.440 4.666

(1.468)** (1.411)** (1.445)** (1.434)**

Observations 306 306 306 306

Number of countries 18 18 18 18

R-sq 0.18 0.19 0.18 0.18

Standard errors in parentheses 

* significant at 5%; ** significant at 1%

In table four I test my main hypothesis that social insurance is the reason why coalition 

governments keep price stability against the alternative two hypotheses on wage bargaining



coordination and central bank independence. I use the dummy variable multiparty government in 

table four, while in tables five and six I use the alternative measures capturing the inclusiveness 

o f  the political party system and the role o f  the veto players, respectively. In table five I test the 

hypotheses using the log o f average district magnitude, which captures the power dispersion side 

o f coalition governments, while in table six I use the effective number o f  parties which captures 

the shared power side o f  coalition governments.

Table 5.4: the role of social transfers, wage coordination and central bank independence on the 

disinflationary effect of coalition governments: in this instance the first (dummy) measure of 

coalition governments is used

(1) (2) (3) (4) (5)
change in change in change in change in
inflation inflation inflation inflation change in inflation

Lagged change in inflation 0.221 0.241 0.213 0.235 0.234
(0.118) (0.122)* (0.111) (0.118)* (0.113)*

last period's inflation •0.306 -0.321 -0.352 -0.338 -0.412
(0.080)" (0.083)" (0.077)" (0.085)" (0.081)"

Financial employment -29.397 -28.353 -39.152 -28.524 -36.814
(11.455)* (10.832)" (11.226)" (11.374)* (10.225)"

union density 0.014 0.011 0.022 0.004 0.011
(0.007) (0.007) (0.008)" (0.005) (0.006)

Economic openness -0.130 0.845 0.744 -0.190 2.039
(0.684) (0.783) (0.785) (0.696) (0.862)*

unemployment rate lagged -0.080 -0.078 -0.179 -0.088 -0.206
(0.067) (0.066) (0.067)" (0.067) (0.064)"

Coalition government -0.807 -0.445 -0.747 -0.689 -0.263
(0.371)* (0.356) (0.368)* (0.366) (0.367)

social transfers -0.131 -0.161
(0.046)- (0.044)"

wage coordination -0.533 •0.618
(0.155)" (0.147)"

central bank independence -2.424 -2.692
(1.030)* (0.859)"

Constant 4.736 5.983 7.244 6.591 11.125

(1.468)" (1.716)" (1.560)" (1.815)" (2.020)"

Observations 306 299 306 306 299

Number of countries 18 18 18 18 18

R-sq 0.18 0.21 0.22 0.20 0.28

Standard errors in parentheses

* significant at 5% ; "  significant at 1%
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The results in table four verify the hypothesis that social transfers are the main causal path 

through which coalition governments disinflate despite the fact that they also verify that central 

bank independence is also part o f the causal path. They reject however the hypothesis that wage 

bargaining coordination is the causal path. While wage bargaining coordination has a large 

negative and statistically significant impact on deflation* it reduces the deflationary impact of the 

political party system only by .1. Additionally, adding the variable wage bargaining coordination 

improves the fit o f  the model. Interestingly, when controlling for social transfers, the deflationary 

effect o f coalition government falls from 0.25 percent to 0.15 percent, so it is almost reduced by 

half, whereas when I add central bank independence, its effect is reduced only by one third. In the 

fully specified model where all the regressors are included, coalition government retains its 

negative sign, but fails to reach any statistical significance and its effect diminishes to 0.065 

percent decrease in inflation.

Further examination o f the effect o f coalition governments on price stability follows in tables five 

and six where I distinguish between the two measures o f dispersed and shared power. Social 

transfers and wage bargaining coordination have similar effect on district magnitude: social 

transfers decrease its deflationary effect by half, while wage bargaining coordination has only a 

very small effect and increases the explanatory power of the model. Interestingly, central bank 

independence has no effect at all on district magnitude: on the contrary, central bank 

independence increases the deflationary effect of electoral proportionality. On the other hand, 

social transfers have almost no impact on the effective number of parties measure, while central 

bank independence decreases its effect almost by half. Even though this result was expected, the 

lack o f  any change in the effect of the effective number of parties on deflation after adding social 

transfers in the regression is puzzling. Since the effective number o f parties does not only capture 

the increased number o f veto actors but also the policy influence aspect of parties in coalition 

governments, one would expect that part of its deflationary effect is through higher social 

transfers.
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Table 5.5: testing the deflationary causal paths of coalition governments using the log average 

district magnitude

(D (2) (3) (4) (5)
change in change in change in Change in change in
inflation inflation inflation inflation inflation

change in inflation 0.212 0.239 0.206 0.229 0.234

(0.116) (0.122) (0.110) (0.115)* (0.112)*
last period’s inflation -0.318 -0.321 -0.361 -0.360 -0.414

(0.079)** (0.082)** (0.076)** (0.084)** (0.081)**
Financial employment -30.971 -28.315 -40.071 -31.551 -37.051

(11.195)** (10.290)** (10.726)** (11.011)** (9.554)**
union density 0.015 0.012 0.024 0.004 0.011

(0.007)* (0.007) (0.008)** (0.005) (0.006)
Economic openness 0.482 0.923 1.254 0.568 2.107

(0.827) (0.847) (0.896) (0.813) (0.887)*

unemployment rate

lagged -0.118 -0.094 -0.209 -0.130 -0.217

(0.072) (0.071) (0.072)** (0.072) (0.068)**

district magnitude -0.417 -0.201 -0.377 -0.439 -0.153

(0.142)** (0.122) (0.140)** (0.141)** (0.118)

social transfers -0.112 -0.144

(0.045)* (0.043)**

wage coordination -0.514 -0.605

(0.151)** (0.146)**

central bank independence -2.770 -2.815

(1.016)** (0.835)**

Constant 4.843 5.724 7.232 7.161 11.013

(1.411)** (1.685)** (1.467)** (1.788)** (2.002)**

Observations 306 299 306 306 299

Number of countries 18 18 18 18 18

R-sq 0.19 0.21 0.23 0.22 0.29

Standard errors in parentheses 

* significant at 5%; ** significant at 1%
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Table 5.6: testing the deflationary causa! paths of coalition governments using the effective 

number of parties

change in change in change in Change in change in
inflation inflation inflation inflation inflation

change in inflation 0.213 0.235 0.203 0.229 0.227
(0.119) (0.123) (0.111) (0.120) (0.113)*

last period's inflation -0.293 -0.318 -0.348 -0.323 -0.410
(0.080)** (0.083)** (0.076)** (0.086)** (0.081)**

Financial employment -22.599 -24.842 -33.955 -22.716 -35.298
(11.017)* (10.410)* (10.556)** (10.935)* (9.749)**

union density 0.009 0.007 0.017 0.001 0.009
(0.007) (0.007) (0.008)* (0.005) (0,006)

