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Abstract of Dissertation

Democratization and Central Bank Independence in Competitive Authoritarian
Regimes: A Comparative Study of Mexico and Taiwan

Does democratization promote central bank independence (CBI)? At �rst glance,

the causal connection between an anticipated transition of political power through

democratization and the incidence of institutional reform in the economic domain

pertaining to a country's highest monetary authority may look elusive. I argue that

there exist two competing mechanisms that explain the incidence (and the absence) of

CBI reforms in the transition from authoritarian rule. First, the emerging democratic

threat from the newly empowered majority citizens can motivate political survival-

maximizing incumbent authoritarian rulers to manipulate �scal policy to court public

support, which increases their desire to encroach on CBI in order to accommodate

their now increased �scal �nancing needs, a negative e�ect I termed �monetary �-

nancing e�ect." On the contrary, as the balance of political power gradually shifts

toward the citizens, incumbent authoritarian rulers may have the incentive to install

an independent central bank to insulate their economic interests from the volatility

of anticipated future democratic rule, which I call �institutional insulation e�ect." I

further argue that while the intertemporal change in the balance of political power

between the authoritarian elites and the citizens is the main causal variable driving

the mechanisms that generate these e�ects, the level of economic inequality plays a

pivotal role in distinguishing the conditions under which the incidence of CBI reform

is most likely to be observed. Higher levels of economic inequality not only raise the

salience of redistributive politics following the onset of democratization, but they also

signal that future democratic governments would tend to pursue more expansionary

�scal and monetary policy that would harm the economic interests of the would-be
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out-of-power authoritarian elites and their business allies. Thus, other things equal,

an increase in the level of democracy is more likely to promote the incidence of CBI

reform in countries with higher levels of economic inequality.

To clarify the microfoundation underlying these two competing e�ects, I join re-

cent competitive authoritarianism literature by anchoring my analysis on a formal

theoretical model that elucidates the strategies of a political survival-maximizing in-

cumbent authoritarian ruler, under the uncertainty of competitive election, faced with

the choices of manipulating monetary policy to persist their authoritarian rule or to

implement CBI reform to insulate monetary decisions from their democratic succes-

sors once the loss of political power has become imminent. Hypotheses derived from

the comparative static analysis of the formal model corresponding to the two main

e�ects and their empirical implications are then tested on a dataset consisting of 57

countries between 1972 and 2010 with a variety of statistical models. The results

of time-series cross-sectional models identify the signs of the hypothesized e�ects as

well as the direction (longitudinal versus cross-sectional) in which they in�uenced

the observed CBI outcomes. The companion survival analysis also �nds that CBI

reforms tend to occur in more unequal transitional countries. I further pursue the

causal paths suggested by the theoretical model with causal mediation analysis and

structural estimation, sequentially. The causal mediation evidences suggest that the

positive institutional insulation e�ect produced by the over-time increase in the level

of democracy is indeed mediated by economic inequality, while the intertemporal ef-

fect of democracy itself is largely negative. Finally, the structural estimation lends

support to the functional form speci�cation of the formal theoretical model, reinforc-

ing the validity of the theoretical claims advanced in this study.

These formal and quantitative evidences are complemented with in-depth com-

parative case study of two modal competitive authoritarian regimes, Mexico under

PRI (1929-2000) and Taiwan under KMT (1949-2000). My analysis shows that the
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worsening economic inequality as a result of the celebrated yet unbalanced Stabilizing

Development (1958-1970) in Mexico in comparison to the relative economic equality

and the displacement of economic redistribution by national identity as a salient di-

mension of electoral politics (that can be at least partially attributed to the KMT's

émigré status) helps to account for the incidence of CBI reform in Mexico and its

absence in Taiwan as the electoral competitiveness of both the PRI and the KMT

have waned. My briefer analyses of other historical and contemporary transitional

country cases�Chile, South Africa, and Thailand�provide additional support for

my theoretical claims.
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Chapter 1

Does Democratization promote

Central Bank Independence?

1.1 Introduction

Does democratization promote central bank independence (CBI)? At �rst glance, the

causal connection between political regime change and monetary commitment insti-

tution reform may appear elusive. At the time of this writing, many central banks in

the world are �ghting an uphill battle not against in�ation, but to stimulate a robust

recovery with quantitative easing of some sort in the aftermath of global recession

and, more recently, European debt crisis. Central banks' willingness to tolerate a

higher rate of in�ation caused by monetary expansion not only makes it easier for

governments to raise funds, but it also increases the net present value of future li-

abilities and thereby creating problems for institutions and funds already running

de�cits. For example, under Premier Shinzo Abe's audacious �abenomics," the Bank

of Japan has pumped in some 150 trillion yens between 2013 and 2014 to underwrite

part of Abe's multi-trillion yens stimulus bill, to the consternation of local banks. At

the same time, the Federal Reserve is purchasing over 90% newly-issued US Treasury
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Securities.1 In so far as central banks become a passive agent of �scal policy, gener-

ating policies that redistribute income and �scal burden, central banks can no longer

be properly independent because, as Stephen King, chief economist of HSBC, put

it, �they are making decisions that are inherently political."2 Many economics com-

mentators even lamented the coming demise of the era of CBI in advanced industrial

democracies.3

But why are central banks independent? Why would it matter? And where did it

originate? The history of CBI owes its beginning to the state's �scal �nancing needs

by which British Emperors borrowed the credibility of the Bank of England to honor

his/her debts (Broz, 1998). In the modern era, governments use CBI to overcome the

time inconsistency problem that is part and parcel to governments' ex post incentive

to in�ate. Most importantly, central banks owe their �independence" to the executive

branch's delegation, which is and has to be a political decision. According to many

political analysts, the key to understanding governments' incentive to delegate mon-

etary decisions to central banks is to analyze the political or economic utilities they

derive from such policy delegation�namely, the power to control a country's money

supply and the consequences that follow. By controlling the right to print money

through the control of the government, incumbent o�ce holders can easily in�uence

economic outcomes and raise funds cheaply to �nance public spending projects they

prioritize, which help them to purchase political support from the selectorates and

ward o� the opposition's electoral challenge. This policy discretion underscores the

electoral competitive edge attributable to incumbency advantage. Incumbency also

entitles current o�ce holders an important privilege by allowing them to appoint cen-

tral bank board members who share their policy preferences (Chang, 2003; Adolph,

1 Source: federal Reserve Bank of St. Louis. https://research.stlouisfed.org/fred2/

series/TREAST.
2 Stephen 2013, �Era of independent central banks is over," Financial Times, 10TH January,

2013.
3 For example, Eij�nger and Mujagic (2013), Keegan (2013).
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2013) and/or revise relevant clauses through legal reform to better accommodate their

�scal goals, which further strengthen their hold on power. A large body of literature

has documented how incumbent politicians exploited policy discretion to generate

macroeconomic policies that better their political fortunes, and they all convey the

same message: monetary policy discretion is desirable to incumbent politicians be-

cause it helps to keep them in o�ce.

On the contrary, as the literature itself has evidenced, the fear that this same set

of incumbency advantages associated with monetary policy discretion could be used

by the opposition party against the incumbent party once their roles change can also

form a strong incentive for incumbent parties to launch CBI reform to constrain such

freedom once their tenures have come to an end and especially when the incoming

governments' macroeconomic policy orientation diverge greatly from their own. This

intertemporal problem has led many analysts to conjecture that an anticipated gov-

ernment alternation would most likely trigger the incidence of CBI reform, which was

supported by �ndings of many formal (Alesina and Gatti, 1995) and country-speci�c

studies (Goodman, 1991, 1992; Cukierman, 1994a; Lohmann, 1997). These schol-

arships concur that the condition under which CBI reform is most likely to occur

is when a change of government is imminent because the costs of losing monetary

policy discretion will soon matter less to the would-be out-of-power incumbent politi-

cians/parties.

