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Is Political Business Cycle Theory 
Relevant to Ireland?

Thomas Newell and Alan Stuart - Senior Sophister

In recent decades, economists have spent much time analysing the influence of 
politics on economic cycles. Thomas Newell and Alan Stuart present a review of 
political business cycle theory literature and consider its relevance to Ireland.

Introduction

Since the 1970s, the field of political economics has attempted to describe and 
develop models to outline how governments in office, ever conscious of the need for 
re-election, manipulate key macroeconomic variables in an attempt to achieve 
political popularity. Research into these political business cycle (PBC) models
attempts to link political elections with business cycles and examines theoretical ways 
in which explanatory links can be developed. The purpose of this paper is twofold. 
Theoretical, political and economic assumptions that underlie PBC models will be 
questioned, followed by an investigation into their applicability to Ireland. Two 
general methodological approaches can be taken to investigate the reliability and 
validity of these models. These are a qualitative narrative approach that relies upon
anecdotal evidence or a quantitative approach using econometric modelling. Although 
only a small level of research into these theories has been undertaken with respect to 
Ireland, we shall provide a critique of that research and question its conclusions. The 
structure of this paper is as follows:

A review of the main PBC models that have been developed, and a critique of the 
taxonomy developed by Alt and Chrystal (1983) to describe them;
An outline of both the explicit and implicit assumptions of PBC models, which are 
often neglected by authors in the field;
A review of PBC studies in Ireland, and an extension of research into the area 
already undertaken;
An examination of whether the restrictive assumptions required for PBC models 
to work are realistic in an Irish setting.

Background to Political Business Cycle Theory

An attempt to describe the diversity of PBC theory was undertaken by Alt and Chrystal (1983) and
remains the dominant reference in the field. They made a number of initial assumptions, which they
claimed were present in all PBC models. They are the following:

"1. Governments aim to win elections. In order to win elections, they attempt to maximise votes.
2. Among economic outcomes, voters have preferences that are reflected in their voting
behaviour.
3. Governments can manipulate the economy to improve their chances of re-election."

Following from these three assumptions, Alt and Chrystal devised a taxonomy to describe the literature
concerning PBC theories (Alt and Chrystal, 1983). This is illustrated below. The 2X2 matrix places four
main PBC theorists' models in different cells of the matrix. The vertical axis describes whether the
electorate's preferences for a particular trade-off of economic outcomes are fixed for each elector or if
they vary over time. The horizontal axis describes whether governments are ideologically motivated
and wish to adopt the policy preferences of their supporters (responsive governments), or office
motivated and wish to calculate policy positions to maximise the greatest number of potential votes
(strategic governments). Although the Alt and Chrystal taxonomy has been used as a starting point by
researchers investing PBC, our paper will take a different approach. We shall examine the taxonomy's
failure to outline the implicit assumptions surrounding the theories it describes and its neglect of
alternative dimensions of PBC theory. We will begin by briefly reviewing each model in the taxonomy.
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GOVERNMENT PREFERENCES

ELECTORATE 
PREFERENCES

Strategic Responsive

Fixed Nordhaus Hibbs

Varying Tufte Moseley

 

Under the assumptions of fixed preferences and strategic governments, Nordhaus developed his model
in the context of a naïve Phillips Curve model. With fixed election dates, he predicted that the
economies are stimulated prior to an election with output increasing above the natural rate and thus
reducing unemployment. After the elections, contractionary policies are implemented to control
inflation (Nordhaus, 1975). Hibbs's partisan model was also based upon voters' myopia. His two-party
model envisaged a left-wing party and a right-wing party. The former would be willing to reduce
unemployment at the expense of high inflation, while the latter would be prepared to tolerate more
unemployment with higher inflation. With left-wing victories, cycles are post-election as opposed to
pre-election with right-wing victories (Hibbs, 1987). Tufte (1978), while following Nordhaus's myopic
and strategic assumptions, claims that governments can in fact influence voters' preferences through
the media and can do so to maximise the votes they receive. Mosley, on the other hand, agreed with
Tufte's belief that governments can manipulate voters' ideas about which economic variable is the
"crisis" variable, but assumed a level of partisan ideological bias among parties, like Hibbs (Mosley,
1984). The cyclical preferences indifference map which underlies these models is illustrated with
algebra and appropriate diagrams in Appendix A.

The main ways in which the Alt and Chrystal taxonomy can be criticised are as follows:

Some PBC theories exist that do not strictly follow all of Alt and Chrystal's assumptions;
Alt and Chrystal ignore more important dimensions, which differentiate PBC models;
Some models span more than one cell of Alt and Chrystal's taxonomy.

For instance, Alt and Chrytal's third assumption above does not state whether the government's ability
to manipulate the economy depends upon voters' myopia. As it happens, all the models that they place
in their taxonomy assume voters' inflation myopia, but a significant amount of the literature instead
ignores voters' myopia in favour of asymmetric information between voters and future governments as
the cause of the cycles. Alesina (1988), for example, expands Hibbs's model into one based upon
rational expectations and Bayesian game theory. As before, the left-wing party concerns itself more
with unemployment and is willing to accept higher short-run inflation, while with right-wing parties,
the opposite holds true. Firms set inflation expectations as the weighted probability that either party
will win the election. Therefore, a temporary boom follows left-wing victories as inflation is always
higher than expected, while a temporary recession follows a right-wing victory as inflation is lower
than expected. Sheffrin (1996) suggests that stock market indices should reflect Alesina's
"announcement effect". This would result because a right-wing victory should result in lower prices,
reflecting depressed profit streams, and vice versa for left-wing victories.

Others, including Rogoff and Sibert, Ferejohn and Cukierman and Meltzer have attempted to apply
similar rational expectations analysis to fiscal policy distortions at electoral frequencies (Rogoff &
Sibert, 1988). Persson and Tabellini (1991) go one step further by measuring government competence
in terms of the natural rate of unemployment. It is also worth noting research findings by Kelman
(1988) that electors' voting does not necessarily reflect their own preferences and can even be vaguely
altruistic in nature. For instance, his research indicated that people vote for a particular party's policy
because they believe that it will be good for the country in general, rather than for themselves.

Frey and Schneider (1978) also seem to combine both Alt and Chrystal's responsive and strategic
governments with fixed preferences. In their model, they attempt to outline a popularity function and a
policy function. The political popularity function expresses a party's support as a function of the
unemployment, inflation and economic growth rates, while the latter embodies the responsive
ideological preferences of the incumbent government. If popularity is low, then economic variables are
manipulated to 'correct' the picture, whereas with high popularity the government follows its
supporters' and own ideology by being responsive. Therefore, Frey and Schneider's model emphasises
utility maximising instead of vote-maximising governments. Popularity is sought so that the ideological
programme can be followed.

Another highly unrealistic implicit assumption of the Alt and Chrystal's models is the exogeneity of the
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election timing (i.e. elections occur at fixed time intervals). However, only a tiny number of countries,
such as America, have this system of electoral law. The 'ethnocentric' bias of PBC theory was only
questioned by Balke (1990), who proposed the simple fact that governments time elections to occur
during periods of economic boom. Thus instead of elections causing booms, Balke claimed that booms
cause elections in endogenous election-timing regimes. Instead of the business cycle being fitted to the
political cycle, the political cycle is fixed to the business cycle. Terrones (1987) goes one step further
by expressing the probability of holding elections as a function of the strength of the economy and the
remaining period in office.

It is evident from the descriptions above that Alt and Chrystal's taxonomy, prominent for so long in
PBC theory, is flawed and outdated in describing the diversity of PBC literature. However, Alt and
Chrystal's claim of a lack of empirical evidence is still generally true for all PBC models:

"... it is curious that the literature on political business cycle is widely invoked, even though there
is little evidence of such cycles" (Alt & Chrystal, 1983)

What this paper proposes is to outline the unrealistic assumptions that PBC models make about
countries' economies and political systems. The fact that some models have not discussed all of their
assumptions or how they differ from one another is a cause of great confusion. All PBC theories make
the following assumptions:

A1) economic policy is a dominant dimension that divides political parties,

A2) growth, output and inflation are mostly endogenously determined.

While the first assumption is sometimes subsumed by ethnic or social cleavages, the second is true only
for the most autarkic regimes today. Some or most PBC theories also make the following explicit
assumptions, which are also questionable:

B1) voters' myopia or asymmetric information,

B2) exogenous election timing,

B3) choice between individual and social welfare is reflected in voters' preferences,

B4) parties are either strictly strategic or responsive but not both.

