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POLITICAL INSTITUTIONS AND POLICY VOLATILITY

WITOLD JERZY HENISZ*

Checks and balances that limit the discretion of policy-makers reduce
the volatility of government expenditure and revenue. While this
assumption is at the heart of a large body of empirical work, the
association between political institutions and policy volatility has itself
been the focus of only limited empirical testing. The results presented
here support the existence of this link, allow for a comparison between
two prominent measures of checks and balances and provide insight into
the relative impact of checks and balances on the volatility of nine
different types of fiscal policy both during times of macroeconomic
stability and upheaval.

Political economy models begin with the assertion that economic policy
choices are not made by social planners, who live only in academic papers.
Rather, economic policy is the result of political struggle within an
institutional structure. The empirically oriented researcher and the policy
advisor have to be well aware of how politics influences policymaking.
(Alesina and Perotti, 1994)

1. INTRODUCTION

LITERATURE IN political economy that reduces the policy-making process
to the decisions of a unitary actor assumed to be omniscient, omnipotent
and benevolent (Dixit, 1996) strays too far from the reality of a multiple
principal multiple agent process (Dixit et al., 1997) in which each actor has a
unique set of objectives, incentives, and constraints (Alesina and Tabellini,
1988). Most of the literature linking political institutions and economic
outcomes has focused on the last of these features and asked whether
institutions that offer “some credible restrictions on the state’s ability to
manipulate economic rules to the advantage of itself and its constituents”
(North and Weingast, 1989, p. 808) can overcome what Weingast has
labeled ‘“‘the fundamental political dilemma of an economic system.”
Namely, “a government strong enough to protect property rights is also
strong enough to confiscate the wealth of its citizens” (Weingast, 1993).
That confiscation may take the form of outright expropriation of assets or
of a revenue stream from those assets but more commonly involves changes
in the policy regime that intentionally or unintentionally have the result of
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altering the value of the revenue stream generated by private sector assets.
Examples include changes in tax policy, regulations, or procedural require-
ments. While such actions are often far removed from the expropriation of
property, plant, and equipment, they still impact the decisions of private
actors especially those that include long-lived up-front investments with
substantially reduced value in their next-best use (Pindyck, 1991). These
long-term investments in both physical and human capital are commonly
identified as statistically and economically significant and robust deter-
minants of economic growth (Barro, 1991, 1996; Levine and Renelt, 1992;
Mankiw et al., 1992; Sala-i-Martin, 1997). Following this logic, Aizenman
and Marion (1993), Ramey and Ramey (1994), Bleaney (1996), and Brunetti
(1998) have demonstrated a strong negative relationship between policy
uncertainty or volatility and economic growth in cross-country panel
datasets, and Severn (1998) has done the same for private investment.

A related literature examines the link between political institutions and
economic growth (Brunetti and Weder, 1994; Henisz, 2000; Knack and
Keefer, 1995; Quinn and Woolley, 2001; Scully, 1988). The causal
mechanism here is more opaque. One potential channel is through the
predictability and stability of policies of interest to investors consistent with
the theoretical arguments and empirical evidence described above. Other
causal channels include the development of a strong and independent press
or legal system (Dyck and Zingales, 2001), an improvement in the
availability and efficiency of provision of public goods (Boix, 2001; Esfahani
and Ramirez, 2003; Roller and Waverman, 2001; Tanzi and Davoddi, 1997),
curtailment of corruption possibly through better monitoring and enforce-
ment (Mauro, 1995; Tanzi and Davoddi, 1997), better rather than more
stable or predictable economic policies (Ahn and Hemmings, 2000; Collier
and Gunning, 1999; Frankel and Romer, 1996; Nelson and Singh, 1998;
Sachs and Warner, 1995), and financial market development (Bekaert et al.,
2001; Levine and Zervos, 1998; Levine et al., 2000; Rajan and Zingales,
1998). As the literature has largely established the existence of a linkage
between political institutions and economic outcomes, the next challenge is
to better understand precisely which political institutions matter and why.

This paper addresses one part of this research agenda by demonstrating a
strong relationship between political institutions that provide checks and
balances that limit the discretion of political actors and policy volatility in a
broad sample of countries, time periods, and macroeconomic environments.
To date, no empirical evidence — outside of a literature on policy responses
to exogenous shocks in industrialized nations summarized below — actually
links the structure of a nation’s political institutions to the stability of
economic policy.! I also compare the efficacy of two widely used metrics of
political institutions which differ in their assumptions regarding the impact

'One exception is the qualitative analysis of the East Asian crisis by MacIntyre (2001).
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of political structure on the extent of checks and balances. I proceed by
briefly reviewing the existing literature that links variation in the structure of
a nation’s political institutions to variation in economic outcomes in sec-
tions 2 and 3. The former considers the broad literature on the impact of
political institutions defined either as democracy vs. autocracy or as insti-
tutions that limit political discretion while the latter focuses on variation
within the literature examining political discretion. Section 4 develops the
theoretical arguments that are then tested on a panel dataset containing
infor-mation on three types of expenditure and six types of revenue for as
many as 92 countries over as many as 23 years in section 5. Section 6
concludes.