As an extension to this line of argument, there exist even bolder predictions about

the type of government alternation that is most likely to trigger CBI reforms: CBI

reform is more observable as a country's political system becomes more democratic.

Since the collapse of the Bretton Woods system in 1971, countries have moved to

adopt a wide variety of more �exible exchange rate systems (Ghosh, Gulde and Wolf,

2003, 46); meanwhile, between the late 1980s and mid-1990s, just around the peak

of the Third Wave democratization, more and more countries have also taken steps
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to grant their central banks greater autonomy as the ballast to stabilize the impact

of the ever whimsical market force, most noticeably in Latin America where CBI has

previously been low or almost non-existent (Max�eld, 1997, 3). For this, empirical

scholarship in the last two decades has provided di�erent perspectives on the potential

causal link between these two parallel trends. Cross-national statistical analyses by

the �political system transparency" literature (Bernhard and Leblang, 1999; Leblang,

1999; Broz, 2002) identi�ed a positive relationship between the level of democracy

and the degree of CBI across countries. They interpret this association by way of the

inherent transparency (opaqueness) of democratic (authoritarian) political systems'

decision-making process, which makes CBI more (less) credible and therefore easier

(harder) to maintain. On the other hand, Boylan (2001a,b) supplied a longitudinal

causal perspective that augments this positive cross-sectional relationship, she argued

that outgoing authoritarian rulers may promote CBI to institutionalize their economic

policy preferences against the uncertainty of future democratic rule. Overall, these

accumulated �ndings are instrumental in pointing out that CBI and democratization

have tended to move in the same positive direction in the last three decades, which

motivates this study.

However, the claim that democratization itself could have motivated incumbent

authoritarian rulers to delegate monetary decisions to an independent central bank�

other than using CBI as window-dressing to attract foreign investment or as a compli-

ance of IMF-imposed conditionality�is clearly at odds with the images of monetary

policy-making in illiberal regimes. From authoritarian era South Korea and Taiwan to

many of today's Middle East and North Africa (MENA) countries, monetary policy is

dictators' personal �efdom and central banks either exert little in�uence in monetary

decisions or are only allowed to do so because their policy-making is compatible with

dictators' own policy preferences (such as Singapore and Taiwan, which I discuss in
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Chapter 6).4 In more extreme case like Zimbabwe, the political authority uses in�a-

tion to raise at least half of its revenue.5 Study by Ellyne and Daly (2013) attributed

Zimbabwe's perennial hyperin�ation to Reserve Bank of Zimbabwe's excessive lend-

ing to the government and state-owned enterprises. All of these regimes maintain

or had maintained a façade of procedurally competitive elections, but authoritarian

rulers clearly show no incentive to relinquish their control of monetary policy in the

presence of democratic challenge from below. Although a recent research by Mo-

mani and Amand (2014) argued that a number of North African countries (Morocco,

Tunisia, and Egypt) have made positive strides toward CBI following Arab uprisings,

lending credence to Boylan's claim, they did admit this move sprang from the larger

constitutional reforms conceded by the regimes to tame the rising popular discontent.

The link between democratization (conceptualized as the liberalization of the political

space through the extension of plebiscitarian rights) to the incidence of CBI reform

remains elusive.

To those who have argued that pending government alternation is an important

condition under which CBI reform is most likely to occur, regime change through

democratization is certainly one logical extension and the incentive to use CBI to

institutionalize their interests may feature even more prominently in the minds of

incumbent authoritarian rulers because to them democratization entails a long-term

majoritarian rule, a tyranny, by the more numerous citizens. The fact that many past

and extant illiberal regimes have engaged in extensive monetary manipulation at the

expense of CBI, despite having electoral institutions, may cast doubt on the validity

of the positive relationship between democratization and CBI observed by previous

scholarship. On the other hand, the two Latin American cases, Chile and Mexico,

4 See Soliman's (2011) discussion of public �nance in Mubarak era's Egypt. Heydemann (1999)
covered pre-revolution institutional changes (including monetary policy-making) in Syria. For
a comparative analysis of economic policy-making in East Asia from the 1960 to 1980s, see
Wade (1990).

5 Michael Gerson. �Dying Silently in Zimbabwe". The Washington Post, 20th February 2008,
A17. (Retrieved Dec. 6th, 2013).
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analyzed by Boylan and recent increase in CBI in the MENA region may be taken

as evidences in favor of the positive link between democratization and CBI, although

they also appear to be in tension with cases such as South Korea and Taiwan in which

democratization did not bring about the emergence of CBI reform. This contradic-

tion may make us suspect that some missing variables may be at work in adjudicating

the relationship between democratization and CBI and that these variables can help

explain variation in observed CBI outcomes within and across transitional countries.

A central theoretical contribution of this study is to develop a theoretical model

to reconcile the inconsistency between existing theoretical claims and observed seem-

ingly contradictory empirical evidences. The theoretical model does not refute the

positive link between democratization and CBI asserted by existing theories because,

as my analysis will show, there exist mechanisms through which the onset of democ-

ratization can promote the incidence of CBI reform under authoritarianism. Yet,

there are also mechanisms by which democratization can hinder the incidence of CBI

reform. The two mechanisms are not mutually exclusive and they, when evaluated

together, help to explain why CBI reforms tended only to occur in some transitional

countries and at certain time points. Understanding these di�erent mechanisms thus

helps us develop and assess a theory that explains and even predicts when and where

CBI reform is more (or less) likely to be observed in the transition to democracy.

This study seeks not only to explain the variation in CBI outcomes from longitu-

dinal and comparative perspectives, but also to develop and test a theory about the

conditions under which CBI reform will tend to occur as a country's level of democ-

racy increases. There are substantial theoretical and empirical value to pursuing this:

as I show in the following chapters, the positive relationship between democratization

and CBI is more general than the theoretical framework of previous scholarship has

conceived. In my re-valuation of the Mexican case, for example, although I came to

the same verdict, as with Boylan, about the positive e�ect of democratization on the
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incidence of CBI reform observed at higher level of democratic threat, my analysis

also shows substantial intertemporal variation in the PRI regime's CBI preference

as a function of the salience of redistributive politics. When the threat of regime

change through electoral defeat was low, the incentive for CBI reform was weak, but

when the expected cost of retaining monetary policy discretion in future democratic

periods was heightened by the opposition's increasing electoral prowess, the incentive

for CBI reform increased. To highlight the mechanism that promotes the incidence

of CBI reform, my analysis of democratic transition in Taiwan, a case that in many

ways parallel to Mexico, illustrates why, in the absence of a crucial structural condi-

tion, that is, partisan divide along redistributive politics, the onset of democratization

failed to bring the issue of CBI on incumbent authoritarian rulers' institutional re-

form template. In addition, my extended case studies of Chile, South Africa, and

Thailand suggest that my the prediction of my theoretical model can be generalized

to a wider range of illiberal regimes in di�erent time periods where competitive elec-

tions exist. In sum, the empirical evidences presented in this study conveys a central

theoretical claim: democratization can both promote and hinder the incidence of CBI

reform, conditional on the degree of democratic threat posed by the opposition and

the structural conditions that determine incumbent authoritarian rulers' perceived

utility of retaining political control of monetary decisions under authoritarianism and

democracy.

