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The relationship between
politics and economics



Politics and economics

= The classic question in economics is how to
allocate scarce resources in the best way

= Suppose welfare depends on resources,

= The question can be described as
Max W (X, X, )

Xl ..... Xk . ~/
h'd
Welfare

st.  f(X,..%)= m

. /

N Endowment
Production
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Politics and economics — an example

= Suppose there are only two goods, x; and x, and n
individuals:

Max o U, (%, %, )+...+ U, (X, X, )

J/

Welfare

S.L. X +X,= m
Endowment

= An example: m is total amount of milk used as fluid milk
and yogurt; x, Is the quantity of fluid milk and x, is the
guantity of yogurt

= Economics can tell us how much of m to allocate to x
and how much to allocate to x,in order to maximize W

= Politics is about what W should be
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Positive and nhormative science

= Positive science: which conclusions follow
from our assumptions? What do we get?

= Normative science: which outcomes are
desirable? What's good and what's not?

= Economics is positive: it describes the best
way to achieve a given goal

* |t I1s agnostic about the goal and hence non-
Ideological
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The 'moron' premium has not disappeared completely

Change in yield on 10-year government bonds, from July 1 2022 (% points)
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Soclal contract



Why do we need protection of
minority rights?

= Consider the example from before:

Max  aU, (%, %, )+...+ U, (X, X%, )

Xl ..... Xn . ~ J
Welfare

s.t. X +X,= m

Endowment

= Suppose the government sets a, = 0; what can
person n do?

= The "law" (e.g., constitution) needs to protect
Individuals' rights and guarantee that q; Is not
too low
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A Theory of Justice, 1971
John Rawls

What's a "just” outcome?

Consider the following thought experiment:

we are in the "original position" behind a
"vell of ignorance”

Which rules will people choose (social
contract)?

A constitution Is a social contract

Economics for MBA
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Judiclary independence



Why do we need independent
judiclary?

Consider the example from before:

Max U, (%, %, )+...+aU, (X, %,)

Xl ..... Xn (. ~ ~/
Welfare

S.L. X +X,= m

Endowment

Suppose the "law" states that "all men are created equal" = a,

:azz-..:a«n

What if the government acts as if a, = 0 despite the law? What

can person n do?
An independent judiciary can provide protection

An independent media can inform individuals what the
government actually did and whether it followed the law

Economics for MBA



Why do we need independent judiciary?
Jean Tirole

= Controlling politicians’ wrongdoing

= Unscrupulous officials may engage in

o corruption
o privacy violations
o election rigging

o fiscal and regulatory harassment of opposition
politicians and intellectuals

* Independent judges can put alid on such
behaviors
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Why do we need independent judiciary?
Jean Tirole

= Tyranny of the majority

o Majorities are prone on oppressing minorities,
whether ethnic, religious, linguistic, political, or sexual

o Democratic constitutions guarantee equal rights for
the minorities

* There cannot be areal democracy without an
Independent judiciary forcing governments
to abide by the constitution

Economics for MBA 15



Why do we need independent judiciary?
Jean Tirole

= Taking the long view

o Politicians tend to focus on the short-term due to their
reelection concerns

o Unelected officials can take a more foresighted
perspective

= The long term view has been the rationale for the
creation of independent agencies such as
central banks or competition authorities

= Highly divisive policy moves may generate

short-run political gains, at the expense of long-
term cohesiveness
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Why do we need independent judiciary?
Jean Tirole

= The slippery slope

o |lliberal governments have always tried to encroach
on the judiciary’s counterbalancing power

o Legally elected populist governments, in Russia,
Hungary, Poland or Turkey, have consolidated their
power by reducing the courts’ autonomy and by
appointing ideologues on their bench

o Such moves are usually accompanied with the
capture and control of media and the designation of
“‘enemies of the people”

Economics for MBA 17



Why do we need independent judiciary?
Jean Tirole

= Judiciary independence will be even more
Important tomorrow:

o Al and facial recognition allow the state to achieve social
control at a very low cost

o The government can use social rating systems (like that
being designed in China) to target political opponents and
sympathizers of non-aligned organizations and transform
them into social pariahs or the objects of violent repression

o The last bulwark against societal control will be the
Supreme Court

o Attempt at polarizing the latter or reducing its powers is a
threat on the country itself as well as the world more
broadly

Economics for MBA 18
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The Venice commission

"The European Commission for Democracy through Law, also known as the
Venice Commission, was established in 1990 pursuant to a Partial
Agreement of the Council of Europe. It is a consultative body which co-
operates with member states of the Council of Europe and with non-
member states."