2. POLITICAL INSTITUTIONS

The literature examining the link between a nation’s political institutions
and its economic outcomes has typically focused on one of two dimensions.
The first is the role of democracy versus autocracy where participatory
democracies are either argued to offer higher aggregate expected returns
(and growth prospects) because policy-makers favor national policy
interests over the narrower particularistic and welfare-reducing policies of
an autocracy” (North, 1990; Olson, 1993) and enhance transparency and
accountability (Baba, 1997; Wittman, 1989), or alternatively, to offer lower
returns (and growth prospects) as competing interests create costly policy
logrolls that divert economic resources away from their first-best uses
(Olson, 1965, 1982) and incentives vary over the electoral cycle (Nordhaus,
1975) and from one government to the next (Alesina et al., 1996). The
empirical literature in this domain has accordingly produced mixed results
(Brunetti, 1997; Przeworski and Limongi, 1993).

Within the growth literature, Rodrik (1999) has recently argued that the
benefits of democracy are most apparent in the presence of exogenous
shocks to the system that require negotiation regarding the reallocation of
resources. Relatedly, Quinn and Woolley (2001) find that democracies serve
to increase not the rate of growth but the volatility-adjusted rate of growth
as citizens are willing to trade lower economic growth rates for more
stability. Results of empirical specifications such as these where the benefits
of democracy are conditional on certain macroeconomic conditions or a
more nuanced economic outcome than simply the rate of economic growth
have generally yielded more favorable and consistent results. Both the
unconditional formulation that characterizes much of the research in this
domain and the more nuanced specifications pursued by Rodrik, Quinn and
others, however, neglect the question of the mechanisms by which demo-
cracies guarantee the policy frameworks that benefit these broad national

2Certain investors favored by an autocratic regime may experience supranormal returns but,
on average, returns to investment will lower under such a regime.
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4 HENISZ

interests against the possibly divergent and particularistic prefer-ences of
either a dominant interest group or of the next government.

Several researchers have responded to this challenge by turning away
from the dichotomy of democracy versus autocracy and to an examination
of the institutional and political constraints placed on the discretion of
policy-makers in democracies and autocracies alike (Clague et al., 1996;
Durham, 1999; Knack and Keefer, 1995; Mauro, 1995). Here, either expli-
citly or implicitly, a democracy in which the executive controls 100 percent
of the seats of the legislature and has appointed all of the sitting justices of
the supreme court is distinguished from one in which multiple parties and
preferences are represented in the various chambers of government or even
within a given branch of government and are forced to work together to
achieve policy outcomes. In short, the distinction between democracies and
autocracies is largely retained in that the latter typically face few checks and
balances but more is made of the gradations within democracies and the
cross-national and intertemporal variation in the ease with which political
actors may alter policy.

Like the theoretical and empirical problems generated by the presence of
democracies hostile to private enterprise and autocracies that are favorable
thereto, however, this operationalization also suffers from an important
flaw: namely that the same institutions that can provide a credible commit-
ment to the stability of good status quo policies may impede the adjustment
to external shocks that require a policy response (Rodrik, 2000). Empirical
specifications that seek to identify the link between the political institutions
of a country and economic policy outcomes must incorporate both of these
effects. Specifically, they should examine the role of checks and balances in a
country’s political environment in both reducing the unconditional volatility
of various policies as well the responsiveness of these policies to volatility in
the macroeconomic environment. As one of these effects may not be econo-
mically desirable, an evaluation of the normative benefits of additional
checks and balances will depend on the relative magnitude of these two
effects. The comparison provided here across a wide range of government
policies will help both investors and policy-makers distinguish between the
benefits of constraining policy-makers and the risks of creating policy gridlock.

3. SUBJECTIVE MEASURES, CHECKS AND BALANCES,
OR POLITICAL CONSTRAINTS

The two pioneering empirical studies that shifted focus from the political
science constructs of democracy vs. autocracy or political stability to the
credibility of the policy environment both relied upon subjective indices of
that environment derived either from the opinions of either local business-
people or country experts (Borner et al., 1995; Knack and Keefer, 1995).
Similarly, Campos and Nugent (1998) use principal components analysis on

© Blackwell Publishing Ltd 2004.
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multiple subjective scores compiled within the Polity III database (Gurr,
1999) to capture the likelihood of policy instability in their study of cross-
national variation in investment, and Mauro (1995) employs one of the
subjective scores employed by Knack and Keefer (1995) spliced onto an
earlier dataset compiled by the Economist. Finally, Brunetti and Weder
(1997) expand upon their earlier study with the assistance of the World
Bank to conduct another subjective survey of investor perceptions.