What are the structural conditions that give rise to competing e�ects of democ-

ratization on the incidence of CBI reform and by what ways did they generate these

e�ects? In the rest of this introductory chapter, I brie�y outline my theoretical

framework and explain the competing e�ects of democratization derived from this

theoretical model, which will be further elaborated in Chapter 2 and 3. The dis-

cussion introduces my approach to the formal modeling of the political economy of

electorally-induced macroeconomic manipulation under authoritarianism, which I use
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to elucidate the mechanisms that render the e�ects of democratization to the inci-

dence of CBI. Finally, I close this chapter by discussing the research methods and

plan of this study.

1.2 Democratization and CBI: Variation across Tran-

sitional Countries

Previous theories of democratization have developed a variety of approaches to un-

derstanding the process of democratic transition, from the �pacted transition" ne-

gotiated through tacit strategic interaction between ruling authoritarian elites and

opposition leaders (O'Donnell et al., 1986; Przeworski, 1991), popular-based revolt

from below (Wood, 2000), to international in�uence and endogenous culture change

(Huntington, 1991). And all these approaches view the resulting political institu-

tional arrangements (such as constitutional arrangements of government branches

and human rights) as re�ecting the relative weight between the ruling elites' and the

mass's political interests. While these approaches have o�ered important insights

on country/region-speci�c democratization experiences, I regard my argument and

my approach to it as complementary to, but not rival, these existing approaches in

identify unique causal paths leading to the transition to democracy. In this study,

however, I focus on the economic institutional outcomes of democratization�de�ned

as a process by which the control of the top executive o�ces changed from to personal

dictatorship or the monopolized by small oppressive organizations (e.g., the military

or a single-party state) to majoritarian rule by the citizens renewed regularly through

open and competitive elections6�and build my approach on the emerging literature

6 To avoid the conceptual pitfalls that have plagued much of the democratization literature, here,
I refer to democratization as a process of political transition from an authoritarian system to
a more democratic form of government (Diamond, 2002; Schedler, 2002). The transition needs
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of competitive authoritarianism that characterizes a type of political systems in which

authoritarian rulers allow procedurally meaningful multi-party elections but engage in

various forms of manipulation to in�uence election outcomes in their favor (Schedler,

2002, 2006; Levitsky and Way, 2010). Put it di�erently, the analysis in this study,

as with much of previous scholarship, focuses on elite-mass interaction but privileges

the economic sources of manipulation employed by the ruling authoritarian rulers to

in�uence this interaction and its e�ect on CBI, not just because CBI is important to

political manipulation, but because some of the most important manipulation strate-

gies are critically depend on the monetary decisions of the central bank.

How does political manipulation in�uence the outcome of elite-mass interaction

in competitive authoritarianism regimes and through what mechanisms does it pro-

mote or hinder to the incidence of CBI?7 One key de�ning characteristic of competi-

tive authoritarianism is the introduction of minimally pluralistic (hence, competitive)

elections (Schedler, 2002, 2006), although electoral contests are subject to political

manipulation by the regimes. Authoritarian manipulation may come in many ways,

from physical coercion, stu�ng the ballot box, to electorally-induced public policy,

�all serving the purpose of containing the troubling uncertainty of electoral outcomes"

(Schedler, 2006, 3). This being so because competitive elections inherently implies

an element of uncertainty over outcome no matter how much greater incumbent au-

thoritarian rulers' odds of winning might be. As Przeworski et al. (2000, 16), who

emphasize contestation as one of the two pillars of democracy (alongside �o�ces"),

put it, �contestation occurs when these exists an opposition that has some chance

of winning o�ce as a consequence of elections," underscoring the essence in politi-

cal contestation in the context of democracy, that is, uncertainty. Yet, uncertainty

not start from an extremely oppressive and politically exclusive authoritarian regime, instead,
it can start from any illiberal regimes (or partial-democracies) to a more (though not fully)
democratic form of government (Potter, 1997, 5-6).

7 Throughout this study I use the blanket term �mechanism" to refer to the process by which
an e�ect is produced (Collier, Brady and Seawright, 2004; Bennett and George, 2005) or a
micro-level explanation for a causal phenomenon (Elster, 1998).
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is not synonymous with unpredictability, �[A]ll that is necessary for outcomes to be

uncertain is that it be possible for some incumbent party to lose" (Przeworski et al.,

2000, 16-7), and exactly because such undesirable uncertainty exists, incumbent au-

thoritarian rulers have the incentive to manipulate both the process and outcomes of

elections to purge the range of uncertainty around their chance of electoral victory.

A better way to understand this incentive structure and its implied behaviors,

which I adopt in Chapter 3, is to conceptualize the electoral outcome as the realiza-

tion of a random variable, such as the following

Election result = supportA − supportO + uncertainty, (1.1)

where supportA and supportO denote the respective level of electoral support for

the authoritarian and opposition candidate, though they cannot be observed ex ante

because any contingency contained in uncertainty would a�ect election outcome.

Therefore, as long as the realization of Electionresult carries at least some margin

of errors, then competitiveness is meaningful. Of course, authoritarian regimes are

political survival-maximizing and they introduce the institutions of competitive elec-

tions with the intention to reap the fruits of electoral legitimacy without running the

risks of being voted out of o�ce that troubles their democratic counterparts. Hence,

authoritarian rulers employ a range of legal and extralegal strategies to eliminate the

factors that may lead to their electoral defeat without having to rescind all together

the electoral institutions they put in place. In many developing countries, incumbent

rulers manipulate election outcomes in their favor by employing physical coercion

to reduce voters' tendency to vote for opposition candidates, using administrative

methods such as gerrymandering and altering candidate quali�cation standards to

weaken opposition strongholds or prevent strong challengers from entering into the

race, or, after all these turned out to be futile, rigging voters' �nal verdict with

fraudulent vote counting (Hyde, 2008, 2011a,b; Lehoucq, 2003; Myagkov, Ordeshook
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and Shakin, 2009). Although these practices are e�ective at denying the opposition's

access to political o�ces, they come with a reputational cost to the authoritarian

regimes, nullifying the plebiscitarian façade they tried to embellish and even risking

violent revolt from the disgruntled citizens. Moreover, these practices became harder

to carry out in the presence of international election monitoring that has gradually

become an international norm in conferring legitimacy to elected parties/candidates

in controversial electoral context (Hyde and O'Mahony, 2010; Hyde, 2011a).

Another way to in�uence voters' electoral preferences toward authoritarian regimes

within the con�ne of legality and the norm set by international election observers is

to imitate the practices of incumbent politicians in democracies by generating ex-

pansionary economic cycles and/or expanding public service provision to purchase

political support from the selectorates � an incumbency advantage a�orded to au-

thoritarian rulers through the �scal power derived from their control of the state.

Recent contributions from authoritarian elections literature have presented a range

of empirical evidences of authoritarian regimes manipulating Nordhaus-style political

business cycles (Nordhaus, 1975) to sway election results in their favor with policies

ranging from targeted social spending, pre-electoral macroeconomic expansion, and

short-term food subsidies;8 they also show that the timing and duration of these

public policy manipulation either coincided with the election cycles of countries of in-

terest or were implemented at a time when the power of the authoritarian regimes was

weakened. An important theoretical implication of these �ndings for the argument

developed here is that these electorally-induced public policies increase authoritarian

rulers' �scal �nancing needs and thereby increase their preference for a central bank

more accommodative of their �scal goals even if these goals run counter to the objec-

tive of monetary stability prioritized by the central bank.