Economic openness -0.280 0.942 0.844 -0.425 2.235

(0.646) (0.782) (0.764) (0.693) (0.897)*

unemployment rate

lagged -0.097 -0.093 -0.213 •0.096 -0.225
(0.068) (0.068) (0.070)** (0.071) (0 069)**

effective number of

parties •0.385 •0.304 •0.490 •0.227 •0.275

(0.136)** (0.134)* (0.145)** (0.156) (0.164)

social transfers •0.139 •0.164

(0.046)** (0.043)**

wage coordination -0.590 •0.648

(0.160)** (0.151)**

central bank independence •2.323 •2.395

(1.111)* (0.927)**

Constant 4.666 6.257 7.733 6.237 11.376

(1.434)** (1.734)** (1.521)** (1.765)** (1.988)**

Observations 306 299 306 306 299

Number of countries 18 18 18 18 18

R-sq 0.18 0.22 0.22 0.20 0.29

Standard errors in parentheses 

* significant at 5%: ** significant at 1%

T h e  results o f the  last tw o tables imply that political systems with more pronounced the 

d im ension  o f  checks and  balances relied more on central bank independence as a 

deflationary devise. O n the other hand, more inclusive political systems with higher
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power dispersion relied on economic compensation and social protection to the losers of 

deflation. This second aspect o f  coalition government shares the same principles as the 

coiporatist tradition, according to which economic reforms are more successful when 

organized interest groups are invited to be part in the policy making process, by 

articulating their positions and negotiating voluntary wage restraints. The governments, 

from their side, should be capable o f compensating the interest groups for their co

operation (Schmitter, 1974, Hassel, 2003, p708-709). This aspect of coalition 

governments does not rely on higher central bank independence to deliver price stability.

5.6,2 D oes social insurance m atter to coalition governments in  the presence o f  central 

bank independence?

In this final section I try to answer the question whether social insurance mattered to 

coalition governments even when they had high central bank independence. The 

empirical prediction o f my argument is that it should matter. In fact, I expect to find that 

higher central bank independence is a successful deflationary devise only when there is 

social insurance. Thus, if  I find that the deflationary effect of coalition governments 

increases in the presence of central bank independence only when we do not hold social 

insurance constant, then social insurance matters. If I find, on the other hand, that central 

bank independence matters irrespective o f  social insurance, social insurance is not a  

necessary condition for deflation while central bank independence is sufficient for 

deflation.

In order to test how central bank independence influences the ability of coalition 

governments to deflate, I estimate the following effect “coalition government + Central 

bank independence *coalition governm ent", In order to test how social insurance 

conditions the deflationary effect o f  coalition governments under central bank 

independence, I estimate two linear interactive models, one without including social 

insurance and one including social insurance (the regression tables are in the appendix). 

The effect o f  coalition government is estimated for various values o f central bank
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independence . In all the following regressions I include wage bargaining coordination 

in order to have a more fully specified model.

I follow the previous method of testing separately the effect o f social insurance on the 

two different aspects o f coalition governments: the power dispersion and the power 

sharing. I use again the logged average district magnitude for the fist, and the effective 

number of parties for the second. I expect to find that the ability of coalition governments 

to deflate conditioned upon central bank independence decreases when I control for 

social insurance.

Table 5.8: The deflationary effect of proportional electoral systems under various degrees of 

central bank independence

Not controlling for soda) insurance Controlling for the role of social insurance
Central bank coefficient Std t value Coefficient Std t value
independence Error Error
0.3 -0.492 0.25 -1.97 -0.246 0.23 -1.07

0.5 -0.412 0.151 -2.73 -0.17 0.132 -1.29

0.6 -0.373 0.123 -3.03 -0.132 0.109 -1.22
0.7 -0.333 0.125 -2.65 -0.095 0.119 -0.79
0.8 -0.293 0.157 -1.87 -0.057 0.1575 -0.36

Table 5.10: The deflationary effect of the effective number of parties under different degrees of 

central bank independence

Not controlling for social insurance Controlling for the role of social insurance
Central bank coefficient Std t value coefficient Std t value
independence Error Error
0.3 -0.317 0.299 -1.06 0.053 0.312 0.17
0.5 -0.336 0.182 -1.84 -0.18 0.19 -0.94
0.6 -0.345 0.162 -2.12 -0.297 0.165 -1.79
0.7 -0.354 0.183 -1.93 •0.414 0.178 -2.32
0.8 -0.363 0.234 -1.55 -0.53 0.223 -2.38

The results partly confirm the hypothesis when using the measure o f  the log o f  average district 

magnitude and reject it when using the effect number o f  parties. In table eight we see that 43

43 For a detailed explanation o f how to interpret interactive effects, (Brambor, Clark and Golder, 2005)



coalition governments can successfully deflate at any rate of central bank independence and 

especially at lower levels of central bank independence, when we do not control for social 

insurance. When we look at its deflationary effect other than through social insurance, coalition 

governments seem unable to deflate at any level of central bank independence. Therefore, in more 

inclusive political systems, social insurance has been both a necessary and sufficient condition for 

deflation.

On the other hand, testing the hypothesis on the effective number of parties, in table 10, gives us 

different results. Coalition governments deflate more successfully at medium levels of central 

bank independence, when we do not control for social insurance. After controlling for social 

insurance, coalition governments can deflate only at high levels of central bank independence, 

specifically above .8 and .9 out of ten. This table tells a different story. Coalition governments 

can deflate successfully at medium levels of central bank independence when they can use social 

transfers, but they need a veiy independence central bank in order to deflate, when they cannot 

use social transfers. Therefore, when we operationalize coalition government as the effective 

number o f parties, central bank independence is an alternative and necessary condition for 

deflation in the absence of social transfers.

5.7 Conclusions

The institutional liability of coalition governments argued by the veto actor and public goods 

theories stress the collective action problems of power sharing or power division. On the other 

hand, consensus democracy theories stress the consensual outcomes of diffused or dispersed 

power among parties. While larger political representation is considered a main factor for policy 

deadlocks under the power division approach, it is considered an asset for superior welfare 

political outcomes in the power dispersion approach. I show how power division need not lead to 

policy deadlocks but rather to more policy diffusion and policy inclusion, leading to higher price 

stability.

In this paper I advance and test the hypothesis that coalition governments are able to fight 

inflation and even outperform single party governments because they offer higher social 

insurance than single party governments. Unlike wage bargaining coordination which is a 

significant and independent from coalition governments factor for price stability both central
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bank independence and social insurance are mechanisms of the causal path through which 

coalition governments affect price stability. Social transfers appear to be the primary 

‘deflationary tool’ for countries with more proportional electoral systems, while central bank 

independence appears to be more effective the larger the effective number of parties in the 

cabinet is. Social insurance is an alternative strategy to central bank independence for multiple 

veto actor political systems while it is a sufficient condition for more successful deflation in more 

proportional political systems.