The case of the models that make these assumptions is outlined in the model descriptions above. In
addition, political science literature suggests the following implicit assumptions, which are at odds with
the PBC models to varying degrees in different countries:

C1) proportionality of the electoral system,

C2) economic policy variables in manifestos turn into actual outcome variables,

C3) party policy within a party is stable, regardless of the personalities that hold key positions,

C4) clear differentiation of economic policy between parties,

C5) coalitions reflect policy positions in proportion to their share of support in government,

C6) control of certain key ministries has no effect on overall coalition policies.

In the second half of this paper, we shall review and extend empirical tests of the models outlined
above in relation to Ireland. We will also show that in the case of Ireland, the A, B and C assumptions
are somewhat difficult to accept as being valid.

PBC Theory and Ireland

Unfortunately, there has been a paucity of PBC research in Ireland. Only one major Irish econometric
study has been undertaken (Annett, 1991). Other Irish political science and economic history literature,
however, shall be used to provide a critique of Annett's results. Finally, the robustness of the A, B and
C assumptions shall be examined in the case of Ireland.

In attempting to model political business cycle theories econometrically, authors like Alesina (1988)
and Hibbs (1987) adopted the approach of creating regression equations to explain domestic growth,
inflation and unemployment using foreign and domestic values of the relevant variables as regressors.
Various PBC dummy variables are then individually added to the basic equation to test the various
hypotheses of different authors. The purpose of adding the dummy variables individually is to avoid
overspecification. Annett simplified this approach by including only some domestic autoregressive
terms and the UK equivalents of the relevant variables as proxies for exogenous effects on domestic
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growth, unemployment and inflation. Annett's regression equations are specified below. In order to
obtain as many government changes and degrees of freedom as possible, a time period of 1949 to 1991
was chosen:

Irish Annual Economic Growth: IREGit = IREGit-1 + UKEGit + ei

Irish Annual Unemployment Rate: IRUNEMPit = UKUNEMPit + ei

Irish Annual Inflation Rate: IRINFit = IRINFit-1 + IRINFit-2 + UKINFit + ei

Until 1989, post-war Irish politics consisted of single-party Fianna Fáil minority or majority
governments, alternating with Fine Gael and Labour-led majority and minority coalitions. Annett
labelled the Fianna Fáil governments as left-wing "social democratic" alternatives to right-wing
"conservative" coalition governments. The rationale behind these labels was based upon an
interpretation of Mair's work into the public spending policies of parties over time (Mair, 1987). The
dummy variables used by Annett and his results are presented in Appendix B. Annett's basic equations
all yielded moderate to high R2 values and significant regressor t-statistics.

Annett's annual growth equation found no evidence of Nordhaus-style election-time growth spurts
since the relevant dummies were insignificant. The "HPART" dummy tested the Hibbs (myopic)
partisan model. Its positive and strongly significant value is indicative of Fianna Fáil being the party of
fiscal expansion and high growth. Yet, there is no evidence of growth being consistent with the weak or
strong versions of the Alesina model. The basic annual unemployment equation is also significant but
with a low level of explanatory power. Here the Nordhaus dummies are not only insignificant, but also
have the opposite of the hypothesised sign. The Hibbs dummy predicts lower unemployment under
Fianna Fáil. Lagged one period, "WRPT" is highly significant yielding evidence in favour of the weak
rational partisan model. Incorporating the strong rational partisan dummies, also lagged one period,
does not provide much evidence in favour of cyclical behaviour after each election. From the results, it
is evident that partisan unemployment might exist, though both the temporary and permanent versions
of Alesina's model look unlikely (Alesina, 1988; Annett, 1991). The basic annual inflation model proved
to have much greater explanatory power than the previous two models. None of the dummy variables
outlined above were significant. Therefore, neither Nordhaus-style inflationary bouts around elections
nor Hibbs-style partisan inflationary differences are evident. Annett also tried to test Persson and
Tabellini's competence hypothesis (i.e. that higher inflation is associated with weak governments) by
using the "STAB1" and "STAB2" stability dummies (see Appendix B). The results show that nether is
significant. Annett never tested for either the Moseley or Tufte models of varying preferences. Since
detailed policy-priority surveys of the electorate have only been done since 1987, it was impossible for
the authors to attempt any meaningful econometric test of them.

However, Annett did attempt to test for the Balke (1990) and Terrones (1987) hypotheses about
election calling in endogenous election-timing regimes (Annett, 1991). Annett followed the
methodology of his predecessors in using logit and probit models to estimate the probability of calling
an election (Alesina, 1988). The dependent economic variables were quarterly inflation, quarterly
change in unemployment and the number of quarters since the previous election (TL). The basic logit
and probit models are defined by the following basic equation:

PROBit = IRUNEMPit + IRINFit + TLit + ei

Annett added his stability dummies to the basic equation and the results are in Appendix B. Both the
basic equations show that while inflation is insignificant in the decision to call elections, there is weak
significance in the negative relationship between unemployment and the probability of calling
elections. The evidence is stronger in the logit model. However, the assumption of election calling as a
'choice' variable in endogenous election-timing regimes is not particularly applicable in Ireland due to
the fact that most elections are caused by necessity as a result of coalition break-ups or political
scandals (Coakley & Gallagher, 1992). The high significance of Annett's stability dummies indicates
that it is the presence of coalitions and minority governments that determines elections to a much
greater extent than the state of the economy.

Annett did not test Frey and Schneider's beliefs about partisan behaviour being contingent upon a
favourable economic climate. However, in this paper an adjustment was made to Annett's basic growth
equation to test just that. The dummy variable "ECNCLMAT" was added to the basic equation to
provide the necessary adjustment. However, both the R2 value of the basic equation and the t-statistic
of most of the dummies disimproved, thus casting doubt upon the Frey-Schneider model validity for
Ireland. The results are illustrated below.

Results of the Frey-Schneider Growth Adjustment:
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PBC1 PBC2 HPART WRPT D1 D2 R1

Coefficient .00023 -.00057 .0036 -.00037 .0016 -.0026 -.0036

t-statistic .9645 .9018 .1313 .9155 .7965 .6952 .4339

R2=0.64, F=23.604

 

The authors also tested Sheffrin's idea the "announcement effect" of Alesina's concerning expected
inflation hypothesis upon stock exchange prices, by setting up the following equation (Sheffrin, 1996):

SEPRICESit = IRINFit + IRINFit-1 + PBCINFit + ei

Results of the Sheffrin "Announcement Effect" Equation:

 
Basic
Equation

PBCINF

Coefficient R2=0.72 -105.5

t-statistic F=16.14 0.325

 

Unfortunately, these results show low t-statistics, even after correcting for autocorrelation and
multicollinearity, so we can disregard Sheffrin's proposal.

An Examination of PBC Assumptions in Ireland

At the end of the second section, we noted the underlying assumptions of PBC theory and the extent to
which they were crucial. In reinforcing our criticisms of PBC models, our final section will examine
these assumptions in relation to Ireland. Both of the A assumptions, which underlie all of the PBC
models, can be easily proved to be untenable in Ireland. A quick glance at any history book will
illustrate that the economic policy dimension has never been a dominant divisive force in Irish politics
(Cullen, 1987). The 1950s obsession with the question of national identity was replaced by social,
rural/urban and moral issues in the 1960s and 1970s (Chubb, 1992). Only from the mid-1980s did
political scientists develop policy position tables to calculate more accurately the importance of the
economic policy dimension. Indeed, economic policy only ever equalled or was exceeded by the other
dimensions in terms of importance in Ireland, especially when compared with other countries (Laver,
1994). In fact, before the 1980s, the economic debates were dominated by the level of public spending
and not about an inflation-unemployment trade-off. Criticism of the second A assumption stems from
this. All major models determining Irish inflation (Central Bank of Ireland, 1997), unemployment (Barry
& Bradley, 1990) and even growth (Ó Gráda & O'Rourke, 1995) have stressed the importance of
exogenous determination of the variables. Being a small open economy with fixed exchange rates
leaves Ireland with little scope for fiscal or monetary 'fine-tuning' in the sense of the PBC models. The
Maastricht convergence criteria merely reinforce this stringent reality for 1990s Ireland. It must also
be remembered that, in Annett's and this paper's ANCOVA models, the political dummies were only
dummy variables and secondary to the main external and autoregressive variables in the basic
equation.

Regarding the B assumptions, the adaptive and rational expectations approaches to studying
inflationary expectations in the models are untenable given the prominence of indicative planning in
Ireland, especially in the latter half of the sample period. Indeed, Leddin and Walsh (1995) find no
relationship whatsoever between inflation and unemployment in Ireland. The assumption of exogenous
election-timing has already been dealt with, but assumption B3, that voting reflects individual as
opposed to social preferences in voting, can also be questioned. In Ireland, "the assumption that man is
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an object of political rationality capable of calculating his precise well-being under different
contingencies" has proved to be sometimes subservient to identification of voting for the traditional
"family party" or for one's "social group" (Chubb, 1992). While these ties have weakened more recently
(Coakley & Gallagher, 1992), there is considerable qualitative support for Kelman's socially responsible
voting hypothesis mentioned above (Borooah, 1990). The B4 assumption of governments being either
strategic or responsive, but not both, was tested by the Frey-Schneider regressions above.