The reason for this lies in the relationship between �scal and monetary policy,

8 For example, Magaloni (2006), Pepinsky (2007), Blaydes (2010), Hyde and O'Mahony (2010).
I will brie�y discuss these �ndings in the next chapter.
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although they are implemented by two di�erent agencies, as embodied in the follow-

ing aspects. First and foremost, central banks' monopoly to print a nation's money

determines the amount of money�at least within a given period�that can be allo-

cated to �scal spending and tax revenue governments could possibly collect to �nance

their �scal policy. Secondly and as a logical extension of this �scal-monetary policy

link, an expansionary �scal policy may result in excessive �scal de�cits and therefore

create a strong temptation for governments to resort to their central banks to �nance

the de�cits through monetary expansion. Thirdly, even if governments �nance their

de�cits in a non-monetary way through acquiring funding from the market, this may

crowd out credits available for the private sector, bring up interest rates and depress

economic activity. In many developing countries where the depth of the secondary

market is insu�cient for the governments to acquire credits, central banks become the

primary �nanciers to the governments. The point is both �nancing methods would

require some sort of monetary policy accommodation by central banks in order to be

e�ective. Suppose a price stability-oriented central bank reacts to the in�ationary

pressure of �scal expansion with monetary contraction, �scal expansion will be ren-

dered less e�ective (Clark and Hallerberg, 2000); on the contrary, were a government

opt for non-in�ationary �nancing, the potential crowding out e�ect is counterproduc-

tive to the intended stimulus e�ect of �scal expansion. Thus, at the margin, higher

levels of �scal �nancing needs can increase governments' desire for greater monetary

policy discretion and a more subservient central bank.

An important political e�ect of democratization on �scal and monetary policy-

making under authoritarianism is that it heightens the political salience of �scal

policy-making and thereby in�uences incumbent authoritarian rulers' CBI preference.

By enfranchising previously excluded, more numerous citizens, the introduction of

competitive elections raises the electoral appeal of their public policy demands in the

government's macroeconomic policy-making. Absent electoral institutions, the public
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policy demands of the majority of the citizens may be suppressed; yet, because com-

petitive elections now bear important political survival consequences to authoritarian

regimes, political survival-maximizing incumbent authoritarian rulers are motivated

to pursue public policies, such as expansionary �scal cycles and greater public ser-

vices provision, that cater to the majority citizens' public policy preferences. We

can conceptualize this public policy manipulation as marginally increasing the size of

the supportA, relative to supportD and uncertainty in expression (1.1), so that the

observed election outcome is more favorable to authoritarian candidates.

What might this in�uence incumbent authoritarian rulers' CBI preference? Be-

cause, following the extension of su�rage, the balance of political power between the

authoritarian regimes and the citizens will gradually tilt toward the more numerous

citizens, and incumbent authoritarian rulers will need to invest more in public policies

to o�set the citizens' numerical advantage (which I refer to as �democratic advan-

tage" throughout this study) in elections, which can increase authoritarian regimes'

�scal burden and the marginal incentive to request monetary �nancing from the cen-

tral banks. Other things equal, the onset of democratization can reduce incumbent

authoritarian rulers' preference for an independent central bank. In more unequal

countries where income inequality and issues pertaining to poverty of the lower class

provide a potential fault line for political mobilization by the opposition, incumbent

authoritarian rulers have even stronger incentive to allocate more budgetary resources

toward expansionary �scal policy and expand public services provision (particularly

of pro-poor, redistributive types) to counter this mounting democratic threat in the

electoral playing �eld, which further reduces their preference for CBI.

However, as with government alternation argument, democratization can also pro-

mote the incidence of CBI reform when the balance of political power favors the

citizens. A weakening of authoritarian regimes' electoral competitiveness due either

to its declining popularity or lost of social control can increase the risk of �regime
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change through electoral defeat" (Bunce and Wolchik, 2011) to incumbent author-

itarian rulers' political survival calculus. One can think of this reversed balance of

power as increase in the relative sizes of supportD and uncertainty in (1.1), which

implies greater uncertainty on authoritarian regimes' political survival. This uncer-

tain political environment immediately raises an intertemporal problem on incum-

bent authoritarian rulers' CBI preference: while incumbent authoritarian rulers can

continue to manipulate �scal and monetary policy today to compensate for their

declining competitiveness in electoral contestation against the opposition, were the

opposition to assume o�ce tomorrow, this same set of policy discretion could also be

exploited by democratic politicians to implement policies that could harm the inter-

ests of the would-be out-of-power authoritarian elites. As the opposition's electoral

prowess strengthens, the fear of the increasingly possible democratic control of �scal

and monetary policy can motivate incumbent authoritarian rulers to promote CBI to

constrain their democratic successors' policy discretion.

Figure 1.1

Conceptualization of the theoretical model
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In line with previous analysts, I argue that CBI is raised to the forefront of incum-

bent authoritarian rulers' reform table not just because installing a price stability-

oriented independent central bank can limit the possible expansionary �scal orien-

tation of succeeding civilian governments, but because this is the only institutional

weapon left at the outgoing authoritarian rulers' disposal after they will be forced to

yield �scal power to future democratic governments. However, I depart from exist-

ing theories by emphasizing the role of economic inequality in in�uencing incumbent

authoritarian rulers' perceived utility of installing an independent central bank on

the eve of regime change. Because the onset of democratization raises the salience of

economic redistribution as a dimension of politics in more unequal countries, higher

existing levels of economic inequality also augur the persistence of economic redis-

tribution at the center stage of electoral politics and signal that future democratic

governments' macroeconomic policy orientation will likely gravitate toward an expan-

sionary route, with potentially highly volatile impact on authoritarian elites and their

coalition members' economic interests. As the threat of �democratization through

electoral defeat" mounts, incumbent authoritarian rulers have greater incentive to

implement CBI to minimize the extent to which their economic interests will be held

hostage by the volatility of macroeconomic policy-making in future democratic peri-

ods.

My approach to elucidating these two competing e�ects and the mechanisms

through which they are generated is to conceptualize them in a Stackelberg-type ex-

tensive game form, as depicted in Figure 1.1, in which incumbent authoritarian rulers

make the �rst move to introduce competitive elections and then decide whether to

implement CBI reform at each decision note corresponds to each national-level elec-

tion with probability {pA, 1 − pA} that authoritarian candidates will win (lose), and

incumbent authoritarian rulers revise their electoral strategies along the path un-

til democracy (D) is realized. Incumbent authoritarian rulers then compare their
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groups' expected utility of retaining monetary policy discretion versus that under an

independent central bank: the �rst option enables incumbent authoritarian rulers to

continue to manipulate monetary policy for electoral gains while the second option

takes into account the weakening of authoritarian regimes' electoral competitiveness

and the possibility of oppositions' electoral victory (hence, the likelihood of regime

regime). Based on utility calculation, incumbent authoritarian rulers decide if imple-

menting CBI gives them higher expected utility (than not doing so) at the time (i.e.,

the particular decision node) they make this choice and in all future periods. This

structure thus renders my discussion of authoritarian elites' political survival and

economic interests into a probabilistic framework, allowing us to assess the impact

of electoral uncertainty on the incidence of CBI reform in the process of democratic

transition.

Building on this theoretical framework, in the following chapters, I discuss the key

theoretical variables, mechanisms, and speci�cation of my theoretical model, test its

empirical implications, analyze the evolution of central banking and its interaction

with the electoral politics from a longitudinal perspective in the transitional countries

included in this study.

A major theoretical contribution of this study is to reconcile the seemingly con-

tradiction between the claims of a positive relationship between democracy and CBI

made by previous analysts and the diverse CBI outcomes observed across a vast num-

ber of illiberal regimes. By elucidating these mechanisms within the same theoretical

model, this model allows us to generate statistically testable and suggest empiri-

cally observable implications to evaluate under what conditions will the �monetary

�nancing" or, alternatively, the �institutional insulation" e�ect will tend to dominate

and in�uence the observed CBI outcomes. For example, we might expect �monetary

�nancing" to be more important during democratization in countries with relative

economic equality, or, when the balance of political power still largely favors the
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ruling authoritarian regimes. On the other hand, in more unequal countries where

economic redistribution forms an important dimension of politics, we are more likely

to observe empirical implications corresponding to the �institutional insulation" e�ect

as the oppositions' electoral competitiveness increases over time through democrati-

zation.