5.8 Appendix 1

Table 5.7

(D (2)
change in change in

inflation inflation

change in inflation 0.226 0.237

(0.110)* (0.112)*

last period's inflation -0.405 -0.417

(0.082)** (0.081)**

financial employment -42.595 -38.942

(11.535)** (10.711)**

union density 0.013 0.012

(0.006)* (0.006)*

Economic openness 1.240 2.027

unemployment rate

(0.856) (0.859)*

lagged -0.209 -0.208

(0.072)** (0.069)**

wage coordination -0.500 -0.601

(0.148)** (0.145)**

log district magnitude •0.612 -0.360

central bank

(0429) (0.409)

independence -3.064 -3.182

(1.242)* (1.067)**

cbi*distr. Magnitude 0.398 0.378

(0.642) (0.636)

social transfers -0.143

(0.042)**

Constant 9.786 11.330

(2.028)** (2.166)**

Observations 306 299

Number of ctry 18 18

R-sq 0.25 0.29

Standard errors in parentheses

* significant at 5%; ** ;significant at 1%



Table 5.9

(1) (2)

change in change in

inflation inflation

change in inflation 0.218 0.216

(0.113) (0.113)

last period's inflation -0.374 -0.408

(0.082)** (0.081)**

financial employment -33.358 -31.383

(10.308)** (9.682)**

Union density ' 0.010 0.008

(0.006) (0.006)

Economie openness 0.685 2.469

unemployment rate

(0.805) (0.923)**

lagged -0.211 -0.262

(0.082)** (0.079)**

Wage coordination -0.572 -0.653

Central bank

(0.160)** (0.150)**

independence -1.963 -0.434

Effective number of

(1.896) (1.682)

parties -0.291 0.404

Cbi*effed number of

(0.529) (0.541)

parties •0.091 -1.169

(0.840) (0.832)

social transfers -0.177

(0.045)**

Constant 8.972 10.333

(2.046)** (2.068)**

Observations 306 299

Number of dry 18 18

Standard errors in parentheses

* significant at 5%; ** significant at 1%
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6 Testing the role of ideology on price stability in 

light of the type of the welfare state and the 

political party system; empirical extensions

6.1 Introduction

The question whether left wing governments follow policies that benefit lower income 

classes or whether their policies do not differ from the ones followed by right wing 

governments is a  long and unresolved on. The straight forward partisan argument 

advanced by Hibbs is that left wing governments should be more tolerant to inflation 

because they prioritize growth over inflation; thus in times o f  sluggish growth, inflation 

should be higher under left wing governments than under right wing governments (1977, 

1987), In this final chapter, I test the partisan hypothesis on price stability, conditioned 

upon social insurance and the political party system.

Partisan macroeconomic policies are in the heart o f politics. Policies of the left are 

thought to be different from policies o f  the right, since macroeconomic outcomes have 

redistributive effects that benefit certain groups and harm others. Partisan theories predict 

that policy outcomes are ideologically driven according to the utility of the parties’ class 

defined electorate. On the other hand, electoral business cycle theories predict electoral 

cycles as governments strive to capture the median voter by boosting the economy, at 

least, in the short term.

While it is in the parties* interest to manifest some partisan behaviour in order to 

differentiate themselves from other competing parties, it is also in their interest to try to 

satisfy the median voter, in order to maximize their votes. The lack o f strong large-n 

empirical evidence on the effect o f  partisanship in monetary outcomes, on the one hand, 

and the anecdotal evidence of strong partisan behaviour in certain countries, on the other,
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calls for a more careful examination o f the partisan hypothesis. I try to do that, in light o f 

the theoretical extensions o f the previous chapters on the role o f social insurance and o f 

the political party system on price stability.

In this chapter I test the partisan hypothesis and I make a theoretical synthesis arguing 

that partisan outcomes are likely to occur only when they cannot be avoided. Especially 

with respect to price stability, all governments would prefer to take credit for stabilizing 

the economy and for maintaining price stability. Their success in stabilizing inflation 

depends on their room for manoeuvre. In countries where the social net for those affected 

adversely from economic downturns is insufficient, left governments have less room for 

manoeuvre to respond aggressively to inflationary shocks, as they need to justify their 

policies to their voters. On the other hand, in countries with generous welfare nets, the 

left is less constrained and can justify its tight monetary choices, while at the same time it 

can provide for the losers o f  the policy adjustment

The political cost o f deflation is not, however, the only factor that governments take into 

account when deciding how much to deflate. Electoral considerations and political rents 

might lead them to suboptimal policy choices if  they have institutional freedom. I, thus, 

investigate how the type o f the political party system constrains governments’ partisan 

policy choices. It has been argued by the veto actor theory that single party governments 

can follow their policies o f choice unlike coalition governments which need to 

compromise and which can be blocked from veto actors. I put forward the hypothesis that 

left wing governments in multiparty governments are less likely to exhibit partisan 

behaviour unlike single party governments. Before I develop more fully the testable 

hypotheses, I briefly present recent findings on government partisanship in the literature.
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6.2 The mixed empirical findings on the partisan impact of the left on 

price stability

The evidence on political business cycles is at best mixed. Clark (2003) finds no evidence 

of monetary partisan cycles, but he does find evidence o f  electoral business cycles in the 

absence o f independent central banks. Clark and Hallerberg (2000), also find that 

monetary electoral business cycles are pronounced in the absence o f independent central 

banks (p332), but they find stronger evidence for pre-electoral fiscal political business 

cycles in the presence o f fixed, exchange rates (p336). The authors’ findings with respect 

to partisan political business cycles are also very interesting and counter-intuitive. In a 

sample o f 18 OECD countries and using the log o f monetary aggregate, which is the sum 

of M l and quasi-money, as the dependent variable, they find that there is partisan 

evidence o f monetary expansions only under central bank independence, and that in the 

absence o f external constraints, such as CBI or fixed exchange rates, the left is likely to 

cause monetary contractions instead o f  expansions (p338-339). Similarly, they find that 

the left is more likely to reduce public debt in the absence o f fiscal constraints. Yet, they 

find no evidence o f  partisan behaviour w hen the dependent variable is money annual 

money growth (measured by M l).