The first of the C assumptions, proportionality of the electoral system, simply states that the proportion
of votes for a party approximately equals the proportion of seats that the party gets in parliament.
Although Ireland's PR-STV system is far more proportional than those of the UK and the US, there are
still four ways by which it is prone to disproportionality (Coakley & Gallagher, 1992), and incidents of
such have occurred during the sample period of study. Annett (1991), also admitted the assumption C2,
that manifesto policy variables are transformed into outcome variables, in his paper. However, some
political scientists have outlined no less than five ways in which this fundamental assumption is
inapplicable (Gallagher, Laver and Mair, 1995), and have described Ireland as an example of this.
Assumption C3 is also highly questionable given the importance of "personality politics" in Ireland over
"toeing the party line" (Chubb, 1992). Cullen (1987) provides a critique of how dominant individuals
have tried to alter party stances on economic issues, making Irish parties very "fuzzy at the edges". A
corollary of this is the lack of validity one can give to assumption C4, and recent policy tables have
confirmed the instability of economic policy positions among parties over time (Laver, 1994). Work by
Borooah and Borooah (1990) casts doubt upon the "left- and right-wing" labels applied by Annett,
which underlies the whole basis of the regressions in his, and this, paper. Indeed, Alt (1985) used
labels that were the exact opposite of Annett's ones. Assumptions C5 and C6 have been questioned in a
new model by Laver and Shepsle (1992) called "Portfolio Allocation", which they based upon
"Westminster Model" countries like Ireland. The model emphasises the importance of the policy beliefs
of the particular ministers in a government and the power that some portfolios can wield over others.
Lee (1990) confirms their beliefs by outlining how the party affiliation and personal beliefs of Irish
Ministers for Finance dominated coalition politics disproportionately. He also provides the example of
MacEntee and Lemass as two people from one party with opposite fiscal views. Lee even uses the
explicit term "political business cycle" to describe the Fianna Fáil Colley budget of 1972, but goes on to
conclude that there was no evidence of this being a regular occurrence or of any recurring pattern with
any party or coalition. In summary, the overwhelming qualitative evidence can be said to undermine
the implicit C assumptions of PBC theory in Ireland.

Conclusions

In this paper, we outlined and summarised, as broadly as possible, the diverse literature surrounding
political business cycle theory. The Alt and Chrystal taxonomy, the traditional starting point for work
on PBC theory, was shown to be inadequate as a description of the diverse models in use. We then
proceeded to describe not only the explicit, but also the implicit assumptions that underlie most, if not
all, PBC models that have been ignored in the literature. In applying the models to Ireland, we wanted
to extend the econometric models used by Annett (1991) and provide a critique of them. While Annett
concluded that there might be some evidence for partisan effects, by examining this paper's A, B and C
assumptions we cast doubt upon his assumptions. While Annett's answer to the question in the title
was a complicated way of saying 'maybe', this paper proposes a much simpler way of answering 'no'.
PBC modelling is gradually losing empirical support in most other countries too.
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Appendix A: Political Indifference Map Showing Vote Optimisation Underlying
PBC Modelling

Since the two components of the 'misery index' are equivalent to negative goods in
consumer theory, we can draw concave isovote lines (dotted) as an indifference map
superimposed upon a set of naïve Philips curves (full lines) to arrive at a voting
expansion path under the assumption of adaptive expectations. The objective isovote
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function can be expressed as a function of inflation (p) and unemployment (U), while the
non-linear Philips curves constraint can be expressed in the form of inflation as a function of
unemployment (see Diagram 1). The non-linear constrained optimisation problem can be expressed as
a Lagrangean:

The first order optimisation conditions are therefore:

  

Then setting the first order conditions equal to zero and solving to eliminate l gives:

  

 

This last equation is the voting expansion path, which goes through the origin when voters reach their
optimal satiation point with no inflation or unemployment. The term -¶ g(U)/¶ U is the marginal
technical rate at which inflation is substituted for unemployment in a given naïve Philips curve. The
left-hand side of the equation is the ratio of the negative of the marginal rates of substitution of votes
with respect to inflation and unemployment. Under the assumption of rational expectations, the
constraint would be vertical at the non-accelerating inflation rate of unemployment (or NAIRU shown
here by the symbol U*, see Diagram 2). The constrained optimisation problem with vertical Philips
curves is impossible to illustrate by a Lagrangean, since there are no interior optimum solutions and
the voting expansion path is coincident with the horizontal 'unemployment' axis. Each long-run
optimum point is simply the boundary solution where each isovote line intersects the relevant NAIRU.
It is worth also noting that no explicit functional form was used for either the isovote lines or the
short-run Philips curves, since it is uncertain whether a circular, parabolic, hyperbolic or quadratic
would best describe them.
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Appendix B: Description of the Variables Used in Annett's (1991) and This
Paper's Regressions and the Relevant Results

PBC1: 0 in the election year (the preceding year if the election is before June), 1 otherwise (Nordhaus
model).

PBC2: 0 in the election year and the preceding year, 1 otherwise (Nordhaus model).

PBCINF: 1 in the election year for Fianna Fáil governments, -1 for Fine Gael-Labour governments, 0
otherwise (the following year if the election is held in the last quarter) (Hibbs model).

HPART: 1 for years with Fianna Fáil governments, -1 otherwise (Hibbs model).

WRPT: 1 in the two years after the election, including the election year, for governments involving a
change in power towards Fianna Fáil, -1 in the two years after election, including the election year, for
governments involving changes in power away from Fianna Fáil, 0 otherwise (weak Alesina model).

D1: 1 for the first two years governments that do not involve Fianna Fáil, including the election year, 0
otherwise (strong Alesina model).
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D2: 1 for the remaining years of the term (not equal to 1 in D1) for governments that do not involve
Fiann

R1: 1 for the first two years of Fianna Fáil governments, including the election year, 0 otherwise
(strong Alesina model).

STAB1: 0 for all majority governments, 1 for all minority governments (Persson-Tabellini model).

STAB2: 0 for all single-party governments, 1 for all coalitions (Persson-Tabellini model).

PROB: probability of an election being called (Balke and Terrones models).

TL: the number of quarters since the previous election (Balke and Terrones models).

ECONCLMT: 1 when economic growth exceeds 4%, 0 otherwise (Frey-Schneider model).

Annett's Annual Growth Equation:

 
PBC1 PBC2 HPART WRPT D1 D2 R1

Coefficient 0.001 0.31 0.82 0.36 -1.08 -3 -0.45

t-statistic 0.001 0.47 2.62 0.7 -1.25 -3.21 -0.64

R2=0.27, F=7.3

 

Annett's Annual Unemployment Equation:

 
PBC1 PBC2 HPART WRPT[-1] D1[-1] D2[-1] R1[-1]

Coefficient -3.47 -3.91 -3.3 -7.12 6.64 -3.71 -6.64

t-statistic -0.9 -1.08 -1.9 -2.83 1.37 -0.69 -1.59

R2=0.24, F=13.17

 

Annett's Annual Inflation Equation:

 
PBCINF HPART STAB1 STAB2

Coefficient 0.54 0.92 1.02 -0.06

t-statistic 0.76 1.09 1.33 -0.08

R2=0.88, F=96.96
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Annett's Election-Calling Equation:

Probit
Model

Basic
Equation

STAB1 STAB2

Coefficient Log
Likelihood =
-37.55

1.19 0.07

t-statistic 2.83 0.22

 

Logit Model Basic
Equation

STAB1 STAB2

Coefficient Log
Likelihood =
-36.52

2.22 0.23

t-statistic 2.75 0.35
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Alternative Taxation Policies to the 
1998 Budget: A Microsimulation 
Analysis

Ronan Burke - Senior Sophister 
David Brocklebank - Senior Sophister

The 1998 Budget was seen as an opportunity to reduce the increasing gap between 
rich and poor in Ireland. David Brocklebank and Ronan Burke use microsimulation 
analysis to test alternative taxation polices to the budget and find evidence to suggest 
that it was an opportunity spurned, in the above context.

Introduction

This paper sets out a new approach to the analysis of the 1998 budget. Until recently,
questions about the impact of tax and welfare changes have been examined using
supposedly 'typical' family circumstances as hypothetical examples. This procedure
can be highly misleading because of the limited representation of the 'typical' case.
Microsimulation modelling offers a solution to these problems. In this paper, we will
analyse alternative budget strategies using this technique. Specifically, we will
consider the effects of allocating the resources available on budget day towards two
alternatives, increasing allowances and increasing bands.

