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Introduction



Economic policies vary substantially across countries (or local jurisdictions) as well as in a given country across time. The aim of political economics is to explain the diﬀerences and explore common features by studying collective choice and political institutions. In short, political economy or political economics is about how politics shapes economic outcomes. Modern political economics uses the tools of economics to analyse political decision making and its outcomes. The general feature of the approach is that policy choices are an outcome of a strategic interaction (a game) among heterogenous individuals. The political process and phenomena are viewed in terms of optimisation, incentives and constraints. The field is of course closely connected to public economics and welfare economics. Often in the tradition of welfare economics the main questions of interest are related to when and why the government or the public sector can increase welfare of individuals and what would be optimal policies. Essentially the task is to find the optimal policy. This task entails specifying a social welfare function or some other criteria for optimal policy and solving for this optimal policy. This policy is then implemented by a policy maker that is seen to act a social welfare maximiser. This optimal policy is typically defined as subject to technical and informational constraints. In one sense, the political economy thus begins from the observation that actual policies often diﬀer from these optimal policies. The aim is then to identify the political constraints in addition to the technical and informational constraints. The questions of interest could be for instance: 1



- What explains diﬀerences in the size of the government in diﬀerent countries? - Why the tasks and financing of local governments vary from one country to another? - When does a small party have power in coalition governments? - How does the choice of the decision rule aﬀect the policy outcome? - Who controls the agenda and how does that aﬀect the policy outcome? - When to delegate power and to whom? None of these questions is interesting if individuals or economic agents all prefer the same policies. That is, heterogeneity (or conflict of interests) is necessary for any meaningful political economy problem. The eﬀect of politics on economics follows from the mechanisms by which these conflicts are resolved. Typically three diﬀerent types of conflicts of interest can be identified when thinking about these issues. One is the preference heterogeneity among the individuals in the society stemming from, for instance, attitudes towards public goods or diﬀerences in income levels or more specifically, from one own’s position in the income distribution. And even if all individuals value equally a good, they may disagree on, for instance, how the costs of providing this good should be distributed. The way in which decision making is organised will determine whose preferences are decisive for the policy outcome. The second relevant conflict of interest is between organized and unorganized groups. Issues for which this conflict is important are often named as special interest politics. An important feature of this conflict is that either the benefits or costs of proposed policies aﬀect a small group. For instance, the benefits accrue to a small group (so that all those that benefit, benefit a lot) that is organized and lobbies for the policy to be implemented and the costs are widely distributed (so that all those that are harmed by the policy only suﬀer a little). The third type of conflict of interest is related to the relationship between the citizens and the government. This conflict is important when delegating power and when thinking about checks and balances for those that are in power. The foundations of the research agenda of political economics lie in several diﬀerent traditions. These traditions can be seen to fall between two polar cases: In the first extreme, the government is seen to improve the well-being of individuals (or citizens) by engaging in beneficial activities (alleviating the problem related to externalities, regulating industries with market power, distributing resources to those in need, providing insurance etc.). This is the basis of welfare economics or public economics discussed above. In the other extreme, the government is seen as pursuing its own private interest and engaging in wasteful activities which benefit (at most) some small groups in the society 2



at the expense of the large majority of the population. This is the starting point of the public choice tradition which has criticised the benevolent dictator approach for not paying attention to how policy choices are actually made. The essence of the critique is that even if we understand what optimal policies are, nothing in principle guarantees that there exist institutions that lead to these policies being chosen and implemented.1 Public choice tradition is sometimes seen as part of political economics. But often it is also seen as somewhat separate from political economics. For instance, Allan Drazen in his book Political Economics in Macroeconomics says that public choice is a formal analysis of how diﬀerent collective choice mechanisms translate into specific policy choices. In his view, public choice is more about the workings of these mechanisms than about their economic consquencies. Emmanuel Saez in turn describes in his lecture notes on public economics public choice theory as “the foundations of government failure” by which he means the inability or unwillingness of the government to act primarily in the interest of its citizens. Of course, this definition still leaves open what exactly is and what is not “in the interest of the citizens”.
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Aggregation of preferences