Alesina and Roubini find evidence o f  political cycles in the US, on the monetary policy 

instruments, rather than on inflation. Partisan evidence on inflation is stronger until the 

mid eighties, but insignificant in the nineties. On the other hand they find that interest 

rates are significantly lower under democratic administrations than under republican 

administrations (1997, p98-99). They do not find any evidence o f  political cycles on 

fiscal deficits, on the other hand. These partisan effects are, however, transitory due to 

rational, instead o f  adaptive voters' expectations. This means that the voters expect that 

the two administrations will aim at different policy outcomes and so they adjust their 

expectations. However, this adjustment is only imperfect due to uncertainty and takes 

some time to realise. In this model, therefore, the Philips curve is only temporarily 

exploitable, unlike Hibb's assumptions on a constantly exploitable curve.
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The empirical findings o f  partisan effects on monetary policy and outcomes, even though 

mixed and not yet settled, inform us that partisan differences might manifest themselves 

in a more subtle way that it was originally hypothesized. We need to implore models of 

strategic interaction in order to predict them and understand them. Partisanship might be 

contingent on other institutional characteristics o f  the economy and the polity. Yet, 

institutional variables might not be sufficient for our understanding o f government policy 

making.

With respect to different types of economies, Rueda and Pontusson also tested for 

partisan effects on wage inequality variance across countries. Government partisanship 

was one o f the main explanatory variables among others such as the level of 

unemployment, union density and bargaining centralisation. They found significant effect 

o f government partisanship only in liberal market economies. Under social market 

economies government partisanship was rather insignificant (2000, p336).

My argument is in line with the part o f literature that conditions government ideology on 

other socio-economic factors and institutions. The first part o f  my argument is based on 

the empirical finding that generous social nets decrease the political cost of deflations. As 

a consequence, I expect that high social insurance decreases the political necessity o f the 

left to tolerate increasing inflation. If  it is true that deflations pose political dilemmas to 

governments, and that these dilemmas are likely to be more severe for left wing 

governments, then social insurance should minimize the partisan effect on inflation. 

Moreover, I advance the argument that since long term left presence in the government is 

positively correlated with increased social insurance, the partisan effect might be the 

opposite of the one expected; the left should be negatively correlated with inflation, as 

shown by Cameron (1984).
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6.3 The conditioning role of social insurance on monetary partisan

effects

The main question is how employment or social insurance modify governments’ partisan 

responses to economic shocks like increasing unemployment or decreasing growth rates. 

In order to be able to predict the role o f  ideology on macroeconomic policy, we need to 

be able to put the question in context: when is the policy maker faced with no alternative 

but to deflate?

The partisan theory does not argue that left governments unconditionally prefer higher 

inflation to lower. Partisan theories purport that left wing parties prefer inflation to 

unemployment, when there is an exogenous economic shock which leads to an increase 

in unemployment. In order to confirm the partisan theory we should be able to observe 

the empirically that left wing governments inflate more than right wing governments 

when there is higher unemployment

However, left w ing governments need not succumb to inflation i f  they have the option o f 

compensating the losers with higher social insurance. In chapter two it was shown that 

social insurance decreases inflation. The political cost o f deflation is lower when there is 

a generous social net for the unemployed and their dependants. While social insurance 

decreases the political cost of deflation for any government irrespective of its ideological 

orientation, the utility o f social insurance should be larger for left wing governments than 

for right wing governments, according to partisan hypotheses. As a consequence, left 

wing governments should be able to deflate more successfully when social transfers are 

generous because the political cost of increasing unemployment is lower.

Hypothesis one: R ight wing governments are more likely to deflate more than left wing 

governments when social insurance is low
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6.4 The conditioning role of the political party system and tbe type of 

government: coalition versus single party governments

In  chapter four it was shown that left wing parties have more political influence in 

multiparty political systems than in single party government systems, leading to increased 

social spending. Since social insurance decreases the left’s political cost of deflation, and 

multiparty systems have higher social insurance, then countries with multiparty systems 

should not experience partisan monetary political business cycles. The left and the right 

should be equally capable of deflating. This means that we should observe partisan 

monetary cycles only in single party majority governments and not in coalition 

governments.

H ypothesis tw o; Left wing governments should be equally capable o f deflating as right 

w ing  governments in coalition governments.

The political party system has an additional possible effect on the ability of left wing 

governments to deflate. Parties in single party governments can find themselves 

unconstrained politically to inflate, even if they are endowed with a generous welfare 

state. If this is the case, then multiparty governments matter not only because they allow 

higher social spending, but also because they guarantee higher price stability due to the 

presence of multiple veto actors, as argued by the veto power theory. 1 therefore make the 

following hypothesis:

H ypothesis three: Single party left wing minority governments are more likely to inflate 

than multiparty left wing governments.

6.5 Data

The data is the same as the ones used in chapter two and five. 

M y main dependent variable is the change in inflation.
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Dis-inflation44:

Independent variables

Government ideology: Commonly-available “expert” codings o f  left-right party positions 

provide a partisanship score for each party (see Appendix B to Laver and Schofield 

1991).These are rescaled, O/extreme-left to 10/extreme-right, and averaged. Farthest left 

in the sample are French Communists: 1.3755; farthest right are Japanese Liberal 

Democrats: 8.9. US Democrats are 4.8213 and Republicans 7.61. Governments’ partisan 

positions are the average o f “government member” party-positions, i.e. cabinet ministers 

in pure parliamentary systems. US governments are coded as 1/3 the President’s score, 

1/3 the Senate-average, and 1/3 the House-average. French Vth Republic and Finnish 

governments’ positions are Vi the President’s and Vi the Cabinet’s. If multiple 

governments held power in one year, each is weighted by the fraction it reigned 

(Franzese, 1999).

H ypothesis one: the effect ofgovernm ent ideology and the conditional role o f  social 

insurance.

Past level in social security transfers45

Hypothesis two: the conditional role o f  m ultiparty governments on the le ft's ability to 

deflate

Coalition government46:

44 Inflation: consumer price index, as percent change from  prior year. Source: IMF, International Financial 
Statistics Yearbook, 1979 (1949-59), 1990 (for 1960-89) and 1996 (1990-1994). IMF International 
Financial Statistics Database, line at 64 at www.infstatistics.org, December 2003

43 The variable consists o f benefits for sickness, old-age, fam ily allowances, social assistance grants and 
welfare. Source: OECD, Historical Statistics, various years (2001), table 6.3.

46 This is a dichotomous variable that is coded as 1 whenever a government is not a single party majority 
government I code as zero a ll single party m ajority governments and as one a ll governments otherwise, 
including both m ajority coalitions and m inority coalitions and single party governments. This variable 
changes over time since it  codes governments and not countries. Source: Wonderdorp et al (2000).
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The log of Average District M agnitude47:

Hypothesis three: the conditional role o f the type o f government on the left *s freedom to 

inflate

T ype of government: Single party majority governm ents, Coalition majority 

governm ents, Oversized coalition govemment=3, coalition minority governm ents, 

single party minority govemment=5. Source: Wonderdorp et al (2000).