The first shortcoming of such strategies is the lack of consistent historical
information on the opinions of these individuals resulting in the danger of
endogeneity if one uses current opinions to predict historical economic
outcomes as well as the potential for variation in the rating scores caused
solely by variation in the coders. The second shortcoming is that such sub-
jective ratings fail to forge an explicit link between objective characteristics
of the political institutions and economic outcomes but rather rely on the
unknown relationship between investor or expert opinions of credibility and
these institutions. Establishing a relationship between perceptions and
outcomes without a clear sense of the origins of perceptions presents both
investors and policy-makers with difficulty in their attempts to generalize
these findings to other countries or time periods where political institutions
differ in certain respects or the characteristics of the investment profile have
changed. In fact, such perceptions are best viewed as outcomes of a political
process rather than independent measures of the underlying political
institutions that shape that process. Finally, and most seriously, the
correlation between these subjective indices and the true nature of political
institutions will break down in precisely the moments in which correct
signals are most valuable: during a speculative bubble in which investors
ignore the hazard of a change in the policy regime. Despite notable im-
provements in scores of corruption, bureaucratic efficiency, the likelihood
of contract repudiation, government expropriation and government quality
in Indonesia from 1993-1997, investors in 1998 learned that the underlying
ability of Presidents Suharto or Habibe to alter the rules of the game in a
manner that expropriated their assets and/or the revenue streams of those
assets continued to pose a substantial hazard to their long-term profitability.

In response to these weaknesses in both measures of democracy or sub-
jective measures of policy credibility, Henisz (2000) and Beck et al. (2001)
develop objective measures of the credibility provided by the structure of a
country’s political institutions using different assumptions regarding the
relative importance of veto points and the homogeneity vs. heterogeneity of
preferences within each veto point. Theoretical work within the political
science literature argues that such criteria are closely linked to the con-
straints faced by policy-makers. For example, the work of George Tsebelis
concludes, “the potential for policy change decreases with the number of
veto players, the lack of congruence (dissimilarity of policy positions among
veto players) and the cohesion (similarity of policy positions among the
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6 HENISZ

constituent units of each veto player)” (Tsebelis, 1995). Similar results
are reported in Butler and Hammond (1997) and Hammond and Butler
(1996).

These theoretical insights are supported by a number of empirical studies
that examine the responsiveness of policies to certain exogenous shifts in the
economic or policy environment or examine long-term trends in fiscal or
monetary policy. For example, Hallerberg and Basinger (1998) find that in
response to the policy innovation of tax cuts enacted by the United States in
the 1980s, other OECD nations with few de facto veto points lowered their
tax rates by a greater amount than countries with a larger number of such
checks and balances. Franzese (2002) and Treisman (2000) find that coun-
tries with more veto points have stable levels (either high or low) of govern-
ment deficits and inflation respectively. The vast literature on political
determinants of budget deficits [see Persson and Tabellini (1999) for a recent
review] that posits that countries with a larger number of policy-makers will
have a more difficult time allocating costs (tax revenue) but will be more
likely to generate policy logrolls that increase spending (expenditure) and
thus generate larger deficits is also consistent with the underlying logic
presented here especially to the extent that it isolates the fiscal response to
exogenous shocks (Alt and Lowry, 1994; Persson, 2001; Poterba, 1994;
Roubini and Sachs, 1989).°

While these studies provide preliminary evidence in support of the
importance of veto points for policy stability they each examine a relatively
limited sample of countries (often a subset of the OECD members), consider
a limited and varying set of veto points and focus on a single policy. I seek to
extend these preliminary empirical tests of the veto point perspective by
examining the ability of two measures of veto points to predict the annual
volatility of nine different fiscal policies in a large population of countries
over several decades.

4. HYPOTHESES

Political structures that impose checks and balances on policy-makers
reduce policy volatility through two distinct mechanisms. First, they mini-
mize the ability of politicians to respond to short-term political or social
incentives to favor one group over another or transfer resources from
society to the public sector. In polities characterized by multiple indepen-
dent veto players, such actions are more likely to be blocked by a political
actor that draws support from the disadvantaged class or to be exposed in
public debate thereby engendering opposition from the disadvantaged class
that ultimately yields an operational veto.

3See Heller (2001) for an alternate set of theoretical arguments and empirical evidence
highlighting the potential in Parliamentary democracies for party discipline to dominate
logrolling, thus allowing for a negative relationship between bicameralism and budget deficits.
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INSTITUTIONS AND VOLATILITY 7

Hypothesis 1. Checks and balances on the discretion of policy-makers will be
positively associated with policy stability, ceteris paribus.

Checks and balances on policy-makers’ discretion should also serve to
moderate the policy response to exogenous economic shocks. Constrained
policy-makers will be less able to craft a change in a given policy that is
amenable to all veto players and the status quo policy will be likely to persist
even in the face of a substantial shift in the macroeconomic environment.

Hypothesis 2. Checks and balances on the discretion of policy-makers will
moderate the impact of macroeconomic shocks on policy outcomes.

While narrowly targeted policies are largely welfare destroying and
constraints upon them should promote investment, economic efficiency,
and growth, the welfare implications of reducing policy responsiveness are
less clear. The desired quantity of policy response to economic shocks varies
with political and economic ideology. Some would view politicians as unable
to meaningfully respond to shocks without adding new distortions or respond-
ing with such a lag that the policy becomes pro- rather than counter-
cyclical. Others would argue that it is exactly the development of
countercyclical policies that has cushioned the blow of the economic
business cycle and allowed for the continued development of modern
capitalism after the severe threats posed by nineteenth- and twentieth-
century global depressions. The empirical results presented herein will not
attempt to evaluate the veracity of these positions. I note, however, that
policy responsiveness to exogenous shocks is not as clearly welfare
destroying as policy changes that are more arbitrary. It is therefore of
interest to examine the relative reduction in overall policy volatility that
arises from a reduction in the unconditional policy volatility versus the
volatility caused by exogenous economic shocks.