The structure of the analysis will be as follows. In the first section, the economic and
political considerations of the 1998 budget are explored. Then we deal with
microsimulation analysis and the model which we are employing. Finally, in the last
two sections, two specific applications of microsimulation analysis are considered.
The first application shows the policy implications of the government adopting an
alternative budget strategy of increasing allowances while maintaining tax rates at
their pre-1998 budget levels (reform policy 1). The second approach considers the
implications of the government adopting a strategy of widening bands but, similarly,
maintaining tax rates at their pre-1998 budget levels (reform policy 2).

Background to the 1998 Budget

To analyse any budget without due regard for the economic and political climate
prevalent at that time is of limited value. What differentiates the 1998 budget from
budgets of recent years is that the Minister for Finance had more money at his
disposal. The primary catalyst for this tax revenue buoyancy is the healthy economic
environment in which we currently find ourselves. Over the past three years the
economy has grown at an average rate of more than 7% a year, a positively East Asian
pace. Tax cuts totalling £517m in a full year and £282m in spending increases
guaranteed the most generous Budget package since the economic recovery in 1990.
The Minister's self stated objectives were:

Control of public spending;
Correction of tax inequality;
Overdue acknowledgement of the elderly.

Our analysis focuses exclusively on the correction of tax inequality. Put simply, the
choice confronting the Minister was either to reduce tax rates, widen bands or
increase tax allowances. Some believe that the choice of rate reductions may have
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been motivated by political considerations. This was the first budget of the new
Fianna Fáil/Progressive Democrat administration and many of the tax measures
implemented stem from pre-election agreements. The populist's approach would be to
reduce rates as workers see themselves better off under such a scenario. Rates apply
at the margin and when cut, the gain from every extra pound earned appears to be
more tangible.

Microsimulation

As alluded to in the introduction, microsimulation provides a mechanism for analysing
the impact of a policy change on a large number of households. Conventional analysis
focuses on a small number of 'typical' households, thus limiting the quality of the
analysis. For example, reaction to the budget changes in taxation tends to focus on its
impact on a one earner married couple with two children, taxed under the PAYE
schedule. Less than one family in twenty actually falls into this category, and those
that do, differ widely in terms of income, housing tenure and other characteristics
relevant to their tax liabilities. Microsimulation models are employed to surmount the
limitations of using hypothetical cases to illustrate the impact of tax changes.

Microsimulation involves simulating the impact of tax and benefit changes on a
large-scale sample of households, using micro-level data on individual and family
incomes and other characteristics. These microsimulation tax benefit models take
account of a large scale representative sample of the population. They can also help
to identify the overall pattern of gains and losses across income deciles and can help
to assess the impact of policy changes on financial incentives to work.

SWITCH (Simulating Welfare and Income Tax Change) is a tax benefit
microsimulation model developed by the Economic and Social Research Institute
(ESRI) and the Department of Social Welfare. It is based on a 1987 survey of more
than 8,500 adults and 4,600 children in 3,300 tax units. The data was updated in 1994
to account for the increase in registered employment, the fall in average family size,
the growth in income and the changes in income tax and social welfare policy. The
basic unit of analysis in the model is termed the tax unit (i.e. whether a married
couple or a single person etc.). A dependent child is defined as a child under 15 years,
or over but still in full time education. As we will show, this particular definition has
an impact on our analysis.

SWITCH requires the user to input a baseline policy and a reform policy. These two
policies are then compared at a tax unit level and summary output is generated
indicating the impact of the policy change at a macro-level. This shows the cost of the
reform policy, the income distribution effects and the impact of this policy on
marginal and average tax rates. In the following analysis, the 1998 budget is used as
a baseline and the reform policies are compared against it. The reform policies and
their comparison against the current budget will be discussed in due course.

The SWITCH model has a number of limitations. SWITCH is based on a database of
households dating from 1987. Although this data has been updated to 1994 household
data, there is an obvious time lag. It could be argued that within this time frame, the
structure of the economy has changed. This factor may inhibit the value of the
observed results. Another limitation of SWITCH is the fact that it is a static model and
does not incorporate behavioural responses into the model. The ESRI has used a
simplified version of SWITCH to examine issues related to the impact of tax reform on
male and female labour supply within married couples. Third generation models,
which apply embedded econometric models estimating behavioural responses, have
been developed in the USA and the UK. The ESRI is developing a new model
incorporating labour supply responses. However, within the version of SWITCH
currently available, labour responses are assumed to be zero.

The following analysis is revenue neutral. This means that the net cost to the
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exchequer of implementing the reform policy over the baseline policy (Budget 1998)
is nil. If the policies were not revenue neutral, then it would be inappropriate to
compare both.

Reform Policy 1: Increasing Personal Allowances

In this section, we will model the alternative policy of increasing personal tax-free
allowances instead of cuts in the taxation rates. According to our model it would be
possible to increase the personal allowance to £3,715 while maintaining revenue
neutrality. This represents an increase of £565 per person per annum.

 

Table 3.1 Policy Comparisons: Increasing Personal
Allowances

Policy Budget '98 Reform Policy 
1

Standard Tax Rate 24% 26%

Higher Tax Rate 46% 48%

Standard Band (Single) £10,000 £10,000

Personal Tax Free 
Allowance (Single)

£3,150 £3,715

The above policy change, although small in a macroeconomic context, does have an impact on income
distribution. One can immediately deduce from Figure 1 below, that reform policy 1 favours those in
middle income deciles more than those on very high incomes. This is because those on middle to upper
incomes will not benefit from the budget tax cuts to the same extent as those on higher incomes. In
modelling the comparisons between the Budget '98 and reform policy 1, we can clearly observe the
income redistribution impact of the policy. This can be shown by reference to the equivalent net
income module of SWITCH.

Figure 1: Increasing Personal Allowances: Equivalent Net Income Gain by Income Decile in £ Million
per Year
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Equivalent net income is net income adjusted for family size and composition, to take into account the
fact that, other things being equal, larger families have greater needs than smaller families. It can be
thought of as 'income per head' where the first head counts as 1, a second adult as 0.66 and all
children as 0.33.

The policy change has no significant impact on those in lower income deciles. This arises because they
are in receipt of social welfare benefit and therefore do not fall into the income tax net. It should be
noted that those in the lowest income decile will lose marginally in absolute terms. A plausible
explanation, given the tax unit specified earlier, is that a young unemployed person living at home may
lose certain benefit entitlements as the net tax unit income rises because of the tax change. Therefore,
under reform policy 1, that individual may lose marginally because of an anomaly in the benefit system.
Interestingly, changes in Budget '98 meant that Family Income Supplement (FIS), an in-work benefit
available to those on low incomes, is calculated on a net rather than a gross basis. FIS may act as a
cushion, shielding those on low incomes from any change in taxation policy, since their entitlement is
calculated on their income after tax. This factor may help to explain why the policy change has no
impact up to the fifth decile.

However, as Figure 1 shows, those in the middle to upper income deciles may gain from the policy
change while those in the top income decile stand to lose almost £30m. This indicates that the decision
in the 1998 Budget to opt for rate cuts rather than an increase in Reform Policy 1 was a redistribution
of income from those in the middle to upper deciles to those in the top decile.

It is useful to clarify how different tax units might be affected by the impact of reform policy 1. Table 2
classifies tax units by their tax unit type and the percentage income gained or lost per week due to
reform policy 1.

Table 2 indicates that of the 1.6m tax units in the country, 1.4m will gain or lose less than one percent
of their net income owing to the policy change. Almost 17 percent of single employed persons will gain
between 1-5 percent of their net income while only 3 percent will lose the same amount. Interestingly,
5 percent of single unemployed persons will lose between 1-5 percent of their net benefit. Since the
benefit system is held constant and those who are unemployed are not liable for taxation, this result
may be surprising. However, this confirms our previous analysis in relation to the income loss of the
lowest decile. Our analysis centres upon the income loss for young unemployed persons living at home
who lose because the family income rises. This is confirmed in Table 2, by the loss associated with the
tax unit type, single unemployed, the tax unit by which all young single unemployed persons living at
home are classified.

 

Table 2: Increasing Personal Allowances: % Gain/Loss 
of Income by Number of Tax Units Classed by Tax Unit 

Type (In Thousands)

Status <-1% <1% <5% Total 
Tax 
Units

Single Employed 15.9 375.8 78.2 469.9

Single Unemployed 8.6 152.3 2.0 162.9

Single Earner with Chl. 0.9 18.3 0.1 19.3

Single Non-earner with
Chl.

0.0 28.8 1.0 29.8

Single Retired 0.0 183.6 5.2 188.8

Single Earner Couple w/o 1.6 49.7 17.2 68.5
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Chl.