A ll three o f the hypotheses are interactive in nature. In hypothesis one I expect to find 

that the level o f social insurance decreases the role o f ideology on inflation. In hypothesis 

tw o I expect to find that the type o f  the government, whether it is a single party or a 

multiparty government, decreases the impact to ideology on inflation. In hypothesis three, 

I expect to find that multiparty governments (governments that are o f the type 2 ,3  or 4) 

decrease the role of ideology on inflation more than governments o f the type 1 or 5 

(single party majority or single party minority governments).

Specifically, I test the three hypotheses with the following three interaction terms

H I :  Government ideology*social transfers 

H 2: Government ideology*coalition government 

H 3: Government ideology *type o f government

Control variables

The control variables are the same used in chapter five. Refer to chapter five for control 

variable description

This variable is an alternative measure o f electoral proportionality; the larger the district magnitude, the 
more proportional the electoral system is expected to be. This variable is less specific to the changes in the 
type o f government and it captures the more general notion o f consensus democracies where, for example 
the opposition has policy influence like in the case o f m inority governments. Even though this is a measure 
o f the electoral law o f the country and thus not a direct measure o f coalition government, the larger the 
d istrict magnitude is, the more proportional is the electoral system and the more inclusive is die political 
party system (Powell, 2002, p24-26). Source: Matt Golder (2004), see Number o f electoral districts.

157



Table 6.1 Summary statistics
Std.

Variable Obs Mean Dev. Min Max

change inflation 324 -0.07 2.88 -11.37 11.51

inflation 342 7.74 4.57 -0.71 24.23

past growth 341 0.02 0.02 -0.08 0.08

past GDP 342 9.30 0.22 8.52 9.78

Unemployment 342 5.18 3.53 0.00 17.13

Openness 342 0.51 0.26 0.08 1.40

union density 342 44.95 17.18 10.15 84.60

wage coordination 324 3.43 1.40 1.00 5.00

financial employment 342 0.07 0.02 0.02 0.11

central bank independence 342 0.50 0.20 0.15 0.93

social transfers 335 13.73 4.37 3.93 28.91

government ideology 342 5.48 1.56 2.78 8.90

coalition government 342 0.66 0.48 0.00 1.00

district magnitude 342 1.50 1.41 0.00 5.01

type of government 342 2.84 1.61 1.00 5.00

The empirical m odel

I regress the change in inflation. With the exception o f the lagged dependent variable, all 

the other variables are taken in levels and not in change, because I am not looking at the 

short term dynamics. The interpretation o f  the effects o f the coefficients o f the 

régressants, as discussed in chapter three, is straightforward: the coefficient o f its x, is the 

equilibrium relationship between dy and x, measured as a percentage change in inflation 

for one unit change in x.

dyt =* dyt-i +y t- 1 + * m

The second model I use is linear interactive model o f the following form:

y  = P\Xi + A * 2 + A *i**2
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With respect to the interpretation o f the interactive effect, we should note that that the 

partial effect o f the interactive hypothesis is not the coefficient on the interactive term, 

but the coefficient o f left cabinet plus the coefficient of the interactive term multiplied by 

the level o f social transfers (Brambor, Clark and Golder, 2005). Where, x l is left cabinet 

and x2 is social transfers. The hypothesis is that left cabinets do not inflate when social 

transfers are high, and they inflate when social transfers are low. Thus, we can not test 

our hypothesis unless we set different values for social transfers.

The quantity we are interested in is the following:

SySCxifo) = f t  + f t  *2

6.6 Empirical findings

A s w e see from the scatter plot, there is not a  strong systematic relationship between 

government ideology and inflation, even though there is negative correlation between 

inflation and most right governments (above score 8). In fact, the only country with this 

h igh  score for right wing government is Japan (country 2 in the sample). Similarly, UK 

(country number 6), is the most left wing government with a  strong positive correlation 

w ith  inflation. Finally, Italy and Ireland (number 5 and 13 respectively) also exhibit a 

positive correlation with higher inflation, even though they are placed in the centre o f the 

ideological space.
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Plot 6.1: The relationship between left-right and inflation
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Multivariate analysis confirms that the relationship between government ideology and 

inflation is not a  robust one. Model specification changes the statistical significance o f 

the variable government ideology. In the first regression model, in column one o f  table

include are the level o f past unemployment and economic openness. In this model, 

government ideology is negative, but fails to reach statistical significance. In the second 

model, I add past growth and past GDP per capita. I do that in order to control for as 

many economic factors as possible that can affect the government’s behaviour, other than 

ideology. In line with my expectation, the effect of government partisanship increases, 

along with its statistical significance. Therefore, past economic growth and the level of 

the GDP directly influence the government’s partisan monetary choices.

In model three, I add social transfers, since I am ultimately interested in the conditioning 

effect o f  the level o f social transfers on the government’s incentives to differentiate its

two, the specification is similar to the one in chapter five: The only economic controls I
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monetary policies according to its ideological orientation. Interestingly, when I include 

social transfers in the model, governments ideology becomes both statistically significant, 

and its effect increases, as well, from 0,15% in model 2 to 0.2% in model 3. Clearly, 

social insurance directly influences government partisanship. In order to be able to lest 

more accurately the effect o f social insurance on government ideology, I finally specify 

model 4 in table two, including the interactive term. In table three, we can see directly the 

impact of ideology under various levels of social insurance. The mean value for social 

insurance in the OECD group is 15% of GDP. The minimum value is 4%, and the 

maximum value is 28%. At the 5% level of social transfers, government ideology marten 

for the government’s ability to deflate. Right wing governments are more likely to deflate 

than left wing governments. The impact is o f the magnitude of 0.2 % reduction in 

inflation. The deflationary impact of the right decreases to half when social insurance 

increases to level 10%, and diminishes to almost zero, when social insurance is at the 

sample mean, which is 15%.

We can safely conclude that social transfers is an important factor in the government’s 

policy loss function and that models o f inflations specified without a measure of social 

insurance are underspecified. At the same time, reading the regression results of the 

linear additive model three is deceptive because government ideology matters 

unconditionally. However, when we do the interactive model, we see that right wing 

governments deflate only when social insurance is poor, and even more interestingly, 

right wing governments have an inflationary effect at high levels of social insurance, 

w hich means that in countries with large welfare states the left followed more 

deflationary policies than the right.
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Table 6.2; Testing Hypothesis one: Partisanship is present in the absence of generous social
transfers

Change in inflation 

last period's inflation 

unemployment rate lagged 

economic openness 

union density 

wage coordination 

Financial employment 

central bank independence 

government id 

economic growth 

past GDP 

social transfers 

ldeology*transfers 

Constant

(1) (2)
change in change in
inflation inflation
0.229 0.180
(0.117) (0.103)
-0.365 -0.308
(0.086)** (0.077)**
-0.163 -0.221
(0.066)* (0.060)**
0.045 -0.447
(0.679) (0.694)
0.008 0.012
(0.006) (0.006)
-0.449 -0.476
(0.145)** (0.141)**
-31.193 -0.023
(10.336)** (11.151)
-2.645 -1.460
(1.022)** (0.939)
-0.096 -0.152
(0.093) (0.092)