5. EMPIRICS
5.1 Data and Specification

Dependent Variables. Following Severn (1998), I employ the “conditional
variance of the innovation to policy as the measure of policy uncertainty,
constructed using the generalized conditional heteroskedasticity (GARCH)
specification of Bollerslev (1986)” (Severn, 1998, p. 9). I calculate this
measure for nine different fiscal policies including three subcategories of
expenditure (goods and services, subsidies, and capital expenditure) and six
subcategories of revenue (non-tax, taxes on goods and services, taxes on
capital and profits, taxes on trade, social security taxes, and other taxes) all
normalized by a country’s level of gross domestic product (GDP). The
countries with the largest average volatility in each of these nine measures of
fiscal policy are provided in Table 1.

© Blackwell Publishing Ltd 2004.
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INSTITUTIONS AND VOLATILITY 9

Checks and Balances on Policy-Makers’ Discretion.* T employ two
different measures of the checks and balances on a policy-maker’s
discretion. First, as described by Beck et al. (2001), CHECKS2a “counts
the number of veto players in a political system, adjusting for whether these
veto players are independent of each other, as determined by the level of
electoral competitiveness in a system, their respective party affiliations, and
the electoral rules.” The index yields a minimum score in the absence of an
effective legislature. The index score then increases linearly with the addition
of subsequent veto points whose political preferences are closer to the
opposition® than the average of the government using a three-point scale
using different methodologies for Presidential (one increase for each
legislative chamber and for the President unless elections are held under
closed lists and the President’s party is the largest government party in a
particular chamber in which case the President is not counted as a check)
and Parliamentary systems (one increase for the Prime Minister and for each
party in the government coalition including the Prime Minister’s party with
a similar reduction as above in the event of closed lists) (Beck et al., 2001).

While the CHECKS2a index takes into account the complex relationship
between veto points, party preferences, and preference heterogeneity, it also
assumes a linear relationship between the number of adjusted veto points
and the degree of constraints on policy change. Similarly, the number of
adjusted veto points increases linearly in Parliamentary systems with each
addition of a party to the ruling coalition without regard to the relative size
of the parties in the coalition. Each of these results contradicts the theoret-
ical findings of Tsebelis (1995) described above.

Henisz (2000) provides an alternative measure. The Political Constraint
Index (POLCONV) similarly begins by assigning those countries without
effective veto points with the lowest score. However, Henisz (2000) relies
upon a simple spatial model of political interaction to derive the extent to
which any one political actor or the replacement for any one actor —e.g. the
executive or a chamber of the legislature — is constrained in his or her choice
of future policies. The first step in the construction of this variable is the
identification, using the Polity III database (Gurr, 1999), of the number of
independent branches of government (executive, lower and upper legislative

“Both of the measures described here combine the theoretical constructs of collective and
competitive veto points. That is, both measures seek to consider both the number of
independent veto points and the distribution of preferences within certain veto points. Birchfield
and Crepaz (1998) present theoretical arguments and empirical analysis in the context of income
inequality that demonstrates important differences between these two categories. Such
extensions in the context of policy volatility are left for future research.

Similarly, both of these measures take indirect account of electoral rules and procedures in so
far as they influence the number and distribution of party preferences represented within and
across veto points. More nuanced analyses of such factors are, however, also left for future
research.

>The opposition is defined as the largest opposition party in Presidential regimes and the
three largest opposition parties in Parliamentary regimes.
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10 HENISZ

chambers, judiciary, and sub-federal institutions) with veto power over policy
change in each country. The preferences of each of these branches and the
status quo policy are then assumed to be independently and identically
drawn from a uniform, unidimensional policy space. This assumption allows
for the derivation of a quantitative measure of institutional constraints using
a simple spatial model of political interaction.

This initial measure is then modified to take into account the extent of
alignment across branches of government using data on the party composi-
tion of the executive and legislative branches. Alignment across branches
increases the feasibility of policy change thereby reducing the level of political
constraints.® The measure is then further modified to capture the extent of
preference heterogeneity within each legislative branch. Greater within-branch
heterogeneity increases (decreases) the costs of overturning policy for
aligned (opposed) branches. Possible scores for the final measure of political
constraints range from zero (most hazardous) to one (most constrained).

In contrast to the CHECKS2a measures, POLCONYV does show dimin-
ishing marginal returns to the addition of subsequent veto points and the
functional form of those diminishing returns is not arbitrary (such as would
be the case if the CHECKS2a scores were logged or otherwise mathemat-
ically transformed) but rather derived from the spatial model. Similarly,
rather than assuming that the addition of a new party to a coalition adds
one new veto player, POLCONYV examines the impact of that party on the
fractionalization of the legislature (the probability that two random draws
will belong to the same party). This construct has often been used by
political scientists to assess the difficulty in managing a coalition. Finally,
rather than using different rules to calculate veto points for Presidential and
Parliamentary systems, POLCONYV follows the same methodology but does
yield important differences in the scores across these two political systems as
Parliamentary systems are characterized by alignment between the executive
and legislature and tend to have more fragmented legislatures. Thus the
differences again emerge from the spatial model rather than ad hoc
construction.