"It is composed of independent experts in the fields of law and political
science whose main tasks are the following:

o to help new Central and Eastern Europe democracies to set up new political and legal
infrastructures;

o to reinforce existing democratic structures;

o to promote and strengthen principles and institutions which represent the bases of true
democracy.

The activities of the Venice Commission comprise, inter alia, research

seminars and legal opinions on issues of constitutional reform, on draft

constitutional charters, electoral laws and the protection of minorities, as

well as the collection and dissemination of case-law in matters of

%onstltugonal law from Constitutional Courts and other courts throughout
urope.

Economics for MBA 21



The Venice commission

= Opinion No. 403/2006, 22 June 2007

o "Appointments of judges of ordinary (non-constitutional)
courts are not an appropriate subject for a vote by
Parliament because the danger that political
considerations prevail over the objective merits of a
candidate cannot be excluded" (para. 47)

o "An appropriate method for guaranteeing judicial
Independence is the establishment of a judicial councill,
which should be endowed with constitutional guarantees
for its composition, powers and autonomy" (para. 48)

o "A substantial element or a majority of the members of the
judicial council should be elected by the Judiciary itself."
(para. 50)
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The Economist, February 17, 2023

=\
ALL THOSE WHO
| BELIEVE AN
INDEPENDENT
JUDICIARY IS
ESSENTIAL T

DEMOCRACY...

Kal
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The Economist, February 15, 2023

Feb 15th 2023 « Share

HERE COMES a point when culture wars and populism impair a
T country’s institutions, society and economy. That moment has
arrived in Israel, where on February 20th the Knesset, or parliament, is
due to hold the first reading of a legal reform bill. The bill is the project
of a coalition government led by Binyamin Netanyahu that was formed

after elections in November and which includes parties from Israel’s far
right. In all but the rarest cases, it will prevent the Supreme Court from
striking down laws that have passed through the Knesset. And it gives
politicians more sway over judicial appointments. Israel’s unwritten
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OECD, February 2023
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Institutions



"Why Nations Fail?"
Acemoglu and Robinson

* The northern part of the city of Nogales is In
Arizona, USA

o Av. income is $30,000, the majority of adults are high
school graduates, the population is healthy, and is safe

* The southern part of the city of Nogales is In
Mexico

o Av. income is $10,000, the majority of adults do not have a
high school degree, public health is poor, crime is high

= Why is there a difference?

Economics for MBA 33



Why do we need a government?

Public goods
o Security

o |Infrastructure

Externalities
o Environment

o Common property

Social network
o Handicap

o Poor

Regulation

o Natural monopolies (electricity, airports, telecoms)

Economics for MBA
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Institutions

Legal system
Education system
Central bank
Reqgulatory agencies
Competition authority
Patent office

Media

Economics for MBA
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What happens when institutions
are not independent?

Political capture
Regulatory capture
Rent seeking
Corruption and theft
Incompetence

Yes-men

o Politicians' hubris (e.g., Putin, Sadam Huselin)

Discrimination

Economics for MBA
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Transactions cost economics

Oliver Williamson (2009 Nobel Laureate)

Asset specificity @ Lock in
o Uncertainty B Frequent changes

o Lock in + Frequent changes & Holdup
Holdup @ inefficient investments

To overcome the hold up problem, the parties can
either vertically integrate or sign long-term contracts

Vertical integration is not always feasible

Contracts require efficient and independent legal
system

Economics for MBA 39



"Media capture through favors
exchange”

Szeidl and Szucs (ECMA, 2021)



Hungary under Victor Orban

= Under Victor Orban, the government in Hungary
channels advertising money to media outlets, which
In turn do not report about corruption and scandals

= The political scene in Hungary 1994-2018

TABLE I
PoLITICAL CYCLE IN HUNGARY

Share in parliament of ]
P Central

Left Right Far right government
1994-1998 72% 28% 0% left
1998-2002 41% 55% 4% right
2002-2006 51% 49% 0% left
2006-2010 55% 45% 0% left
2010-2014 19% 68% 12% right
2014-2018 18% 70% 12% right
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State-owned advertising In right-
wing media

= Therise of right-wing media was fueled by state-owned advertising

100
1

80
1

- S e

1994 1998 2002 2006 2010 2014
Year

——e-— Private firms' advertising —&— State-owned firms' advertising
—--A—-- Circulation