32.093
(7.622)**
-3.218
(1.413)*

8.824 35.715
(1.773)** (13.517)**
306 305
18 18
0.22 0.32

(3) (4)
change in change in
inflation inflation
0.209 0.210
(0.107) (0.106)*
-0.347 -0.365
(0.082)** (0.080)**
-0.217 -0.233
(0.057)** (0.058)**
0.460 0.130
(0.691) (0.690)
0.009 0.009
(0.006) (0.006)
-0.488 -0.489
(0.136)** (0.132)**
-1.205 -5.698
(10.163) (9.736)
-1.808 -1.922
(0.870)* (0.861)*
-0.204 •0.920
(0.092)* (0.309)**
25.857 24.909
(7.612)** (7.530)**
-3.315 -3.438
(1.372)* (1.359)*
-0.112 -0.418
(0.042)** (0.124)**

0.056
(0.020)**

38.838 44.775
(13.504)** (13.869)**
298 298

18 18
0.34 0.35

Observations 

Number of dry 

R-sq
Standard erro rs  in parentheses

* significant at 5 % ; ** significant at 1 %
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Table 6.3: The effect of government ideology, conditioned on the level of social transfers
Government ideology: from  the le ft to the right

Social Coefficient Std. E rr. z P>Z

insurance

5% -0.64 0.23 -3.01 0.003

10% -0.36 0.12 -2.88 0.004

15% -0.08 0.08 -1.01 0.314

20% 0.19 0.13 1.4 0.163

25% 0.47 0.22 2.07 0.039

I proceed to test the second hypothesis that the political party system has a significant 

modifying effect on whether the government’s ideology is manifested in monetary 

outcomes. This test is not straight-forward. Since it has been shown in chapters four and 

five that the political party system directly affects the level o f  social transfers, one should 

be wary whether the political party system is capturing the effects o f  social transfers on 

inflation. For this reason, I include social transfers in the model, so that I can test directly 

any other effect o f the party system on the government’s ability to inflation than through 

social transfers. I use the exact same model specification as in model 3, adding the 

variable coalition government, which is a binary variable, coded zero when the 

government is single party government, and one when it is a coalition government. 

Tables four and five show that while government partisanship matters in single party 

majority governments the same is not true in coalition governments. In fact, the change in 

the effect is quite large; from 0.3% in single party governments to zero in coalition 

governments.

In order to make sure that my results are robust, I use an alternative measure for coalition 

governments. I use the logged average district magnitude to test whether electoral 

proportionality impacts on the partisanship. As discussed in previous parts of the thesis, 

the more proportional the electoral system is, the more politically inclusive, and thus the 

less partisan. The results are as expected. The modifying effect o f electoral 

proportionality is significant. Government ideology matters for inflation only when 

electoral proportionality is low, which is the case for the US, Japan, Germany, UK,
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Canada, Ireland, New Zealand, Australia (see Appendix).

H ypothesis two: Partisanship is present only in single party majority governments and 

not in coalition governments

Table 6.4: The conditioning role of coalition governments on ideology

(1) (2)

change in inflation change in inflation

change in inflation 0.209 0.213

(0.107) (0.107)*

last period's inflation -0.347 -0.356

(0 .081)" (0 .0 8 1 )"

unemployment rate lagged -0.217 -0.223

(0.057)" (0 .0 5 8 )"

economic growth 25.893 25.984

(7.610)" (7 .615)"

past G D P -3.255 -3.120

(1.355)* (1.335)*

economic openness 0.506 0.475

(0.740) (0.729)

Union density 0.010 0.010

(0.006) (0.006)

Wage coordination -0.488 -0.509

(0.135)" (0 .1 3 4 )"

financial employment •2.099 -4.566

(10.323) (10.368)

central bank independence -1.795 -1.970

(0.882)* (0.872)*

social transfers -0.110 -0.108

(0.044)* (0.043)*

governm ent Ideology -0.203 -0.322

(0.092)* (0.162)*

coalition governm ent -0.070 -1.346

(0.324) (1.240)

coa!ition*ideology 0.225

(0.223)

Constant 38.314 38.159

(13.401)" (13 .260)"

Observations 298 298

Number of ctry 18 18

R-sq 0.34 0.34

Standard errors in parentheses

* significant at 5%; "  significant at 1%
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I

Table 6.5: The impact of right coalition governments on deflation:

Coefficient Std. Err. z P>z

-.0965251 0.125365 -0.77 0.441

Table 6.6: the conditioning role of the electoral system (log average district magnitude)

(1 ) ( 2 )

change in inflation change in inflation

change in inflation 0.209 0.210

(0.107) (0.106)*

last period's inflation -0.351 -0.358

(0.081)" (0 .080)"

unemployment rate lagged -0.229 -0.237

(0.061)" (0 .061)"

economic growth 26.314 26.637

(7.595)" (7 .5 3 3 )"

past G D P -3.163 -3.144

(1.358)* (1.346)*

economic openness 0.689 0.582

(0.762) (0.774)

Union density 0.010 0.013

(0.006) (0.006)*

W age coordination -0.470 -0.512

(0.135)" (0 .133)"

financial employment -4.408 -6.416

(9.486) (9.768)

central bank independence -1.881 -1.877

(0.859)* (0.863)*

social transfers -0.084 -0.083

(0.044) (0.043)

governm ent ideology •0.206 -0.340

(0.092)* (0.143)*

district magnitude -0.173 -0.745

(0.116) (0.427)

ideology*magnitude 0.106

(0.076)

Constant 37.428 38.289

(13.395)" (13.263)"

Observations 298 298

Number of dry 18 18

R-sq 35.00 35.00

Standard errors in parentheses

* significant at 5% ; ** significant at 1 %

j1
i

i
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Table 6.7: the effect of government ideology on inflation under different levels of electoral 

proportionality43

Government ideology: from the left to the 

right

Log average district magnitude Coefficient Std. Err. 2 P>2

1 -0.23 0.09 -2.41 0.016

2 -0.12 0.1 -1.27 0.205

3 -0.02 0.14 -0.14 0.892

4 0.08 0.21 0.4 0.688

5 0.19 0.28 0.67 0.5

Finally, I test the effect of the type of government on the government’s room for 

disrectionaiy monetary policies. According to hypothesis three, single party minority 

governments should be more prone to inflation than coalition, majority and minority 

governments. Therefore, I test the conditioning effect o f the type o f government on the 

role o f ideology by including and interacting the variable “type o f  government” with 

government ideology. I expect that ideology will matter only for single party majority 

and minority governments, which is for values 1 and 5, respectively.