Unfortunately, several important flaws also characterize POLCONV.
First, as fractionalization data were not available at the level of the oppo-
sition and majority, the fractionalization of the entire legislature was used as
an imperfect proxy. Second, while judicial independence is clearly an
important check on political discretion, it is unclear whether it emerges or
can be sustained independently of an independent legislature and therefore
whether it should be treated as a completely independent veto point. Similar
criticisms can be levied against the use of sub-federal entities.

SThis adjustment accounts for the difference between procedural and substantive vetoes by
considering the potential for preference alignment among the actors that control veto points
(Heller and McCubbins, 1996).
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INSTITUTIONS AND VOLATILITY 11

Macroeconomic Volatility. The conditional variance of the innovation to
GDP computed using the same methodology as the dependent variable
captures the level of macroeconomic volatility. This term enters both
directly and as an interaction with the level of checks and balances to allow
for the effect of each variable to vary based on the value taken by its
counterpart.

Additional Independent Variables. 1 also employ the level of the relevant
dependent variable as a control to take into account that countries with
larger expenditures and/or revenues will typically have more volatile fiscal
policies as well. Finally, the specification includes both country and year
indicator variables to capture unobserved effects that are either country-
specific and time-invariant (e.g. persistent cross-country variation in income,
the sectoral composition of output, openness to trade, culture, religion, etc.)
or time-specific and country-invariant (e.g. global economic cycles).
Summary statistics are provided in Table 2.

Sample. Data were drawn from as many as 172 countries over as long as
18 years (1971-1998). However, due to casewise deletion of records with
missing values, the estimating sample was far smaller than its potential
maximum of 6,708. Estimating sample sizes and the number of countries in
each regression are reported in Table 3.

Methodology. In order to compute the coefficient estimates while
accounting for both intertemporal and cross-sectional correlation in the
error term, I estimate the standard errors using a robust covariance matrix
estimator based on that developed by Newey and West (Greene, 1997, pp.
503-506; Newey and West, 1987).”

5.2  Results

Table 3 displays the results obtained in the 18 equations estimated (nine
different measures of fiscal policy for two different measures of the
credibility of the policy environment). In 13 of the 18 equations, the

"“This covariance matrix estimator is consistent in the presence of within-unit serial
correlation up to a specified lag and heteroskedasticity of unknown form. Compared with the
alternative procedure of estimating one or more AR(n) terms, the use of the robust covariance
matrix estimator has several advantages. First, it is computationally simpler. Not only does it
easily accommodate autocorrelation that is of higher order than one, but it also simplifies
estimation of models that are nonlinear in the parameters. ... Second, the robust covariance
matrix estimator does not rely on an assumption that the different cross-sectional units share
common autocorrelation parameters. Failure to make this assumption in the estimation of
AR(n) models creates a need to estimate many additional parameters, which reduces the
efficiency of the point estimator. Third, it is not necessary to drop observations from one or
more time periods when using the robust covariance matrix estimator. The estimator differs
from the original Newey—West version in that it is constructed for use in a panel setting rather
than a conventional time-series setting (see Driscoll and Kraay (1998) and Froot (1989))”
(Zelner, 2000).

© Blackwell Publishing Ltd 2004.



HENISZ

12

0—d91'1 0l—dSL'S 10—4ITY €0—d0¢’1 €0—dLL'E S6T's dao ur Lyne[op
00+d6€°T 00+300°0 10+305°T 00+H00C 00+d90°C Sop'e BCSADIHD
10—dsee 00+400°0 10—306'8 00+d00°0 10—48¢°C 100°S ANODTOd
¢0—dTs'e 00+300°0 [10—d€6C 0—d81'C c0—d81'¢ 6v9°C ddD/epei], uo saxe|,
C0—HC6'¢ 00+H00°0 10—HL8’1 €0—d99v C0—HSY'C T59°C ddD/sexe], A1moag [eros
€0—dsT6 00+300°0 [10—dI¥'1 €0—dev'S €0—dST8 8¥9°C dan/sexe] 10910
0—deey 00+H00°0 10—H8¢°C 0—dI0Y ¢0—HeTS 159°C dan/siyoid pue [eyde) uo soxe|,
c0—deL'e 00+400°0 10—H56°1 0—d06'¢ C0—dE6't 6v9°C dD/$01AIdS PUL SPOOD) UO SIXE],
0—dI1¢ 00+H00°0 10—HLL'T 0—d6CC ¢0—H98°C 059°C daD/enuaady Xe]-uoN
0—ds9Y 00+400°0 10—4360°Y C0—dLL'E ¢0—H9I°S LTST dan/empuadxy [ended
0—d8S6 00+300°0 00+dI6'T 0—d009 ¢0—d0s'6 LSET ddD/swjsuel], pue saIpisqng
¢0—d0¢9 00+H00°0 10—dIv'y 10—3v0°1 10—381°1 85€T dao/emypuadxy $e0IAIS puE SPOOD
€0—d0¥'1 114891 C0—dLTS SO—dIS'I $0—409'1 0L6°1 dD/epei], uo saxe [ ur KHNeoA
Y0—HS8E 11—d18C €0—dee’6 SO—des’I SO—HLY'8 S6¢°1 daD/saxe], A11INd9G [e100S UL AN[HBIOA
S0—ds99 1—=dev'c P0—HTE6 90—dL6'l S0—H89'1 9961 daD/saxeL 12YIQ Ul ANNROA
PO0—dSS'L 0[—dS0°L c0—dsL’l S0—dcs'e Y0—dvL’l 0L6°1 dan/s1yoid pue [ende) uo soxe] ur ANLOA
P0—HEE6 01—405C C0—HLOY SO—dI¥T SO0—HS6'L S96°1 d(D/$NIAIdG PUE SPOOD) UO SIXE, UL ANNL[OA
$0—Hd8LT 01—4dLT'c °0—ds0'l SO—dI9'1 S0—dzTL'S 986°1 dAD/onuoAY XB[-UON Ul AN[NE[OA
€0—dey'l 11=4dS0% ¢0—H86°1 S0—d6¢’L $0—dLOS 9L ] dan/emypuadxy [ende) ur AHRIOA
Y0—H066 60—dEC9 ¢0—de0C YO—dCl'l 0—HdT8'¢ SLS ] ddD/swjsuel], pue saIpisqng ut ANLBOA
Y0—Hd8SL 0I—d10C €0—d79'8 Y0—HLO'I PO—HSP'e pLS' T dAD/eIpuadxy $A0IAISS PUEB SPOOD Ul ANNEL[OA
"AJP "PIS WNWIUTA WNWIXBA URIPIA U N J|qeLIeA