Shaded areas represent right-wing governments.
FIGURE 1.—Share of right daily relative to left and right daily, R/(L + R).
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Metropol's share in state-owned

advertising

= |[n 2011, a right—wing businessman purchased the
freely distributed daily Metropol
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FIGURE 2.—

July 2008 Metropol purchase July 2014

——&—- Private firms' advertising —— State-owned firms' advertising
— —-A—-- Circulation

Shaded areas represent right-wing governments.
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The fallout of Orban and Simicska

= February 2015:
owner of the daily
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a public fallout between Orban and Simicska, the

|

A

n‘l* "‘;0«» ‘

A.-.L‘_

1\. 'Wﬁ}&"'yw

Magyar Nemzet; Simicska blamed Orban and
called him unprintablé names in interviews

|
right wins 2010 election

fallout in 2015

——— Private firms' advertising
— —&—- Circulation

—=e— State-owned firms' advertising

FIGURE 3.—Share of investor’s dailies around fallout, R/All.
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Coverage of corruption in Magyar
Nemzet

Fraction of articles about scandals after the fallout

%

o
Jan 2013 Jan 2014 Jan 2015 Jan 2016
Date

——+—- Left-wing daily == Affected right-wing daily
— —A—. - Unaffected right-wing daily

FIGURE 5.—Coverage of corruption scandals around fallout.
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The share of the portal Origo In
state-owned online advertising

Origo replaced its editor in 2014 due to government pressure
and was sold in 2016 to a firm linked to the cousin of the
central bank’s governor who has been an ally of Orban

I
2013 change of editor change of owner 2017

— —o—- Private firms' advertising —@— State-owned firms' advertising
—-—A—-- Visitors

FIGURE 4.—Share of Origo around change in editor and owner, Origo/(Index + Origo).
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Coverage of corruption in Origo

= Fraction of articles about scandals after the changes
In Origo

o

I
Jan 2013 change of editor change of owner
Date
——¢—- |ndex —=e&— Origo

FIGURE 6.—Coverage of corruption scandals in Origo around new editor and acquisition.
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Corruption and GDP: 175 countries

Grundler and Potrafke, European Journal of Political Economy, 2019
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POLITICS | TURKEY

Erdogan fires statistics chief amid
inflation

01/29/2022

The dismissal of Sait Erdal Dincer comes as inflation in Turkey reached a 19-year high.
The Turkish president has also threatened the media over "moral values.”
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Erdogan fires more top officials of
Turkey's statistics institute

Ahval

Mar 17 2022 11:36 Gmt+3
Last Updated On: Mar 17 2022 03:07 Gmt+3

Turkish President Recep Tayyip Erdogan dismissed two deputy heads of the country's statistics

institute in an overnight presidential decree.

Erdogan's removal of Umut Serhat Idman and Nurettin Kaya late on Wednesday is the latest of
several clear-outs of an institution tasked with calculating key economic data, including

inflation, foreign trade, and gross domestic product.
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NEWS WIRE

Erdogan Reshuffles Turkish Statistics
Agency as Inflation Soars

Burhan Yuksekkas, Bloomberg News n u m E u

(Bloomberg) -- Turkey's official statistics agency is undergoing a major reshuffle under
President Recep Tayyip Erdogan, fueling a controversy about its independence and the
accuracy of its inflation data as consumers face runaway costs.

In the latest twist, Deputy Chairman Fatih Sahin was removed from his post, according
to a decree published late in the official gazette. He had served in the role for eight
months.

A successor hasn't been named, an agency official said, adding that Sahin wasn’t
directly responsible for statistics and calculations.
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Central Bank of the Republic of
Turkiye - TCMB

April 2016 — Jul 2019: Murat Cetinkaya
Jul 2019 — Nov 2020: Murat Uysal
Nov 2020 — March 2021: Naci Agbal

March 2021 — present: Sahap Kavcioglu
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Turkish Statistical Institute (TUIK)

= 2016 — April 2019: Mehmet Aktas
= April 2019 — May 2020: Yinal Yagan

= May 2020 — Feb 2021: Cahit Sirin (married to
Erdogan's wife's private secretary)

* Feb 2021 — March 2021: Ahmet Kurgsat Dosdogru
= March 2021 — Jan 2022: Sait Erdal Dincer

= Jan 2022 — March 2022: Erhan Cetinkaya

= April 2022 — Nov 2022: Fatih Sahin
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o Spin dictators (Guriev and Treisman, 2022): Putin, Erdogan,
Orban control their citizens by distorting information and
simulating democratic procedures

o Fear dictators: Kim Jong-un and Bashar al-Assad rule through
violence, fear, and ideology
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