Single Earner Couple with
Chl.

4.0 218.2 21.4 243.6

Dual Earner Couple w/o
Chl.

1.8 26.1 4.3 32.2

Dual Earner Couple with
Chl.

4.9 80.3 5.0 90.3

Dual Earner Couple(1
person assisting relative)

0.5 40.8 6.5 47.8

Unemployed Couple w/o
Chl.

0.0 9.9 0.0 9.9

Unemployed Couple with
Chl.

0.0 81.6 0.0 81.6

Head of tax unit retired 0.4 82 1.7 84.1

Others 1.4 83.8 5.9 91.2

All 40.0 1431.3 148.6 1619.9

Reform Policy 2: Widening Bands

In this section, we model the impact of channelling revenue buoyancy into widening bands. In the
following analysis, the baseline policy is the '98 budget and the reform policy is the '98 budget with tax
rates at pre-budget levels but with a wider standard band. The model indicates that with revenue
neutrality the Minister could have increased the standard tax band by £2,715 over and above the
increases in Budget '98.

Table 3: Policy Comparisons: Widening Bands

Policy Budget '98 Reform 
Policy 2

Standard Tax Rate 24% 26%

Higher Tax Rate 46% 48%

Personal Tax Free
Allowance (Single)

£3,150 £3,150

Standard Band (Single) £10,000 £12,715
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The income distribution effects of such a policy are presented in Figure 3. They indicate that widening
the bands would result in a gain to those in the highest income decile at the expense of those in the
other upper deciles. As expected, the lower income deciles would be unaffected by this alternative
policy, holding all other variables constant. This arises because their income does not exceed £10,000.

Figure 3: Widening Bands: Equivalent Net Income Gain/Loss by Income Decile In £ Million per Year

It is again useful to observe how different tax units might be affected by the impact of reform policy 2.
Table 3 classifies tax units by their tax unit type and the percentage income gained or lost per week
due to reform policy 2.

Table 4 indicates that of the 1.6m tax units in the country, 58% will gain or lose less than one percent
of their net income, owing to the policy change. Almost 45% of single employed persons will gain
between 1-5% of their net income while only 10% will lose the same amount. Only 0.35% of tax units
lose more than £10 per week, while 3.8% of tax units gain more than this amount per week. Overall,
Table 4 shows that status (as defined in the table) is less important than income in analysing the
impact of an increase in the bands. It is for this reason that comparing gains\losses due to the policy
change classified by tax units is less meaningful than the previous comparison with income
distribution.

 

 

Table 4: Widening Bands: % Gain/Loss by Number of Tax Units Classed by Tax
Unit Type (in Thousands)

Status <
-10%

<
-5%

< 
-1%

<1% <5% <10% >10% Total 
Tax 
Units

Single
Employed

2.4 1.0 206.8 160.3 51.4 48.1 0.0 469.9

Single
Unemployed

0.0 0.0 1.9 160.4 0.3 0.2 0.2 163

Single
Earner with
chl.

0.0 0.7 4.1 8.3 1.6 4.6 0.0 19.2
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Single
Non-earner
with chl.

0.0 0.0 2.0 27.0 0.7 0.1 0.0 29.8

Single
retired

0.0 0.0 15.4 169.8 1.5 2.1 0.0 188.9

Single
Earner
couple w/o
chl.

0.8 7.7 27.2 26.8 1.0 1.5 3.5 68.5

Single
Earner
couple with
chl.

1.5 34.4 79.1 84.5 7.4 12.7 21.0 243.6

Dual Earner
couple w/o
chl.

0.0 6.0 7.1 2.4 2.5 4.8 9.3 32.2

Dual Earner
couple with
chl.

1.1 15.2 18.5 8.1 4.7 17.5 25.1 90.3

Dual Earner
couple(1
person
assisting
relative)

0.0 2.0 9.8 31.9 0.3 2.4 1.5 47.8

Unemployed
couple w/o
chl.

0.0 0.0 0.7 9.2 0.0 0.0 0.0 9.9

Unemployed
couple with
chl.

0.0 0.0 0.1 81.5 0.0 0.0 0.0 81.6

Head of tax
unit retired

0.0 4.8 5.5 71.5 0.2 0.1 2.0 84.1

Others 0.0 0.0 5.4 85.3 0.1 0.4 0.0 91.2

All 5.7 74.8 383.7 927.1 71.7 94.3 62.6 1619.9

We have seen that increasing personal allowances results in gains for the middle to upper income
deciles at the expense of the highest decile. Increasing bands reverses this outcome because those in
the highest decile gain while those in the middle to upper deciles lose. This is shown in Figure 4.

Figure 4: Income Distribution Comparison between Increased Personal Allowance And Widening the
Standard Band
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Conclusions

As mentioned in the introduction, the purpose of this analysis was to examine the income distribution
effect of using alternative budget strategies, increasing personal allowances and widening the standard
taxation band. Under reform policy 1, increasing allowances, both the middle and upper income
earners will gain at the expense of the top decile. However, the reverse is true under reform policy 2,
increasing bands. While both these options were available to the Minister for Finance, he chose
neither. Instead, he opted to substantially reduce the standard and higher rates of taxation, while
making only minor adjustments to personal allowances and standard bands. While these policies had
some impact on low income earners, we believe that the diversity of measures introduced has diluted
the focus of the amount available. We feel that the scope for increasing the well-being of lower earners
and for introducing fundamental reform to tackle the problems faced by them has been limited by
Budget 1998. Using the alternative budget strategy, increasing allowances would have a positive effect
on middle income earners. Perhaps this policy should have been employed, if the government believes
that the best and fairest route to tax reform is to maximise benefits to lower income earners. Our
analysis concurs with that of the ESRI who indicate that increasing personal allowances is the most
redistributive taxation reform for low to medium earners. This position was further endorsed by the
Working Group on the Integration of Taxation and Social Welfare Systems and, more recently by the
National Economic and Social Council, which stated that the superiority of increased personal
allowances should be a principle guiding income tax reduction in the coming years. This analysis is by
no means complete. The issues of labour supply and incentives have been omitted. Further work on the
topic is required, before any definitive conclusions may be reached.

This publication includes results based on SWITCH, the ESRI tax-benefit model, described in
Simulating Welfare and Income Tax Change, by T. Callan et al., Dublin: ESRI, 1996. No responsibility
for these results is accepted by the ESRI or by the authors of the model software.
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A Critique of Orthodox Labour Wage 
Theory

Alan Stuart - Senior Sophister

Equilibrium in the labour market is assumed to be optimal and self-adjusting in 
classical labour theory. Recognising this assumption as simplistic, Alan Stuart 
presents a critique of orthodox labour wage theory and discusses some alternatives.

Too often in economic analysis, labour market equilibrium is portrayed by a simple
model of perfectly rational individual firms and individual workers coming together in
a competitive market, where each economic agent is assumed to be motivated to
maximise his own utility and arrive at a market clearing wage rate and employment
level. Equally, it is too frequently assumed that any shocks to labour supply or
demand necessitate adjustments in the wage rate until the labour market once again
reaches competitive Walrasian equilibrium. Such a simple approach to the labour
market, based upon marginal productivity theory, ignores a huge variety of specific
traits associated with labour as a tradable economic commodity. Only recently have
the assumptions underlying orthodox wage theory been relaxed and attention been
devoted to other sub-optimal methods, of reaching equilibrium in specific labour
markets, that have greater empirical validity (Thurow 1995). This paper illustrates
how the body of criticisms levied against orthodox tâtonnement theory provided by
labour economists could complicate labour market analysis, and investigates whether
these criticisms are valid.1

Institutionalism in Labour Markets

The main area where orthodox theory has come under attack has been through the
institutionalist view of labour markets. Its basic tenet is that collective bargaining on
behalf of trade unions renders the assumption of individual 'atomised' wage
bargaining unrealistic (Carlin and Soskice, 1990). A simple description offered by
some advocates of collective bargaining is that employers' associations and trade
unions shift supply and demand curves to their consciously determined wage rate to
clear the market (Brue and McConnell, 1995). Others consider it highly improbable
that the wage rate resulting from collective bargaining will be the same as that which
would emerge in a competitive setting, and consequently the level of unemployment
would be different in the two scenarios (Masters; Moser and Reynolds, 1991).