SOLLSILVLS AMVINNNS T 714V L

) Blackwell Publishing Ltd 2004.

©



13

INSTITUTIONS AND VOLATILITY

2ZSIDAHD ul Juswasoxduwr
UONIBIASD paepuels duo & Aq pajorpaid Kirnejoa £Lorjod jo sinseawr oy ur 93ULYD (UONEBIAIP PIBPUE]S) UBSW © JO 9F8Iu001dd oY) s paje|nofed st joedwy,
‘uoneoyroads yoea ur jueoyIudis Ajurof a1e ng parrodar 10U dI8 S}109JJ0 POXY JBIA puE AIIUNOD JOJ SOIBUIIIS JUSIOYJI0)) :SIION

%6°S— %S0 YL L— yooys O Juump Joeduy
%Ev— %6 1— %S 0— %S T— Loedw] [euonipuoduny
2]quLiv 4 Judpuadaq Y1 Jo UODINA( PADPUDIS 0] 241ID]Y
%T9C— %¢€9C %LTT— yooys g@o suump joeduy
%6°91— %S 8— %6 CC— %€ L— LJoeduwy [euonipuodun)
21qv1iD 4 Juapuadaq Yyl JO UDIP 01 241ID|IY
§T0 1€°0 L9°0 4} 90°0 cro 8670 1570 90 parenbs-y paysnlpy
L6-SL61 L6-SL61 L6-SL61 L6-SL61 L6-SL61 L6-SL61 L6-SL61 L6-SL6I L6-SL61 SIBO X JO d5uey
06 ¥9 68 06 16 6 08 9L 9L SALIUNOY JO JoquinN
189°1 61T°1 LS91 089°1 989°1 S69°1 YLV 1 8LE'] LLE'T N
890 7o £°0 P00 0S°0 200 00 66°0 S0 BZSADHIHI*dAO
[19100°0  TL6TO0'0— 0S£000°0— 200¥00°0— 06C100°'0—  T00¥00°0  88+600°0— 6100000— 016£00°0— Jo AynejoA
940 910 rro 10°0 8§C°0 120 100 9¢°0 000
LLT900°0  ST8E00°0 96€000°0 189800°0 629%00°0  LS9€00°0—  SSPPC00 6891000 £€52€90°0 dao Jjo KumejoA
LE0 70 0’0 80 60 200 LI0 0€0 60
810000°0— 010000°0— T00000°0— £00000°0— 0€0000°'0—  810000°0— 9¥0000°0— 120000°0—  020000°0— BZSAODAHD
200 10°0 10°0 9I°0 LI°0 LEO 100 200 000
0999C0°0  SLEEIO0 1L8200°0 SE€TLOO0 0SSTI0'0  LT8IOO0—  86£600°0 806£00°0 01£900°0 “Tep tda(q Jo [oas]
LT°0 L0 200 190 $6°0 610 ¥C0 000 LC°0
CLT000°0— 180000°0— 96100070 §20000°0 910000°0—  80000°0 LST000°0 89000°0 L1T000°0— 0
dan/epen Jao/sexel ddo ddo ddo ddo ddo ddo ddo
uo SaXB] Aumods  /soxe} 10Uyl /s1gold pue  /SIOIAISS puB  /onudAdl  jormypuddxo  /sigjsuer;  /arnjrpuadxd
[e1008 [eades uo soxe], spoo3 XBJ-UON [ende)  pue saIpIsqng  SOIAIIS
uo S9xe], pue spoon

ALI'TILVIOA ADI'TOd ANV SNOILNLILSNT TVOILLITOd ¢ 4714V ]

) Blackwell Publishing Ltd 2004.