The results are not supportive o f the hypothesis. In fact, they are rather opposite. Both 

single party majority and coalition majority governments are likely to exhibit partisan 

behaviour. On the other hand, minority governments, both single party and coalition, are 

less likely to exhibit partisan behaviour. These results are in line with Powell (2000), who 

finds that policies tend to be closer to the electoral median in more proportional systems 

than in plurality systems. Additionally, this is in line with the argument o f this thesis that 

political inclusiveness matters for macroeconomic outcomes. On the other hand, they are 

contradictory to the veto power arguments and my expectation that coalition governments 

would be more constrained by other parties to  inflate, like it was the case in Sweden in 

the eights.

48 In Appendix one, we can see what the mean value o f district magnitude is fo r each one o f the country 
sample
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Hypothesis three: Single party governments are more likely to inflate than coalition 

governments

Table 6.8: the conditioning effect of the type of government on ideology

( D (2 )

change in inflation change in inflation

change in inflation 0.208 0.208

(0.108) (0.107)

last period's inflation -0.347 -0.352

(0.082)" (0.081)"

unemployment rate lagged -0.219 -0.220

(0.059)" (0.058)"

economic growth 25.869 26.031

(7.594)" (7.596)"

past G D P -3.202 -3.161

(1.366)* (1.351)*

economic openness 0.586 0.536

(0.764) (0.735)

union density 0.009 0.009

(0.006) (0.006)

wage coordination -0.493 -0.518

(0.135)" (0.133)"

financial employment -3.065 -5.873

(10.512) (10.633)

central bank independence -1.726 -1.649

(0.916) (0.918)

social transfers -0.109 -0.106

(0.043)* (0.042)*

governm ent ideology -0.198 -0.382

(0.093)* (0.194)*

type of government -0.046 *0.531

(0.08$) (0-394)

ideo lo gytype v 0.085

(0.070)

Constant ^ 37.903 38.822

(13.477)" (13.325)"

Observations 298 298

Number of ctry - ; ' 18 18

R-sq 0.34 0.35

Standard errors in parentheses

* significant at 5%; "  significant at 1%
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Table 6.9: interpreting the conditioning effect of the type of government on ideology
Government ideology: from left to right

type o f government Coefficient Std. Err. Z P>z

1: single party m ajority -0.29 0.13 -2.18 0.029

2: coalition m ajority -0.21 0.09 -2.21 0.027

3: oversized m ajority -0.12 0.09 -1.28 0.199

4: coalition m inority -0.03 0.14 -0.28 0.776

5: single party m inority 0.04 0.19 0.23 0.819

6.7 Conclusion

In this final empirical extension, it has been shown that ideology matters for monetary 

outcomes, only when the political cost o f deflation is high. Left wing governments are 

less likely to deflate in the presence of a negative economic shock, when social nets are 

not present. In countries with low social insurance, which tend to be the liberal 

economies like the UK and Australia, governments are more likely to be restricted by 

their ideological orientation and to follow partisan policies than governments in 

economies with a  large welfare state where the losers of deflation are compensated.

These findings explain the empirical puzzle that some countries exhibited partisan 

behaviour in the seventies and eighties (like the UK) when they were trying to deflate, 

while others did not (like France).

On the other hand, the findings did not confirm that the number o f  parties in government 

constraint government’s policy choices. The findings are rather mixed. The one robust 

finding is that single party majority governments differ from coalition governments. 

Governments are more partisan in single party majority governments than in coalition 

governments, even i f  these are minority governments. At the same time, coalition 

majority governments also manifested partisan behaviour. While social conditions seem 

to determine the governments’ monetary choices, the political party system has less direct 

and obvious modifying effects.
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6.8 Appendix 2

Countries Mean Log average district 

magnitude

USA 0

Japan 1.370909

Germany 0

France 0.184856

Ita ly 2.980111

U K 0

Canada 0

Austria 3.012098

Belgium 1.960095

Denmark 2.071913

Finland 2.587764

Ireland 1.315414

Netherlands 5.010635

Norway 2.098652

Sweden 2.404239

Switzerland 2.055302

Australia 0

New Zealand 0



7 Conclusions

Long term price stability is a reflection o f  the socio-economic and political organisation 

o f a society. The type of the political party system and the generosity of the welfare state 

are both important institutional factors that shape the politics o f price stability, and 

consequently have a direct impact on long term inflation. The motivating question o f  this 

thesis is what are the political costs a n d  stakes at keeping price stability? How can we 

predict governments’ decision to deflate in the face o f  economic down-tum and 

increasing economic insecurity and unemployment?

The conventional answer until the early nineties was that governments would disinflate 

only if  they had corporatist institutions through which they could negotiate tripartite 

agreements with employers and employees. This would allow governments to deflate 

without causing high economic cost; the cost was going to be shared by the employees, 

who promised wage constraint in order to keep their jobs and for the exchange o f  further 

social provisions, and the employers w ho would commit to avoiding laying-off their 

workforce.

A different answer was offered to us since the early nineties with respect to the 

governments’ ability to disinflate. As long as they have independent central banks they 

are guaranteed to follow low inflation policies because politicians cannot mingle with the 

monetary tools. In fact for many central bank independence was a ‘free lunch’ since it de- 

politicized monetary policy, and thus there is no more such a thing as the politics o f 

inflation.

I tell a different story in this thesis. I look at price stability as a deeply political issue that 

affects politicians even when they are not able to instruct central bankers. Since inflation 

and deflation redistribute income to different income groups they have potential political 

costs. When the government’s voters get unhappy about the economic situation and start
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blaming the government for its monetary or employment policies, it takes a lot of coungc 

to agree to strict monetary policies, unless a condition is met This condition is the 

existence of a generous welfare state that can shield the voters from the economic adverse 

events and through replacing their income.

The safety net does not always exist. It is itself a product of politics and of political 

representation. I proposed a theory that the political voice of the disaffected voters is 

m ore likely to be heard in proportional electoral systems than in majority and plurality 

systems. In coalition governments left wing parties which tend to have more social 

minded manifestos succeed in controlling social welfare ministries for longer periods of 

tim e than in single party governments. As a consequence welfare states tend to be larger 

in coalition governments than in single party governments. Therefore, these political 

party systems tend to have higher price stability. Thus, my two main predictive factors 

for future price stability is the size of the welfare state or the type of the political party 

system.

Taking things from the start, in the first chapter of the thesis I discuss the economic 

preferences o f voters and the necessary socio-economic conditions for price stability. I 

developed a theoretical model according to which price stability is a public good with 

externalities. A public good is one that can be consumed by anyone but has to be 

financed by someone. When it is a public good with externalities someone is paying more 

for this public good than someone else, while he does not benefit as much as the other 

person who pays less. This creates a collective action problem. The government is called 

to resolve the problem by taxing the person who benefits most but pays less for the good. 

Only under this condition can the public good of price stability be provided optimal ly. 