I discuss the methods and plan of this study at below.

1.3 Methods and Plan of this study

This dissertation studies the politics of CBI reform in the transition from authoritar-

ian rule. The scope of this study is therefore limited to investigating the determinants

of the incidence of CBI reform in authoritarian countries in the period of democratic

transition or, more generally, transitional countries.

I employ a mixed-method approach to assess my argument. In Chapter 3, I de-

velop a Stackelberg-type formal model to elucidate the mechanisms through which

the monetary �nancing e�ect and the institutional insulation e�ect are produced. My

analysis of this model also pins down the comparative static e�ects of key theoretical

variables, level of democratic threat and the salience of economic inequality, on the

incidence of CBI, which helps to clarify the links between these variables and suggests

testable hypotheses and observable empirical implications to be examined in Chapter

4 to 7.

In Chapter 4, I turn to statistical analysis of of a global data of 57 countries

between 1972 to 2010 to assess the general validity of the hypotheses derived from

my theoretical model. While in Broz's (2002) OLS analysis, it is the cross-sectional

e�ect that is driving the positive relationship between democracy and CBI, my time-

series cross-sectional logit analysis shows that the incidence of CBI reform is also
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driven by the longitudinal e�ect of the marginal change in the level of democracy and

the positive �institutional insulation" e�ect of democracy is particular pronounced

in more unequal countries. In the subsample includes only countries whose levels of

economic inequality are above sample-mean, my regression analysis using the same

speci�cation shows that the e�ect of over-time increase in the level of democracy on

the likelihood of the incidence of CBI is strictly positive; my survival analysis of the

same sub-sample not only further validates this positive e�ect but also shows that

more unequal countries are more �frail" to incur the incidence of CBI reform as the

level of democracy increases. I then proceed to approach my hypothesized causal

paths from democracy to CBI reform with causal mediation models. As the result

shows, the e�ect of democratization is indeed partially mediated through economic

inequality and at higher levels of economic inequality the e�ect of democratization

tends to promote the incidence of CBI reform. Finally, I use a variety of modeling

strategies to structurally estimate the functional forms of the theoretical model devel-

oped in Chapter 3, the result suggests that the speci�cation of the theoretical model

from which the hypotheses are derived is validly supported by empirical data.

Finally, I turn to case studies to �process trace" the mechanisms that shape the

intertemporal variation in CBI. Contrary to Broz's (2002) cross-sectional-based claim,

Boylan's (2001a; 2001b) comparative analysis shows that the threat of democratiza-

tion shaped and increased incumbent authoritarian rulers' CBI preference in Chile

and, to a lesser extent, Mexico over the course of democratization. This is a very

useful piece of evidence, for it suggests that in some countries (of which Boylan an-

alyzed) where certain factors, such as economic structure, may be �xed in the short

run, over-time change in the level of democracy is associated with the incidence of

CBI reforms in some countries, but not others. This �nding also lends support to my

theory that some omitted country-speci�c variables may help to explain the observed

variation in CBI outcomes across transitional countries.
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Building on the same within-country observational approach, I conduct a two

primary case studies of Mexico and Taiwan beginning from the consolidation of the

PRI's and the KMT's authoritarian rule in their respective country to their even-

tual electoral defeat in 2000. The purpose of pairing these two modal competitive

authoritarian regimes (Levitsky and Way, 2010), regimes that both founded with

developmentalist ambition and later developed in a dominant party with extensive

grassroots organizations, is to take advantage of the �gradual" and �competitive" char-

acters of their democratization process to illustrate why the onset of democratization

raised (or failed to raise) the salience of redistributive politics that promoted the 1993

CBI reform (and one botched attempt in 1998) in Mexico and the absence of CBI

reform in Taiwan.

Previous studies, such as Wade's (1990) state-centered account of the link be-

tween bureaucratic insulation and industrial development in East Asian developmen-

tal states (including Taiwan) and Zhang (2005) comparative analysis of inter-agency

alliance are important works that describe how the internal politics of macroeconomic

planning agencies safeguarded CBI in Taiwan. In the other hand, Boylan (2001a,b)

provided descriptive evidences that apparently support the institutional insulation

e�ect of democratization in Mexico. I argue that while these previous analysts were

correct to emphasize the e�ect of democratization in triggering CBI reforms, the un-

derlying mechanism that renders this more direction e�ect to CBI reform has not

been correctly speci�ed. As my case studies will show, the divergent CBI outcome

observed in Mexico and Taiwan has a structural cause that in�uenced incumbent

authoritarian rulers' CBI preference by way of redistributive politics.

Also, we would also like to know if this causal mechanism can also help to explain

the observed CBI outcome in other countries with dissimilar regime characteristics.

For this, turning to an extended case study may be useful. I turned to an extended

case studies of Chile, South Africa, and Thailand in Chapter 7 to show that the ef-
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fects hypothesized by my theoretical model can be generalized to and account for the

incidence of CBI reforms in a range of transitional countries.

I will close this study with a discussion of the generality as well as the limitations

of the theoretical framework developed here and lay out directions for future research.
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Chapter 2

Central Bank Independence in the

Transition from Authoritarian rule:

A Theory

2.1 Introduction

This study develops and tests a theoretical model of the relationship between de-

mocratization and the incidence of institutional reform that aims to enhance central

bank independence (CBI). Previous scholarship on transitional regimes concerns in-

stitutional reform of the traditional three pillars of government as a re�ection of the

changing balance of power between the ruling authoritarian regime and the opposi-

tion. More recently, the emerging literature of competitive authoritarianism identi�es

a �menu political manipulation" that serves to o�set the opposition's growing political

prowess, of which expansionary macroeconomic policies have been argued as impor-

tant policy instrument for political due to its non-oppressive, cyclical character, and

a wide range of socio-political purposes that can be �nanced by these policies. This

raises our interest on pursuing the institutional foundation that enables or constrains

the implementation of expansionary macroeconomic policies in the transition from au-

thoritarianism. More speci�cally, this study proposes a theoretical model to explain
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how the onset of democratization�marked by the opening of the political space�

induces changes in a very speci�c macroeconomic regulatory agency, the central bank,

as well as when and why this change occurred.

For the purpose of theory development, it may be worthwhile to ask why incum-

bent authoritarian rulers would want to give up their political control of monetary

policy and delegate it to an apolitical institution that will restrict their discretion

over monetary policy. Contra institutional reforms in political domain that serve to

enhance authoritarian regimes' leverage relative to the opposition or the civil society

during democratization, CBI reform curtails authoritarian regimes' policy discretion

in the economic domain, hence, the timing and the conditions under which such re-

form were implemented deserve our special theoretical attention in this chapter.