A major issue in relation to the institutionalist viewpoint derives from theory
regarding the nature and purpose of trade unions, with the point being that there is
no single raison d'être of unions and that they may sometimes trade-off wage rate
maximisation for reasons connected with the social and political welfare of members.
Prominent industrial relations author Michael Salamon (1992) expresses trade unions'
goals as follows, and claims that they are usually in conflict with each other: collective
power, economic regulation, job regulation, social change, member services, and
self-fulfilment of members. Robert Frank, in particular, has emphasised the
importance of 'status' in the choice of jobs by certain unions which in certain
circumstances overrides wage preferences (Elliott, 1991). Even when we safely
assume that individual workers, and their collective organisations, wish to, ceteris
paribus, optimise their wage rate, there are a number of ways of analysing why the
labour market will not necessarily reach an allocatively efficient equilibrium. A
thorough analysis of two of such situations, monopsony and bilateral monopoly, can
illustrate this point (Varian, 1990 and 1992).
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Monopsony and Bilateral Monopoly Models

Monopsony in a labour market is a realistic assumption, since firms which have a sole
right or ability to sell a particular commodity (i.e. goods market monopolies) will
conversely be the sole buyers of the specific skilled workers relevant to that industry
(i.e. labour market monopsonists). The equilibrium in a labour market monopsony is
shown in Figure 1 above. The model requires two assumptions. The first assumption
is that the firm's marginal revenue product (MRP) curve is coincident with the firm's
short-run demand for labour curve (D). The second assumption is that the
monopsonist is selling its product in a perfectly competitive market, so that the firm's
marginal revenue is equal to the price received for each unit. A corollary of the
second assumption is that the firm's marginal revenue product curve (marginal
revenue ´ marginal product of labour) also coincides with its value marginal product

curve (price ´ marginal product of labour). The marginal wage cost curve lies above
the average wage cost curve because the firm must pay a higher wage to attract more
workers, and (in the absence of an internally segmented labour market) pay this
higher wage to all workers employed. The monopsonist's marginal condition equates
MRP and MWC at point a and employs L

M
 units of labour, but needs to pay only w

M
 to

each worker. The monopsony equilibrium wage and employment are lower than their
perfectly competitive equivalents (w

PC
 and L

PC
). Total efficiency loss is shown by the

area abcd. Triangle abc represents the loss of consumer surplus and triangle bcd the
loss of producer surplus (adapted from Brue and McConnell, 1995). Seen in this
context, it has been suggested that a minimum wage would stimulate competition in
labour markets rather than reduce it (Hosford, 1997).

Figure 2: Bilateral Monopoly
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Another quite feasible inefficient outcome is that of bilateral monopoly, illustrated in
Figure 2. In such situations, the firm is the sole buyer of the relevant specialised
skilled labour needed, and a craft union or enterprise union is the sole seller of that
labour. If it could, the union would set a wage level where marginal wage cost equals
marginal revenue product, although this would lead to an excess employment level of
ae and an equally large social loss to that described for monopsony above. Here,
depending upon the relative bargaining power of the union and the firm, the locus of
all possible wage market equilibria lies between w

u
 and w

f
 (the two wage rates

preferred by the union and the firm respectively) and employment between L
m

 and

L
pc

. Thus, in general, a bilateral monopoly will be more efficient and closer to

competitive equilibrium than a monopsony market situation due to the Galbraithian
countervailing power of the union (Schuster, 1983). Bilateral monopoly can approach
real industrial collective bargaining structures in many industrial relations instances
(Stuart, 1997).

Lagged Short-Run Labour Supply

Figure 3: Lagged Short-run Labour Supply

Orthodox wage theory also assumes away the difficulty in dynamic supply adjustment
to long-run labour market equilibrium and the efficiency loss associated with labour
supply inelasticity. As Figure 3 illustrates above, a vertical labour supply curve can
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result in inefficiency if the wage rate is above equilibrium and the curve does not
adjust to clear the market. Since firms only demand L' of labour at wage w', causing
unemployment due to excess supply of L'L*, there would be a gain of area B to
workers if employment was at its equilibrium level of L*. Firms' marginal willingness
to pay for an extra unit of labour (represented by the demand curve) is greater than
the wage they would have to pay to workers for the extra labour (w*), so firms' net
gain is equal to area A. Therefore, the total dead weight loss of inelastic supply,
failing to adjust, is equal to areas A and B, or mathematically the integral of the
section of the demand curve between L' and L*. Since the supply curve between the
origin and L* is coincident with the horizontal axis, area A can be seen as consumer
surplus loss and area B as producer surplus loss.

The Cobweb Theory

Figure 4: Convergent Cobweb Supply Effect

A more advanced method of assessing lagged labour supply adjustment, adapted by
labour economists, is the cobweb theory. The theory describes how an initial
unexpected outward shift in the labour demand curve leads to prices fluctuating in a
"cobweb" pattern, until the long-run equilibrium is achieved. In figure 4, this situation
is illustrated (adapted from Brue and McConnell, 1995). The initial shift in demand
leads to a shortage of labour, so that in effect there is a vertical short-run labour
supply curve at L*. The combination of the labour shortage and short-run inelastic
supply raises the short-run equilibrium to point b on the demand curve, at a higher
wage of w'. However, this high wage rate leads to an increase in the number of
workers willing to work and L' workers will eventually fill the market. The supply
response equates to a shift rightwards in the vertical short-run supply curve to L'. Yet,
now that the quantity of workers employed is again temporarily fixed, a surplus of bc
workers occurs at w'. To eliminate the surplus the wage rate drops to w'', which leads
to workers slowly exiting the market until only L'' workers are employed. The
resulting labour shortage once again leads to a wage cycle until long-run equilibrium
is finally attained at point f. This model disregards rational expectations and utilises
an adaptive expectations approach to describing labour supply adjustment (Carlin and
Soskice, 1990).

Criticisms of Cobweb Theory

Although the evidence for the applicability of the model has dissipated in most
efficient labour markets, it can still be used to describe supply adjustments in markets
which require heavy investment in human capital and training time (Freeman, 1976).
It is also interesting to note that the convergent model described here contrasts with



A Critique of Orthodox Labour Wage Theory

5 of 7

the divergent or oscillating models that would chaotically result from certain
combinations of supply and demand elasticities (Jackman, Layard and Nickell, 1991).
The idea that a conventional perfectly competitive approach to labour market
equilibrium may only apply to certain labour markets leads to the next criticisms
outlined in this paper.

Internal Labour Markets and Dual Labour Markets

A growing group of internal labour market theorists have criticised the neo-classical
perspective of continuous open job competition. They have proposed that job ladders
involving a sequential progression of jobs, based upon seniority and investment in
human capital, exist in many large firms involving different activities (Brue and
McConnell, 1995). Consequently, jobs at the bottom rung of the job ladder (called a
port of entry) are fought for competitively in an external labour market, since the firm
must compete with other firms which are hiring the same kind of unskilled,
unspecialised labour. On the other hand, an internal labour market which determines
the recruits for higher positions on the job ladders is governed by administrative rules
and seniority specific to the particular firm in question, and not the tâtonnement of
external labour markets. Mulvey (1978) tried to illustrate this outcome as being
Pareto sub-optimal by having a wage preference path not coincident with the output
expansion path in a particular industry.

The two basic reasons for internal labour markets are that the skills required for
some more senior and specialised jobs are specific to each firm and can only be
learned by people within that firm; and to get a return on human capital investment,
firms must employ workers for a significant period of time (Brue and McConnell,
1995). Although the resulting internal labour markets are said to allocate inefficiently,
when viewed over time there are advantages which some authors refer to as dynamic
efficiency. Such temporal efficiency results from the positive externalities associated
with the reduced human capital investment for firms using internal labour markets
and the job security and promotions which workers receive in internal labour
markets, which are beneficial to both firms and workers (Salamon, 1992).

Some labour economists even extend the internal labour markets idea into a theory of
segmented dual labour markets, consisting of primary and secondary labour markets.
Primary labour markets are characterised by employment stability, the presence of
job ladders, strong and effective trade unions and efficient management, while
secondary markets have the opposite characteristics (Brue and McConnell, 1995).
Although some criticise dual labour market theory for being undeveloped and
excessively Marxist or Galbraithian, there has been increasing evidence of empirical
validity for the idea, due to certain industry structures and selective efficiency wage
practices. Seasonal or cyclical variation in some industries will naturally lead to the
development of secondary markets, while closed shop practices have proved an
indomitable barrier to mobility in others. The central tenet of the argument is that,
while predominantly classical wage characteristics can be seen in secondary markets,
this is not the case in primary markets. (Masters, Moser and Reynolds, 1991).

Efficiency Wage Theories

In internal labour market and dual labour market theory the source of the market
imperfection and involuntary unemployment lies in human capital costs and the
ability of 'insider' employees to influence wage levels. In efficiency wage models, the
source is the asymmetric information between employees and firms regarding their
profitability (Lindbeck and Snower, 1986). Efficiency wage models explain how it is in
the firm's best interests to pay a wage above the market clearing equilibrium rate in
order to optimise the marginal revenue product of labour.