In order to discuss whether the government is doing a good job, one needs a way to rank diﬀerent policies. For that, one must develop some notion of what is “aggregate social welfare” or “common good”. In principle, once this type of measure is at hand, it becomes possible to evaluate diﬀerent policies according to the chosen criteria and then rank the policies. Presumably this notion of a common good must somehow be based on the preferences of the individuals in the society. Ideally one would be able to derive, starting from the preferences of the individuals, social preferences (or a social preference relation). The idea is the following: When we consider decision making of individuals, we typically see their choices as representing their preferences. In the same manner, when considering collective decision making, we also observe some choices being made (level of public good provision, public investments on infrastructure or restrictions on class size in elementary schools etc.). However, it is far less clear what it means to say that these choices reflect some underlying social preference relation. 1



Classical references of the public choice tradition are Buchanan and Tullock (1962) and Olson (1965).
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In practice, one observes a huge variety of diﬀerent ways to reach a collective decision. One typical class of desicion rules are majority rules. These include a simple majority rule, diﬀerent types of qualified majority rule and unaminity rule. Definition: Simple majority rule Assume there are  individuals. Then for all alternatives  and ,  is chosen over  if and only if the number of invididuals for whom  º  exceeds 2. Majority rules are also sometimes combined with other rules. For instance, in the UN security council, nine out of 15 members must approve and in addition all permanent members have right to veto. Other often used desicion rules are counting rules (for instance, Borda rule). Definition: Borda rule If there are  alternatives to choose from, each individual assigns a number between 1 and  to each alternative so that the best is given 1 and least preferred alternative is given . Then numbers are summed up and the alternative with the smallest sum is chosen. Given a group of individuals with preferences over mutually exclusive alternatives, how could we aggregate the individual preferences to derive a social preference relation from the set in question in an acceptable manner? A typical appoarch to this question is to require that social preference relations (or decision rules) have the same consistency properties as the preference relations of individuals are assumed to have. In particular, the starting point is that the aggregation rule is complete. This means that the rule must be such that it is able to compare all possible alternatives. If the assumption of transitivity is combined with completeness, the preference relation is said to be rational. Consistency (say, completeness and transitivity) is not the most interesting feature of a decision rule. A rule can be consistent and still violate some fundamental ideas on what constitutes a good way of making social choices. As an example consider a decision rule “tossing a coin”. That rule is always able to compare two alternatives and is transitive. However, it also possesses the property that the outcome of the decision rule can be the alternative which is regarded as the least preferred by all individuals. It therefore makes sense to think that acceptable ways to aggregate individual preferences into social choices should satisfy (in addition to the consistency requirements listed above) some other good properties. The task is then to determine the properties the 4



decision rules should satisfy in order to be acceptable, and after that go and search for decision rules that satisfy the properties. One, very influential, list of desirable properties a decision rule should possess was proposed by Kenneth Arrow (1951). His basic requirement was that the social preference relation is complete. In addition, he proposed the following properties that a decision should satisfy for any preference profile of the individuals (unrestricted domain) and at least three policy alternatives:2 1) must be responsive to individuals’ preferences. In particular, if all individuals prefer  to  then the rule must choose  over . (weak Paretianism) 2) must be transitive. That is if the rule chooses  over  and  over  then it must choose  over . 3) must rank  and  based only on individuals’ preferences over  and . That is, must be independent of irrelevant alternatives (IIA). 4) must be nondictatorial: the social preference relation must not reflect the preferences of only one single individual.