The discussion in this chapter therefore centers on how the emergence of electoral

challenge by the opposition following the onset of democratization in�uences incum-

bent authoritarian rulers' desire for discretionary economic policy-making and thereby

shapes their decisions to increasing the autonomy of their central banks through CBI

reform at di�erent stages of the democratization process. As my analysis shows, when

the balance of political power favors the authoritarian elites, incumbent authoritar-

ian rulers tend to suppress CBI in order to manipulate macroeconomic policies for

political gains; yet, as the balance of political power tilts toward the more numerous

citizens, incumbent authoritarian rulers will consider the economic consequence of

leaving a politically subservient central bank to democratic control and implement

CBI reform to minimize the anticipated economic costs associated with such insti-

tutional arrangement. The key to this, as I will argue in the following analysis, lies

in the salience of redistributive politics in the process of democratic transition. In

countries where income are more unequally distributed, redistributive politics is more

likely to become the fault line for political mobilization and therefore increases incum-

bent authoritarian rulers' incentives to �nance expansionary macroeconomic policies
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to court the citizens' political support, which marginally decreases their preferences

for an autonomous central bank. On the other hand, when the loss of political power

becomes certain and imminent (such as an impending electoral defeat), the would-

be out-of-power authoritarian elites may also wish to insulate monetary policy from

democratic control in order to insulate their future economic interests from the desta-

bilizing impact of discretionary macroeconomic policy-making by elected politicians;

this insulation drive should be more pronounced in more unequal countries because

elected politicians are more likely to distort �scal and monetary policy in an in�a-

tionary direction.

But why would CBI reform matter in time of political regime change after which

the outgoing authoritarian elites and their coalition members will no longer hold any

sway in politics and therefore render any attempt to avert incoming democratic gov-

ernments' economic policy orientation meaningless? In fact, this concern serves to

underline the main thrust of my argument. Exactly because incumbent authoritar-

ian elites realize that they will soon lose the prerogative to dictate �scal policy as a

result of their incoming loss of political power, the only feasible strategy left at their

disposal is to install an independent central bank to limit the extent to which future

democratic governments could easily extract monetary resources to �nance their �scal

spending. And because such approach is costly to their political survival, incumbent

authoritarian rulers tend only to enact CBI reform when they are certain to yield

political o�ce to a democratic successor whose macroeconomic policy orientation is

expected to be highly in�ationary.

Therefore, I argue that incumbent authoritarian rulers suppress or promote CBI

not so much because of their ingrained ideological belief about how monetary pol-

icy ought to be conducted, but more as an instrument to maximize their chance of

political survival or, when the loss of political power is imminent, to minimize the

cost of future democratic rule to their economic interests. In line with this argument,
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this chapter introduces the two main mechanisms that in�uence the incidence of CBI

in the transition to democracy: the �monetary �nancing" mechanism that reduces

incumbent authoritarian rulers' preference for CBI reform, and the �institutional in-

sulation" mechanism that increases incumbent authoritarian rulers' preference for

CBI reform. The main theoretical contribution of this study is to elucidate these two

competing mechanisms within the same theoretical framework to explain the observed

change in CBI outcomes within the same country and its variance across countries.

The rest of this chapter is organized as follows. I �rst review the theoretical foun-

dation of existing CBI literature and discuss why it matters for incumbent political

leaders from the perspective of extending political survival through discretionary eco-

nomic policy-making. I then apply this received wisdom to the emerging literature of

electoral manipulation under competitive authoritarianism and explain why the onset

of democratization will generate competing e�ects on CBI through the �monetary �-

nancing" and the �institutional insulation" mechanisms. Building on this discussion,

I conceptualize these two mechanisms into a theoretical framework that will be ana-

lyzed in the next chapter. In the concluding section, I suggest the conditions under

which the e�ects of the monetary �nancing mechanism or the institutional insulation

mechanism are more likely to be observed.

2.2 CBI and the politics of CBI reform

Although academic consensus on the de�nition of central bank independence (CBI)

remain inconclusive (Siklos 2008), by common usage, CBI generally refers to which

monetary authority can carry out its monetary policy-making free from the political

interference of government agencies, particularly that comes from the top executive
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o�ce.1 For example, in their in�uential works on operationalizing CBI with quanti�-

able indicators, Grilli et al. (1991, 367) (hereafter, GMT) conceptualizes the �political

independence" of central bank as the capacity to pursue its own policy goals (includ-

ing the appointments of central bank board members) free from government control.

Similarly, Cukierman, Webb and Neyapti (1992, 353) (hereafter, CWN) also de�nes

CBI as the degree of independence legislators confer to the central bank through leg-

islative process to make the central bank �an agency with the mandate and reputation

for maintaining price stability."2 Overall, these commonly used de�nitions of CBI

emphasize the central bank's statutory authority over various policy instruments�

associated with money creation�in pursuit of its professionally formulated policy

goals free from the undue interference of other government agencies that are entitle

to appropriate the money created by the central bank. Simply put, the notion of CBI

argues that the power to create money should be separated from the power to spend

it.

It is worth emphasizing that, however, even if we were to embrace this consensus

de�nition of CBI, the notion of �independence" may be misleading. Owing largely

to its monopoly of a nation's money, the central bank is owned by the government,

its operation may be autonomous but it can never be entirely independent from the

government's political process for the following reasons. First, in most countries,

the executive controls the appointment of central bank governor. Secondly, any le-

gal reforms aimed to enhance the central bank's autonomy will have to go through

legislative process before they come into e�ect. Finally and most importantly, the

central bank's monetary policy is part of the government's macroeconomic policy,

the extent to which the central bank and the government can achieve their respec-

1 Friedman (1962) made an analogy of the state-central bank relationship to one the executive
has with the judiciary whose independence from the former serves as the prerequisite for the
implementation of its constitutional mandate.

2 Also, see Bade and Parkin (1985). For a comprehensive survey on existing CBI indicators, see
Arnone, Laurens and Segalotto (2006).
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tive monetary and �scal policy goals is contingent on each other's policy decision.

Therefore, a central bank can only be as independent as the government wants it to

be, and reforms to increase the central bank's autonomy invariably come from the

government's political decision.3

But why would incumbent governments implement institutional reforms that could

potentially reduce their in�uence over monetary policy, given that it is always prefer-

able to retain as much policy discretion as possible? Previous formal literature in

macroeconomics and partisan politics have supplied a range of plausible explana-

tions. Kydland and Prescott's (1977) seminal work �rst identi�ed the inherent time-

inconsistency problem in the government's inability to produce welfare-maximizing

economic policies.4 They argued that because it is in the interest of policy makers to

stimulate output beyond the natural rate of growth through ex post surprise in�ation,

governments often deviate from their pre-announced price levels. By the same token,

Sargent and Wallace (1975) further argued that, by rational expectation, the pubic

incorporates the government's inconsistency problem into account when setting price

and wage contract, while the government also takes the public's in�ation expectation

into account by expanding money supply even further to prevent the undesirable out-

put drop, the equilibrium outcome is an in�ation rate way beyond socially optimal

level. This is the celebrated in�ationary bias of discretionary monetary policy by

policy makers who are unable to uphold their prior in�ation rate commitment.

On the other hand, political economists who studied macroeconomic policy-making

in industrialized democracies argue that incentive to maximize their probability of

staying in o�ce motivates incumbent politicians to pursue Nordhaus-style political

business cycles (Nordhaus, 1975) to generate short-term output growth during the

electoral cycle through expansionary �scal and monetary policy, and this electorally-

3 Broz (1998) traced the origin of central banking to European governments' installment of a
credit-worthiness institution to improve its capacity to �nance wartime �scal policy. The key
takeaway point is the incidence of CBI was a political decision by the government.

4 Also, see Calvo (1978).
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induced macroeconomic policy-making also carries the undesirable in�ationary con-

sequence. Later studies identi�ed signi�cant partisan e�ect on macroeconomic policy

performance. Hibbs (1977, 1987a), Alesina and Rosenthal (1995), and Oatley (1999)

found that leftist governments are more inclined than rightist government to trade

higher rates of in�ation for lower unemployment along the Phillips curve. Hence,

macroeconomic policy is more expansionary and the rates of in�ation tend to be

higher under leftist governments.