A number of different microeconomic underpinnings have been found to explain the
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phenomenon (Akerlof and Yellen, 1986). The threat of shirking on the job may prompt
firms to pay an additional wage to eliminate the 'moral hazard' of employee
dishonesty and improve the general morale of workers in the firm (Shapiro and
Stiglitz, 1984). A corollary of this argument is Stoft's 'cheat-threat' theory which
states that if the economy is nearing full employment, the threat of being fired for
being caught cheating is less serious to employees, so they must be paid extra to
dispel thoughts of dishonest behaviour (Stoft, 1982). Salop (1979) takes a different
approach by emphasising the lower labour turnover costs associated with the
decreasing quit rates, which in turn result from the above market-clearing wage
rates.

A more sophisticated argument developed by some, like Weiss (1980), is that of
adverse selection. Assuming that workers' abilities and dependability are positively
correlated to their reservation wages, firms pay an efficiency wage in the hope of
attracting the best workers. If workers underbid the efficiency wage, they stand the
possibility of being regarded as 'lemons' by firms and will become involuntarily
unemployed. Nevertheless, the lack of willingness to fire unproductive workers by
some American firms prompted Akerlof to even suggest a sociological model based
upon raising the standards of group work norms by above equilibrium wages that
defies neo-classical wage theory.

An explanation for efficiency wages in less developed countries, described by
Leibenstein (1986), especially relevant in the agricultural sector, says that workers
need to be paid enough to be well-fed and clothed even if this means paying them a
wage above their marginal product of labour, which in many sectors is even zero. All
these efficiency wage models account for Pareto sub-optimal equilibria even in the
absence of institutionalist or insider/outsider structures.

Conclusion

Taken together, the criticisms of orthodox wage theory illustrate how, in capitalist
economies, labour market inefficiencies will arise in the absence of intervention. The
simplicity of classical wage theory must be expanded upon to include the specific
characteristics associated with labour as an economic commodity. While there has
been disagreement over the degree to which labour market imperfections help in
understanding the relationships between money, income, and unemployment, there
are few adherents to the belief that neo-classical wage theory in its entirety can
explain labour markets' operation. For example, many industrial relations authors
claim that the worst inefficiencies and inequities of collective bargaining have been
mitigated with the rise of firm-specific 'co-determination' structures in many countries
(Bean, 1994). More theoretical and empirical research into the criticisms outlined in
this paper is needed before any effective policy measures to boost employment can be
derived.
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The Difficulties of Imposing Universal 
Labour Standards

Graham Stull - Senior Sophister

The Western World is generally considered to be modern and progressive. One
manifestation of this is its desire to impose universal labour standards. Graham Stull
highlights the difficulties associated with the imposition of such labour standards and 
finds it to be inefficient and illogical.

Introduction and Definitions

The term 'Labour Standards' is being used to refer to minimum codes of employment
relations, prescribed by legislation and enforced by sanction or through rewards
which apply within an industry, a country, or between countries. Before identifying
what labour standards are, it is first necessary to explore their intent and explain the
theoretical justification behind them.

There are two theoretical justifications for the existence of universal labour standards
in the global economy. The first is that the existence of high standards in some
countries and their absence from others may give rise to unfair trade practices
through competition from firms that allegedly base their comparative advantage on
low labour standards.

It is thus a plea for a 'level playing field' in the labour markets of countries that trade.
Following this argument to its logical conclusion, we might expect labour standards to
assume many forms, such as:

International Charters on hiring and firing practices;
Trans-industry global pay agreements, including minimum/maximum wage 
requirements;
Prescribed working time and overtime charters;
Equality of Opportunity;
Health and Safety regulations;
Minimum/maximum age requirements.

The problems, both in terms of efficiency and equity, which this absolutist approach
to labour standards presents, will be explored in the next section. It should be
immediately evident though, that although much support for the International Labour
Organisation (ILO) and labour standards in general can be traced to thinking along
these lines, there are few, and none in the school of economics, who would be
prepared to stand behind an argument of this nature, once it had been unveiled in all
its flagrant incongruity.

The second theoretical justification for the existence of universal labour standards,
which is more widespread, is the theory that focuses "on the basic human rights
dimension of certain labour standards" . Part XIII of the Treaty of Versailles, which
provides the constitution for the ILO, expresses these sentiments:

"The High Contracting parties, moved by sentiments of justice and
humanity...agree to the following..."

The OECD Report of Trade Work and Labour Standards has, on foot of this, selected
four labour standards which they term as 'core' labour standards, which "embody
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basic human rights as exemplified in the Declaration of the World Social Summit".
They are:

Freedom of association;
Elimination of exploitative forms of child labour;
Prohibition of forced labour;
Non-discrimination in employment.

It distinguishes these from other labour standards, such as minimum wage laws and
legislation governing working time, which they regard as unrelated to basic human
rights. In the third part of this essay I shall examine the humanitarian aspect of
labour standards in terms of general welfare criteria and economic efficiency. I will
use the OECD core standards as benchmarks.

The Level Playing Field Argument for Labour Standards

Enshrined in this approach "is a concern about the terms of trade, that is, whether
disparate environmental and labour standards allow fair competition". Central to any
such perspective is a conception of what 'fair' competition really means. The level
playing field conception suggests that there is some immutable characteristic of
labour, as a factor of production, which differentiates it from enterprise, capital, or
natural resources. For example, it would be argued that the use of child labour in
producing exports confers an 'unfair' advantage. On the other hand, it seems
ludicrous to talk of Canada possessing an unfair competitive advantage over Saudi
Arabia in the exportation of timber. Equally, no one would entertain the idea of
imposing a legislative restriction on clever ambitious Americans because it was
supposed that the USA had an unfair competitive advantage in the area of innovative
entrepreneurship.

If we ignore for a moment what this 'immutable characteristic of labour' might be, it
quickly becomes apparent that the list of labour standards in the first section can
almost be extended to infinity. This is because almost every aspect of legislation
impinges, in one way or another, on the demand and supply of labour, and hence has
the potential to affect the comparative advantage of that country. Even where the ILO
can succeed in regimenting international labour to a perfect degree, it will succeed
only in eliminating that one particular form of competitive advantage. Trade between
nations will remain unequal, as it always has been.

This works to the direct detriment of countries whose 'inferior' labour standards were
a result of the need to foster competitive advantage where natural resources,
economies of scale and other factors were lacking. Welfare losses occur to the
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consumer in the high-standard country and low-standard country alike, as when
prices rise, quantity on the world market falls. The situation can be summarised in the
above graphs.

Figure 1 shows the labour market for the low standard country in equilibrium at Wl.
The ILO imposes a minimum wage at Wh. This creates unemployment of QhQl. Figure
2 shows the world market for the good produced. The contraction in employment and
the higher wage in the low-standard country cause the supply curve to shift upwards.
AB is the loss of total product; triangle CDE is the welfare loss to world consumers.

As this simple graph shows, the imposition of a universal minimum wage represents a
net loss to the low-standard country where the market equilibrium wage is above this,
and a loss to the consumers in the high-standard country as well. If we consider the
case of a universally imposed maximum work week, the analysis is similar, except that
the supply of labour in the low-standard country contracts, as expressed by the
movement from Supply1 to Supply2 in Figure 3. Here, at least, no unemployment
occurs directly, but the world consumers still suffer from higher prices, and the
low-standard country still loses its competitive advantage. This may cause
unemployment. In addition, it can be argued that workers in low-standard countries
are suffering a welfare loss, as they would, ceteris paribus, choose to work longer
than the maximum working week hours. This 'underemployment' is expressed by
Q1Q2 is Figure 3.

Another facet of the level playing field argument is that there is no logical
requirement for the standards to be imposed across industries, rather only within
them. Thus, it may be acceptable that, in agriculture, unskilled child labourers of all
countries may toil away, but in manufacturing, a global minimum age requirement
exists. The unequal imposition of standards within countries and between industries
will in itself be the source of market distortion, for no two countries have the same
proportions of industry within their economies.

Amsden looks at pegging real wage increases to the growth in labour productivity as
a similar 'playing field' style standard. She concludes that this is also bad for
low-standard economies.

Returning to the question of the immutable characteristic of labour, I feel there are
two reasons why competitive advantage derived from labour is considered differently
to competitive advantage derived elsewhere.