Property 3) is probably the most controversial. When ranking two alternatives the aggregation rule satisfying IIA cannot use information on preference intensity and on individuals’ relative evaluations of other alternatives. Note that property 4) can be very weak: it says that person  is not a dictator, say, if there are a million pairwise decisions to be made and there exists at least one decision and one possible preference profile such that if  strictly prefers  to , the aggregation rule does not choose  over . Are there decision rules that satisfy all four criteria stated above? The famous result of Kenneth Arrow shows that there are not: Arrow’s (1951) impossibility theorem: If a decision rule satisfies properties 1)-3) then it must be dictatorial. When there are at least three alternatives, every method of aggregating individual preferences into a social preference relation must violate at least one of the conditions of 2



The theorem takes many diﬀerent variations in the literature. For a formal definition see e.g. Austen-



Smith and Banks (1999). For illustrative discussion see e.g. Myles and Hindricks (2006, chapter 10) or Maskin (2009).
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unrestricted domain, transitivity, weak Paretianism, non-dictatorship and IIA. This means that all choices between diﬀerent decision rules involve at least some trade-oﬀ between the diﬀerent properties. However, an important note is that the theorem does not imply that decision rules are unstable or lead to undesirable outcomes for all possible preference profiles. It merely states that there exist profiles under which such decisions will occur. That is, one cannot guarantee that a group of individuals is able to find a decision rule satisfying all the above properties. This means that there cannot be a general rule describing good decision rules for all possible situations. Hence, the question must be approached on a case by case basis. Another important message is that institutional details matter. Collective decisions are not immune to the political process. For instance, we observe the use majority rule in many diﬀerent settings although it does not satisfy all the properties listed by Arrow. One reason for this is that institutions restrict the process of decision making in a manner that guarantees stable outcomes even in the absence of transitivity. Of course, in this case it is less clear whether the decision rule can be said to representent the “common good”. This is because the outcomes we observe depend not only on the preferences of the individuals making the decisions but also on the rules of the game.
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Outline of the course



3.1



Building blocks of the analysis



Individuals make both private choices (consumption, labour supply, education decision etc.) and collective decisions (voting). In all cases, we aim the keep the economic environment as simple as possible so as to be able to concentrate on the collective decision making. Individuals (as economic agents, voters, politicians) behave rationally but need not possess full information. We will analyse decision making in direct democracy where a certain group of people (citizens, committee members etc.) vote over diﬀerent policy alternatives and indirect (or representative) democracy where voters elect representatives who will in turn make decisions on the policies. Analysis of decision making in a direct democracy must cover at least the following rules: franchise (who gets to vote), the rules that determine how proposals come up for a vote (agenda setting) and how the winning alternative is determined (for instance, plurality rule, diﬀerent majority rules, unanimity). 6



In representative democracy decision making power is delegated to the elected representatives. Electoral rules regulate the competition between candidates or parties in the elections and determine how votes map into, for instance, seats in the parliament. These sets of rules can be divided into majoritarian and proportional. In majoritarian systems often two large parties dominate and elections often lead to single-party governments. In proportional systems, in contrast, many small parties may co-exist and decision making requires forming coalitions (leading to bargaining and compromise). One central feature is electoral accountability which refers to the ability of the voters to kick out incumbent (corrupt or incompetent) politicians. This also may show up diﬀerently in majoritarian and proportional systems because in the latter policy outcomes need not match the election platforms of the parties.



3.2



What we do not consider



We will analyse situations where institutions are given. This means that we will not seek to answer questions like, what explains the structure of the institutions at place or how the institutions evolve over time. Of course, it will turn out that some institutional structures are better (in some well specified sense) than others. And indeed there is a large literature aiming to understand what explains the diﬀerences in the institutional details. We do not discuss two important research agendas: the role of byrocracy in decision making and lobbying. Both are large themes in political economics and have natural links to the settings we focus on. Finally, allocation of public resources will typically have both short run and long run consequencies. The dynamic policy problems have attracted much attention in the literature in recent years. We will not consider dynamic economic environments and hence, must ignore decision making problems related to, say, fiscal deficits and public investments.



References [1] Austen-Smith, D. and J.S. Banks (1999): Positive Political Theory I: Collective preference. MIchigan Studies in political analysis. University of Michigan Press. [2] Buchanan, J. M. and G. Tullock (1962): The Calculus of Consent: Logical Foundation of Contitutional Democracy. University of Michigan Press.



7
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