The remedy for the cure, according to Barro and Gordon (1983a) and Rogo�

(1985), is to delegate monetary policy-making to an apolitical institution insulated

from the day-to-day political tussle among government agencies as well as the in-

centive of elected politicians to in�ate the economy for political gains. To this end,

Rogo� (1985) proposes appointing a conservative central banker who puts greater

weight on price stability than growth, such that the central bank always respond

to external shocks with policies that keep in�ation low. Lohmann (1992) suggested

adding government overriding clause to increase the central bank's policy �exibility

at the cost of slightly higher levels of in�ation.5 Alternatively, Taylor (1993) supplies

a rule-based model suggesting that the central bank should constantly re-adjust it

policy rate according to a linear function of long-run interest rate, expected next

period in�ation rate, and output gap to better react to a volatile economic environ-

ment. Regardless of the nuance of their policy recommendation, the main thrust of

this large body of theoretical literature is the same: by delegating monetary policy-

making to an apolitical institution managed by professional bankers with long-term

view on monetary policy performance and formulate policies based on their exper-

tise and market signals, CBI overcomes the government's intertemporal inconsistency

problem and allows the central bank to credibly commit to its pre-announced in�a-

5 This implies the possibility of government intervention would make the central bank less single-
minded in pursuing low in�ation at the expense of lowering economic growth.
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tion target and thereby produce socially optimal policy outcomes.6 Encouraged by

cross-national empirical evidences showing a strong negative correlation between CBI

and in�ation,7 this idea was later popularized in much of the industrialized world

in the late 1980s and 1990s, coincided with government retrenchment prescribed by

economic neoliberalism prevailing at that time.

Other than using CBI as a commitment mechanism to achieve price stability, there

exist other non-economic motivations for incumbent governments to strengthen the

autonomy of their central banks, which this study privileges. The aforementioned

foundational CBI literature obviously assumes the government as a stability-seeking

benevolent social planner, but as I discussed previously, price stability is not always

prioritized by governments of all ideological stripes. If the goal of CBI is to achieve

price stability through restricting the government's in�uence in monetary policy, then

not every incumbent government will champion CBI when this institutional arrange-

ment runs counter to their economic policy orientation. To being with, the leftist

governments, for example, would prefer a less independent central bank more accom-

modative to their expansionary �scal policy orientation.8 The rightist or authoritarian

governments, on the other hand, may value CBI only when it helps to attract inter-

national capital. Also, because the installment of CBI as a monetary commitment

mechanism in lieu of �xed exchange rate regime entails paying an up-front but cer-

tain cost (CBI) to replace one with delayed and probabilistic risk (Bodea, 2010, 431),

many governments advocate CBI instrumentally to send costly signal about their

commitment to monetary stability in order to attract scarce foreign investment but

retract their support for CBI when international liquidity becomes abundant, as was

the case with many developing countries (Max�eld, 1997).

6 Loisel's (2008) formal analysis also shows that the in�ation bias can be overcome by a
reputation-concerned central bank.

7 For example, Pollard (1993).
8 Walker (2005), for example, found that leftist governments are more likely to impose capital

controls to supplement the anchoring e�ect of �xed exchange rate regime due to their inherent
credibility de�cit on in�ation performance.
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Finally, what with the constraining e�ect of CBI on the government's ability to

acquire budgetary �nancing and stimulate economic growth and what with the costs

associated with CBI to incumbent politicians' political survival, CBI can also be em-

ployed as a political weapon by incumbent governments against opposition parties

holding diametrically opposed economic policy view, especially when the former's

tenure is coming to an end.

More important, just because the incumbent party will leave o�ce in the near

future, instituting an autonomous central bank not only institutionalizes their policy

preference but is also less costly to them since the incumbency advantage associated

with �scal and monetary policy discretion will soon matter less to them. McCubbins,

Noll and Weingast (1987) and Moe (1990a), for example, o�ered an institutional ex-

planation to this �frontloading" strategy, they argued that incumbent politicians can

shape institutional decision-making in future periods by introducing certain procedu-

ral arrangements into existing institutions. From the perspective of tenure security,

the most propitious moment to introduce institutional change that will tie the succes-

sor's hands but having only minimal impact on the incumbent's own policy discretion

occurs when the incumbent's tenure is coming to an end, such as on the eve of govern-

ment alternation. Goodman (1991, 1992) interpreted the incidence of CBI reform as

a function of incumbent politicians' time horizons. His comparative analysis of three

European countries suggests that incumbent politicians tended to enact CBI reforms

to bias future monetary policy-making toward a conservative, market-oriented direc-

tion as their grip on power weakens. Goodman's �nding was echoed by Lohmann's

(1997) and Cargill, Hutchison and Ito's (2001) studies of Japan in which the weaken-

ing of the long-time dominant Liberal Democratic Party (LDP) in the 1990s induced a

series of legislative reforms that enhanced the autonomy of the Bank of Japan.9 Study

9 The LDP had been able to secure a majority in every lower house election between 1958 and
1990 until it failed to win a majority in the 1993 House election after which coalition government
became a constant feature of Japanese politics.

29



by Cukierman (1994b) and Alesina and Gatti's (1995) formal analysis also showed

that incumbent politicians with conservative policy preferences are more likely to

impose higher levels of CBI to limit successor governments' monetary policy choices

toward the end of their tenures. In short, because today's incumbents will lose the au-

thority to dictate �scal decisions when they become opposition tomorrow, the surest

way for them to extend their in�uence in �scal policy-making beyond their tenures is

to transform the institution that shapes the monetary source of �scal policy in their

preferred direction before they are required to leave o�ce, that is, enacting central

bank reform.

For �scally conservative parties or incumbents who are more averse to the in-

�ationary e�ect of expansionary macroeconomic policies, the most e�ective way to

contain the incoming �opposition" governments' anticipated expansionary policy ori-

entation is to implement CBI reform. Suppose, for example, a �scally conservative

incumbent party were to yield political o�ce to a leftist party with an ambitious

expansionary �scal policy agenda as a result of electoral defeat and anticipated large

seat losses (such as in parliamentary systems), the would-be out-of-power incumbent

party can install a highly autonomous central bank along with a set of restrictive

clauses on government �nancing through CBI reform to constrain it successor's pol-

icy discretion. In addition to these institutional reforms, the outgoing incumbent

party can also make use of its incumbency advantage by appointing a conservative

central bank governor or central bank board to counter incoming leftist government's

economic policy orientation. This way, CBI reform reduces successor government's

in�uence on monetary policy-making and limits the extent to which the latter can

draw monetary resources from the central bank to �nance its �scal policy, which

therefore prevents the future leftist incumbent party from reorienting the economy

toward an expansionary direction.

It should be noted that these existing theories on the incidence of CBI reforms
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raised in foregoing discussion were developed primarily from empirical observation of

economic decision-making and partisan politics in advanced industrialized democra-

cies where the division between monetary and �scal policy-making is clearly-de�ned

and the secondary market is well-developed that a�ords the central bank to conduct

many of the market-oriented monetary policy operations prescribed by the CBI lit-

erature (such as open market operations (OMO)), and the alternation of government

between the left and right takes place frequently in a regularized institutional setting.

The partisan literature, in particular, appear to assumes CBI reform as the dominant

strategy for rightist incumbent parties with short time horizons because while a au-

tonomous central bank with conservative monetary policy preference is largely aligned

with the policy preference of the rightist parties irrespective of their incumbency sta-

tus, it is not in the interest of leftist parties to pursue CBI for it would cap their

ability to generate short-term expansionary cycles to please their core constituencies.