Because it is the form of competitive advantage possessed by developing 
economies, and because labour and employers in developed countries are better 
organised, more powerful and in a better position to campaign for their interests, 
this difference is artificially fabricated in the ideology of trade to defend the 
latters' interests. One notes, for example, that the ILO was founded in Versailles,
not in Delhi or Harare. As Bhagwati (1995) points out in his argument against
the proposed Social Clause of the WTO, this manifests itself in its most extreme 
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form because "the choice of standards chosen for attention...is...clearly biased 
against the poor countries in the sense that none of the problems, where many of 
the developed countries would be found in violation, are meant to be included in 
the Social Clause";
Because human beings are motivated by a general concern for their fellow kind.
Thus human compassion forms the distinction between this and other factors of 
production. This complex issue requires addressing within a multi-disciplinary
framework. However, from an economic point of view, it seems fair to say that
where this argument is to hold, it is necessary that the welfare gains to the low 
standard country arising from the enjoyment of the human rights embodied in 
the labour standard be greater than the welfare loss resulting from higher prices 
to consumers, unemployment, and the loss of competitive advantage. The only
exception to this is where so-called 'basic human rights' are at stake. Thus, the
denial of 'basic human rights' cannot be conceived of in welfare terms, it must 
rather be regarded as an absolute given. To deal with basic human rights, we
will need to move into the second theoretical justification for labour standards.

Basic Human Rights Arguments for Labour Standards

As mentioned above, the OECD has published a recent report in which four labour
standards informed by basic human rights are alluded to.

The first of these is the right to free association and collective bargaining. To begin
with, let us assess the extent to which free association affects wage equilibrium and
hence competitiveness. Then, we will consider the nature of free association as a
basic human right.

Taking as our point of departure the perfectly competitive labour market, our analysis
tells us that the intersection of employers' demand for labour and employees' supply
of labour will yield an optimal wage and employment equilibrium, quite without the
need for free association or collective bargaining. However, this model depends on
certain assumptions which do not always hold true. Specifically, it assumes all parties
have access to perfectly correct information, it assumes mobility into and out of the
industry, and it assumes a large number of buyers and sellers (of labour). Taking the
last of these assumptions to task, we will assume an industry that is a monopsonist
buyer of labour (i.e. where employers organise and cooperate to set wage rates
and/or employee quotas). If employers excercise monopsony power and only buy
labour at a lower wage rate than the market level, classical thinking suggests sellers
of labour will shift to other industries; or simply choose to work less hours. This is
represented by the movement from A to B in Figure 4, and embodies another
assumption, that of mobility into and out of the market.

There are a number of good common sense reasons to challenge this assumption. In
reality, one industry may dominate a whole geographic region or a whole lifestyle,
making it impossible for an individual to conceive of alternative employment.
Similarly, the prospect of trading labour for leisure at lowered wage rates - while fine
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in an economics textbook - is less inviting to the large proportion of the world's
population living below the poverty line.

All this suggests that in fact a vertical supply of labour curve is more appropriate in
many economies with low labour standards. Figure 5 shows that in such a situation,
employers can use monopsony power to purchase labour at a below-equilibrium wage
rate, while quantity of labour employed remains constant at A.

The area W*W1BC is the monopsonist's rent enjoyed by the buyer of labour. Imagine
now that the monopsonist, though also a local monopolist, trades the good he
produces on a perfectly competitive global market. He is therefore a price-taker,
represented by the horizontal Average Revenue/Marginal Revenue curve in Figure 6,
AC* and MC* represent the cost functions which face the producer at market
equilibrium wage rates. At this level, the producer produces at Q*, where costs
exceed revenues, and so goes bankrupt. But if he can buy labour at W1, he may
employ the monopsonist rent to lower costs and so faces the cost function AC"MC", at
which point his level of profit is sufficient to remain in business.

It is easy to see that the absence of free association, in this case, is what provides the
local monopolist with his competitive advantage, without which he may well go under
- taking with him all the 'unionised' workers. Clearly, this type of competitive
advantage is being used in export processing zones in countries like Bangladesh,
Mauritius, Pakistan and Panama, where 'special restrictions apply' to the rights of
free association in those zones.

Having examined the way in which enforced freedom of association can damage
low-standard economies, let us turn to the 'basic human right' aspect of the
argument. The very fact that not all workers are considered eligible for this basic
human right, even in the highest of high standard countries, suggests it may not be a
basic human right at all. For instance, members of the US Marine Corps may never
enjoy this basic human right, nor is the practice enshrined in the medical code of
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ethics under which doctors function. Likewise, the unemployed and those outside the
formal economy (black economy workers, housewives, etc.) are given no guarantee to
enjoy this 'basic human right'.

2) The next 'basic human right' that the OECD refers to is the elimination of
exploitative forms of child labour. Let us begin by analysing the detrimental economic
effects on the low-standard country. If we assume some portion of child labour (and
therefore of the total labour supply) is 'exploitated', its elimination will cause a
contraction in the supply of labour causing the real wage rate to rise, as in Figure 7.
This in turn will affect the country's competitiveness internationally, while at the
same time forcing those children into unemployment.

Examining the 'basic human rights' aspect of child labour, two question marks hover
over the OECD's formulation. First, what is exploitation? Second, what is a child? The
OECD report makes no coherent attempt to answer the first question, though some
vague reference is made to "heavy loads, physically demanding tasks, long hours, and
work related hazards". If this is so, why is it only children who enjoy the basic human
right of freedom from exploitation? Surely protection against health hazards is as
much a basic human right - to be enjoyed by adults as well as by children? The second
problem, of how to define a child, is equally as severe. Ultimately, there can never be
a clear distinction between child and adult. It must always remain a function of a
society's particular cultural orientation, and as such may never conform to an ILO
international standard.

Finally, if the OECD report is only condemning 'exploitative' forms of child labour,
then it is tacitly acknowledging that there exists such a thing as 'non-exploitative'
forms of child labour. From the absolutist point of view of the humanist, this seems a
hard position to defend.

3) Prohibition of Forced Labour is the least controversial of the OECD's four labour
standards. From an economics perspective, the utility of workers can never be
maximised where they are coerced into employment, as choice is itself an important
form of utility, and because where compulsion exists, free will would de facto yield
another wage/output position. From a humanitarian point of view, it does not seem
difficult to defend the position that slavery is wrong. In addition, as Haggard argues,
"standards such as freedom from forced labour...are unlikely to greatly affect the
overall competitiveness of even the most repressive countries."

4) Non-discrimination in employment is the final labour standard that the OECD
mentions. From the perspective of first economic principles, the abolition of
discrimination on the basis of sex, race, and ethnic origin will always make sense
where it can be shown that no real differences exist between such categories in terms
of ability to do the job. At the risk of sounding sexist, racist, and xenophobic, I would
venture to suggest that this will not always be the case. For example, a builder who
requires workers to lift granite blocks may find the inability to discriminate against
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female applicants a serious impediment to profit maximisation.

From a social or humanitarian perspective, it could be argued that the employer has a
duty to work around these problems, even where profit loss is the result. But this is a
normative decision, relying on a particular view of life prevalent in the West, but by
no means shared by all cultures on the planet. It is as equally true to say that, where a
particular society deems it appropriate, the exclusion of women from the workplace,
though not strictly economically efficient, serves a valuable social function in the
same way.

Summary and Concluding Statements

There are two approaches that can be taken to the issue of universal labour
standards. The first uses the level playing field argument. This in turn can be based
on the desire of highly organised employers and workers in some countries to
safeguard their interests, to the detriment of others. I have shown how such
arguments make little sense and are inefficient.

Where playing field arguments are based on the desire to ensure increased welfare to
workers in low standard countries for humanitarian reasons, I have shown that this
will only hold true where the gains outweigh the losses. I have illustrated in the case
of minimum wages, working week restrictions, free association and child labour laws
how these loses can arise. It remains only to be said that where gains do outweigh
losses, the country should normally be in a position to implement labour policies of its
own accord, without the 'help' of the ILO. To the extent that non-democratic regimes
impinge upon such political implementation, perhaps the international community
could better expend its energy in addressing these democratic deficits. This would
serve to tackle the root of the problem, instead of meddling in the local economy -
which is only the symptom.

The final argument for labour standards derives from a belief in certain 'basic human
rights' that informs a body of core labour standards which all humankind has the right
to enjoy. To conceive of human rights as efficient, even where their existence reduces
the welfare of those who 'enjoy' them, runs contrary to the doctrine of utilitarianism
upon which many economic theories are based. I therefore reject this position. I have,
also, shown how the OECD's attempt to wield such arguments results in certain
contradictions and inconsistencies. This serves only to exemplify the fact that, as our
Mary Robinson is discovering, there is no such thing as 'basic human rights'. As
Bhagwati (1995) writes:

"...the reality is that diversity of labour practice and standards is widespread in
practice and reflects, not necessarily venality and wickedness, but rather
diversity of cultural values, economic conditions and analytical beliefs and
theories concerning the economic consequences of specific labour standards."

We live in a world where multiple cultures flourish, each with its own conception of
what human rights are. To impose the Western cultural mould on the world is yet
another example of cultural colonization.
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