©



‘ANODTOd ur judwasoxdur

UOIIBIASD piepuels duo & Aq pajorpaid Kirnejoa £orjod jo sinseaw oY) Ul 93ULYD (UONBIASP PIEPUE]S) UBIW © JO 9F8Iu001dd oY) s pajenofed st joedwy,,
‘uoneoyroads yoea ur jueoyruSis Ajurof a1e jng parrodal Jou dIB S}109JJ0 POXY JBIA pue AIIUNOD JOJ SOIBUIIISS JUSIOYJI0)) :SIION

% 1v— %1°0€— %L 9~ %0°61— %9°91—  ooys JaO Suunp  joedwy
%1~ %8V~ %1C— %ET— YL’ S1— %CYl— %09~ LIoeduwy [euonpuooun
21quLiv /| JudpUIda(q Y1 JO UOUDINI( PADPUDIS O] 241ID]Y
%186~ %0°1C1— %0°6C— %6'85— %b'LE—  ooys daD Suunp joeduwy
%6’ 11— %L'66— %0'6— %L 01— %S 8y — %CLE— %S Cl— LHoeduwy [euonipuooun
2]quLiD 4 Juapuada(q Y1 JO UDIP 01 241ID|IY
1Z4Y 0€°0 99°0 850 L0°0 <o 09°0 0S°0 9°0 parenbs-y paisnlpy
86-1L61 86-1L61 86-1L61 86-1L61 86-1L61 86— 1L61 86-1L61 86-1L61 86-1L61 SIBOX JO a3ury
S8 19 S8 98 98 L8 LL IL IL SALUNOY JO IaquinN
N 8LL1 61€°1 9LL 98L°1 £€8L°1 v69°1 186°1 I £9%°1 N
W £0°0 YU 60°0 10°0 96°0 S§70 L0°0 260 10°0 ANODTOd*ddD
% Pe9ET0'0—  168900°0— 9S1T00°0—  0¥9070°0— £87000°0 86C900°0  LPTSTO'0— [SL100°0 €LETI0°0— Jo fimejop
sro 290 1YY #0°0 8270 40 £0°0 £9°0 0070
LS0L000 ¥LS00°0 050000°0 6£6L00°0 ¢66100°0 96¢£100°0 65651070 900200°0 [LOLLOO dan jo Arneop
$C0 sro 100 o 90 £0°0 80°0 00 980
9620000 ¥S1000°0— €¥0000°0—  S91000°0— 80€000°0—  S81000°0— 8£S000°0— yor000°0— £20000°0— ANODTOd
100 100 90°0 90°0 0c°0 050 100 100 0070
CL6TCO0 8991100  06£CO0°0 61580070 9€ETT00  9991000—  €I¥600°0 8¢i700°0 1Z8L00°0 “Tep tda( Jo [oAd]
8¢°0 99°0 00 10°0 19°0 10 90°0 0070 200
89¢000°0— 1600000  +12000°0 87¢000°0 18000070 ¥11000°0 vc000°0 08010070 69200070 0
daon/epen  dao/sexer dao/sexel dao/siyord Jgo/seomes o dao dao daon
uo saxe], JSIRGIREN 12410 pue [endeo  pue spoo3 /onuaadr  /armyipuadxe  /sigjsuenl  /ainyipuadxd
[B100S uo SOXB], uo sAXe], XB)-UON] rende) pue saIpisqng REMANEN
puE spoon

14

ponuljuo) ¢ 9414vV]

) Blackwell Publishing Ltd 2004.

©



INSTITUTIONS AND VOLATILITY 15

coefficient on the level of the dependent variable is positive and significant at
a p-value below 0.05. In each equation, the coefficients on the country and
time period dummy variables were jointly significant.

Turning to the variables of theoretical interest, countries scoring higher
on the CHECKS2a and POLCONYV indices had lower levels of policy
volatility for capital expenditures, non-tax revenue, taxes on capital and
profits, and other taxes. Countries with higher POLCONYV scores also had
lower volatility in goods and services expenditures, subsidies and transfers,
and taxes on trade. The economic magnitude of these effects was substan-
tial. Table 3 also presents the impact of a one standard deviation improve-
ment in political institutions on the dependent variable as a percentage of
both the mean and one standard deviation of that dependent variable. While
the latter values are relatively small, the skewness of the dependent variable
provides cause to consider the former scores as well. Here declines of
between 7 and 23 percent and averaging 14 percent of the mean value (for
CHECKS2a) and between 9 and 111 percent averaging 47 percent of the
mean value (for POLCONYV) are recorded.

With the exception of non-tax revenue, other taxes (CHECKS2a) and
subsidies and transfers (POLCONYV) each of these reductions in policy vola-
tility was also larger in the presence of shocks to per capita income. The in-
crease in the economic magnitude of the effect of the political institutions on
policy volatility in the presence of a one standard deviation increase in the
volatility of GDP was substantial, ranging from approximately 20 percent
(capital expenditure when using POLCONYV, and other taxes when using
both measures) to over 300 percent (capital expenditure when using
CHECKS2a and goods and service expenditure or taxes on trade when
using POLCONYV, and taxes on capital and profits when using both
measures).