Otherwise, it will be undeiprovided because the payer is not willing to finance it

Leaving the planet o f theory and coming back to earth, one has to point to who the payers 

are, who is the one who benefits and the one who does not and why the government 

would actually take action to resolve this issue. Putting real actors in this picture, l 

hypothesize that the ones who pay the highest cost of price stability are the low income
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earners and the unskilled workers who are the first to lose their job during deflations. On 

the other hand, the nominal savers and high income earners are the ones to benefit most 

from price stability but the ones who do not pay any costs either, since they are not 

threatened by deflations. The government wants to keep price stability, as this is a 

primary economic condition for a sound macroeconomic policy. Yet, it can face a 

political cost by the dissatisfied losers o f  deflation at the electoral boot. The 

government’s choice is either to inflate, o r to ignore the losers o f  deflation or to tax the 

richer guys and compensate the losers. This is the only equilibrium condition under 

which price stability can always be efficiently provided.

I find empirical support for my theoretical proposition. The more generous welfare 

transfers are the more efficient deflation is. The relationship is robust even when I control 

for various economic and political factors. I use three different kinds of social protection; 

unemployment insurance, employment insurance and social transfers. Unemployment 

insurance is only significant when I do not control for the level o f unemployment.

Clearly, unemployment compensation increases as a percentage o f the GDP when 

unemployment increases, but it is hard to  be able to project on the impact of the 

unemployment benefit on inflation beyond its direct effect through unemployment 

compensation. O n the other hand, employment insurance is better measure. This variable 

measures the level o f employment protection in the sample countries and finds a very 

strong and robust negative relationship between employment insurance and inflation.

Finally, I use the variable social transfers, which includes all direct transfers to household 

including old age benefits. This variable is also both significant and with a large negative 

impact on inflation. I use this variable because it is a  good measure of social insurance 

and because in  many countries during the early nineties they followed the policy of early 

retirement as a  way to deflate. However, the empirical implications of this variable are 

that it might be ‘infected* by the fact that pensioners have anti-inflationary preferences 

since inflation taxes their pension. Further empirical tests might be worth conducting 

including the size o f the retired population.
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In chapter three I address the question under what conditions the losers of deflation 

become politically important so that they are taken care o f  the government. I develop a 

theoretical argument along the lines o f consensus theories of democracy but spelling out 

more clearly the mechanisms of inclusive representation in coalition governments against 

single party governments. Political representation of the economically weak is more 

likely under coalition governments than under single party governments.

I proposed two different mechanisms that allow a more inclusive representation of 

interests. One is structural and is due to the nature of the making and breaking of 

governments. Elections do not have the same outcome for single party governments are 

for coalition governments. Whereas in the case of single party governments a change in 

the government party is equal to a  change in policy priorities, in the case of coalition 

governments a  change in government usually means only a  partial change in the 

government’s composition. Policy continuity is more frequent in coalition governments 

because the same parties tend to be in power as members o f different coalitions. When 

this is applied to left wing parties controlling welfare spending ministries, the outcome is 

longer representation o f the lower income classes.

| The second mechanism is the bargaining dynamics between parties in the same

I government. Diverse policy priorities and preferences allow policy agreements that are

beneficial for more than one parties, and for their electorates as well. The practice o f log

rolling in the government allows pareto-optimal policy outcomes and leads to increased 

social spending.

Specifically, I found that coalition governments suffer less from ideological divergence 

between consecutive governments, they have more left wing party presence in the 

cabinet, and more importantly their ministries of social affairs and labor are more often 

controlled by left wing parties. This last factor accounts for quite a  lot o f variation in 

social spending; the more left parties have controlled social affairs ministries, the higher 

social transfers are.
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This is true even when one controls o f the partisan composition o f  the government, for 

electoral proportionality and for corporatist institutions, as well. Additionally, controlling 

for income inequality increases the explanatory power o f  the left control o f the welfare 

ministries. Left control o f welfare ministries has a positive direct effect on social transfers 

and a positive indirect effect through decreasing income inequality, which is negatively 

correlated with social transfers. This finding has important implications considering that 

countries with high income inequality face decreased political demand for social 

insurance.

Political representation matters for social insurance but it also matters for price stability. I 

show that the losers o f  deflation are compensated in proportional political systems unlike 

the losers o f deflation in less proportional systems and single party majority governments 

I found that the theoretical model that conceptualises price stability as a public good has 

predictive power in  inclusive political systems but not in  less inclusive political systems, 

where governments have primarily used independent central banks to deflate. Unlike the 

proportional electoral systems which used social transfers as the main means to deflation, 

less proportional systems relied less on compensation and more on the role of 

independent central banks.

The government is the arena in which conflicting interests are represented and 

agreements are reached. Thus, the type o f  government and the composition o f its 

members must have a direct impact on economic policy outcomes. The majority o f work 

done on the effect o f formal political institutions on price stability avoids this kind o f  

political questions and focuses either on the effect o f the number o f veto actors on policy 

changes or on the interactive effect of veto players and o f economic institutions, such as 

central bank independence.

The contribution o f  this thesis, with respect to the work done on the effect o f  formal 

political institutions on price stability, rests on its focus on the role o f the coalition 

bargaining dynamics on price stability instead o f the effects o f  checks and balances on 

price stability. Its conclusions, also, differ from ones found in the literature. The main
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conclusions o f the literature are that political systems with multiple veto actors tend to 

have higher central bank independence and that central bank independence is more 

credible under multiple veto actors. I show that multiple veto players is only one of the 

many characteristics o f coalition governments and that coalition governments have used 

other strategies than central bank independence in order to keep price stability'. Social 

insurance has played a critical role in the governments’ efforts to deflate during the 

seventies and eighties, independently of either wage bargaining coordination or level of 

central bank independence.

Partisan responses to inflationary pressures have also been quite popular in the literature; 

yet at the same time dominated by conflicting empirical results. According to the 

proposed theoretical model in this thesis, the social cost of deflation should be lower for 

governments that have a generous welfare state at their disposal. Then the political 

dilemmas o f the left that make it more prone to inflations should be minimized. I actually 

show that in countries with generous welfare states the ideological orientation has no 

effect on price stability. On the other hand, in countries with less generous welfare states 

the left has been more vulnerable to increasing inflation.

Coming back to the three questions I posed in the introduction

•  Do the socio-economic conditions matter

•  Do political institutions matter and

•  Does government ideology matter

I answer affirmatively to the first two questions and conditionally to the third question. 

Yes, socio-economic conditions and specifically the level of income security and social 

insurance matter to price stability. Yes, political institutions and especially the type of 

government and electoral proportionality matter to price stability through interest 

representation and political inclusiveness. Yes, ideology matters when social insurance is 

low with respect to price stability, and ideology matters at the micro-level management of 

social spending.
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