5.3 Discussion

The pattern of results speaks not only to the importance of institutional
checks and balances on the discretion of policy-makers for the stability of a
given policy regime but also to the relative strength of the two measures of
political institutions and of the impact of such checks and balances or
constraints on a range of different fiscal policies in periods of economic
stability and upheaval. I discuss these three issues in turn.

Beginning with the comparison between CHECKS2a and POLCONYV,
note that the latter was significant in seven of the nine fiscal policies while
the former only in four. Even where both are statistically significant, the
economic magnitude of the effect is larger using the POLCONYV measure
although the relative magnitude of the effect in the presence of an average
versus large macroeconomic shock is quite comparable. This pattern of
results could derive from the larger time period for which POLCONYV is

© Blackwell Publishing Ltd 2004.



16 HENISZ

available thus yielding additional power in the empirical estimation or from
the variation between the method of construction of the CHECKS2a
measure and the theoretical arguments regarding the relationship between
the political environment and the level of constraints faced by political
actors noted above. The assumption that additional political parties in a
governing coalition linearly add to the level of constraints seems especially
problematic in this regard. Appendix Table Al provides normalized scores
for CHECKS2a and POLCONYV as well as their normalized difference to
allow for comparison of the face validity of these measures. On the basis of
these theoretical arguments, the nature of the differences in scores
highlighted in Appendix Table Al and the econometric evidence in favor
of POLCONYV, the remainder of the discussion will focus on panel 2 of
Table 3 where this measure is used to capture the level of constraints faced
by policy-makers.

Volatility in social security taxes and value-added taxes exhibit little rela-
tionship to either of the measures of political institutions. By contrast,
volatility in other (non-tax) forms of revenue and other taxes are both highly
sensitive to political institutions. One could well imagine that these uncon-
ventional sources of (tax) revenue are more readily altered by a government
facing a short-term need to raise funds and, also, more readily hidden from
widespread public discourse. The relationship between political institutions
and the volatility in taxes on trade while statistically significant was
economically less significant. This could be due to the constraints imposed
upon politicians by international institutions such as the World Trade
Organization. The relationship between volatility in taxes on capital and
political institutions is also significant but smaller in magnitude than
volatility in other (tax) revenue. Here the alternative constraint of capital
flight or non-investment likely moderates government’s tendencies to alter
the tax regime in an arbitrary or discriminatory manner.

Turning to expenditure, the largest effects are recorded for volatility in
capital expenditure where unconstrained governments are more likely to
pursue costly white elephant projects whose benefits are largely political
and for volatility in subsidies and transfers that offer a host of opportu-
nities for favoring given sectors or other groups in an economy. The
relationship between volatility in goods and services expenditure and
political institutions is also statistically significant, if smaller in magnitude,
suggesting that less of this category of expenditure is discretionary in
nature.

Finally, with respect to the tradeoff between policy stability and gridlock,
the results suggest substantial variation across various fiscal policies in the
extent to which constraints are particularly binding during macroeconomic
shocks. For example, the role of political constraints in limiting volatility in
non-tax revenue and subsidies and transfers appears independent of any
macroeconomic shock. In the case of other taxes and taxes on trade, while

© Blackwell Publishing Ltd 2004.
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constraints have a greater role in reducing policy volatility during
macroeconomic shocks, the shocks themselves have no independent effect
on policy volatility, making these results difficult to interpret. By contrast, in
the case of goods and services expenditures, two-thirds of the effect of a
given macroeconomic shock on expenditure may be impeded in countries
with political constraints near the maximum observed level. The effect is
even more striking in the case of capital expenditures and taxes on capital
and profits where in countries with political constraints above 0.63 or 0.38
respectively, the macroeconomic shock’s effect on the volatility of these
policies is completely negated. While the normative implications of these
findings are beyond the scope of this research, the results do point to an
important tradeoff between the overall level of policy stability and the
ability to respond to macroeconomic shocks.

6. CONCLUSION

The conventional wisdom that holds that political and institutional checks
and balances that constrain policy-makers’ discretion serve to limit policy
volatility and thus encourage investment and economic growth appears well
founded. In particular, non-conventional forms of revenue generation and
capital expenditure appear particularly sensitive to the structure of a
nation’s political institutions. These results are robust to the use of country
and time indicator variables and a covariance matrix that accounts for both
heteroskedasticity of unknown form and serial correlation. Despite the long-
standing theoretical arguments arguing for a causal link between political
institutions and policy volatility, these are the first empirical results using a
wide sample of countries and range of policies to demonstrate such an
association.

The next step in the research agenda examining the impact of political
institutions on economic outcomes should be to similarly isolate and
examine other causal mechanisms through which political institutions could
influence growth or investment. What sort of political institutions support a
free media? What are the origins of judicial independence? What political
structures provide better public services and policies? What political
structures contain or even combat corruption? How do financial markets
and their supporting institutional structures develop? Combining the
findings of these various studies together will allow researchers, academics,
and policy-makers a richer understanding of the complex dynamics that link
political institutions and economic outcomes.

© Blackwell Publishing Ltd 2004.
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