Moreover, because parties of the left and right are all expected to be elected into of-

�ce from time to time, blocking leftist parties' access to monetary policy instruments

through CBI reform not only constrains their policy discretion but also gives rightist

parties an electoral advantage as this also limits leftist incumbent parties's ability to

generate expansionary policy cycles for electoral gains. The up-front political costs

the rightist incumbent parties paid for CBI are more than compensated for by their

increased marginal probability of reelection in future periods. Thus, the degree of

CBI and reforms to alter it are certainly highly contested issues in democratic polit-

ical systems (Iversen, 1999). But do the same logic behind these established claims

also shed light on the conditions that promote CBI reforms in a di�erent form of

government alternation, that is, the transition from authoritarian rule?

In the next section, I begin by reviewing existing scholarship on the relationship

between political regime and CBI and then elucidating the mechanisms through which

the onset of democratization can plausibly in�uence the incidence of CBI reform un-

31



der authoritarianism, which will become the backbone of my theoretical model.

2.3 Political regimes and CBI: an institutional insu-

lation perspective

If the literature reviewed in the previous section lends plausibility to the microfoun-

dation underlying incumbent politicians' political motivations for CBI reforms in

industrialized democracies, it should also apply to similar condition of anticipated

government alternation brought about by political regime change. Much of the ex-

isting democratization literature privileges the political outcomes of democratization

with little theoretical and empirical attention paid to the change in economic insti-

tutions induced by democratization. Following the fall of the gold standard in 1972,

more and more countries have moved away from �xed exchange rate system to more

�exible exchange rate regimes (ref. Figure 2.1); meanwhile, most countries have grad-

ually granted their central banks more autonomy (Max�eld, 1997 (Table 2.1); Hicks,

2004) In the heyday of Third Wave democratization, at least thirty countries across

�ve continents have legislated to increase the statutory independence of their central

banks, most noticeable in Latin America where CBI has previously been low or al-

most non-existent (Max�eld, 1997, 3). For countries that have enacted CBI reforms

in this period, none have taken steps to reverse the autonomy of their central banks

(ref. Table 2.1). These two parallel trends might raise our concern if there exists any

substantial but undertheorized links between democratization and CBI, but current

academic consensus remains uncertain about the e�ect of democratization on CBI.10

10 Max�eld (1999), for example, suggested that CBI can be both democracy-enhancing (in terms
of coordinated wage bargaining) and democracy-detracting (from the aspect of unemployment
cost) for new democracies.
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Figure 2.1

Change in exchange rate regimes adopted by countries (in %) from
1973 - 1999
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Table 2.1

Change in Statutory CBI by decades, 1960s-1990s

No. of Avg. Overall No. of Avg. Overall

Decade increase Magnitude increase decrease Magnitude decrease

1970 8 0.06 0.48 7 0.08 0.56

1980 3 0.12 0.36 3 0.06 0.18

1990 30 0.26 2.86 N/A N/A N/A

Source: Replicated from Max�eld (1997, 4), original data calculated from Cukierman et al.'s (1992) coding.

Broz's (2002) cross-national empirical study provided a �rst cut on the relation-

ship between political regime and CBI. His statistical �nding shows that regime types

are associated with speci�c monetary commitment institution choices: the political

transparency of democracy complements the credibility of CBI and therefore makes

CBI less costly to maintain, while the opaqueness of policy-making process in authori-
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tarian regimes force them to adopt a commitment mechanism that is more transparent

than the regime itself, that is, �xed exchange rate, to o�set authoritarian regimes'

credibility de�cit. Moreover, his cross-sectional OLS result suggests that countries

having higher levels of democracy (measured by Polity score) tend to have higher

degree of CBI, although one cannot use this �nding to infer the country-speci�c or

exogenous factors that led countries to enhance their CBI over time as their levels of

democracy increase.

Comparative studies by Boylan (2001a,b) complement Broz's �nding by o�ering

an intertemporal explanation on this relationship. Echoing the partisan replacement

argument of the incidence of CBI reform, Boylan argued that authoritarian rulers

used CBI reforms to insulate monetary policy decisions from the vicissitude of future

democratic rule once the transition to democracy became certain: the more immi-

nent authoritarian rulers/regimes were to lose political power, the more likely that

CBI reforms would emerge. Her analysis of the timing of CBI reforms in Chile and

Mexico in their transition to democracy lent empirical support to this argument. The

swift, almost over-night CBI reform in December 1989 in Chile was stimulated by

Pinochet�s defeat at the 1988 referendum, which sealed the fate of the junta regime

and marked the transition to civilian rule. On the other hand, the slower pace of CBI

reform in Mexico can be attributed to the ruling PRI party's gradual weakening of

electoral competitiveness since the late 1980s.

Other studies, however, are inconclusive about the relationship between democ-

ratization and CBI. They argued that the emergence of CBI in post-Communist

countries was largely an internationally-driven process (Johnson, 1999) or, as in Sub-

Saharan Africa, hard to identify because political regimes in this region are in constant

in�ux (Presnak, 2005).

Although these general empirical �nding or country/region-speci�c studies are

less explicit about the underlying microfoundation that renders the e�ect of political
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regime change to incumbent authoritarian rulers' incentives to implement CBI reform

(particular what �interests" or �losses" the authoritarian rulers were trying to defend

or minimize in anticipation of the incoming regime change), they are instrumental in

identifying the e�ect of political regime change on CBI, that is, as a country becomes

more democratic over time, the incidence of CBI is more likely to be identi�ed. In

other words, there exists a positive within-country e�ect in the relationship of de-

mocratization to CBI.

On the other hand, while on the surface, the logic of this positive link between de-

mocratization and CBI bears some resemblance to the partisan replacement argument

analyzed earlier, the essences of two types of government alternation di�er consider-

ably. In consolidated democracies, institutionalized elections ensures each contending

parties to be elected into o�ce from time to time even if it loses a particular election,

so the shadow of future interaction loomed large in both the incumbent's and the

opposition's political calculus. The outgoing incumbents tend only to implement in-

stitutional reforms that will curtail their opponents' electoral prospect and economic

policy orientation without having much of an impact on their own policy-making once

they assume o�ce again. But under authoritarianism, the moment when incumbent

authoritarian rulers relinquish o�ce, whether by force or through electoral defeat,

they are not expected to return to o�ce at least for an extended period, and the form

of economic institutions should matter less to the outgoing authoritarian groups (as

compared to executive and judicial institutions that can have more direct political

and disciplinary consequences on them). Furthermore, as with their civilian counter-

parts, incumbent authoritarian rulers are political survival-maximizing and because

political demise is more costly to them, incumbent authoritarian rulers will manip-

ulate all legal and extralegal policy instruments to the greatest extent to maximize

their chances of political survival.

Mapping these two crucial authoritarian characters of government alternation to
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the political logic of CBI reform, we might expect authoritarian rulers to be least

favorable to idea of CBI reform before and during democratic transition, which might

cast doubt on the validity of the positive link between the onset of democratization

and the incidence of CBI reform hypothesized by previous scholarship. Indeed, for

every Chile and Mexico, one can always �nd null cases like South Korea or Taiwan

where CBI reforms did not occur or are only weakly identi�ed in the transition from

authoritarian rule. This might also suggest there exist unspeci�ed country-speci�c

variables mediate the relationship between democratization and CBI, and that these

variables will help to explain intertemporal change in observed CBI outcomes within

a transitional regime and its variation across countries. In the next section, I probe

these missing variables and develop a theoretical model that elucidates the mecha-

nisms through which the onset of democratization can either hinder or promote the

incidence of CBI reform.

2.4 The �scal role of CBI in the transition from au-

thoritarian rule

If existing theories interpreted the historical origin of central banking institutions as a

functional response to needs for a lender of last resort by private �nancial institutions

and the government (Woolley, 1985; Broz, 1998), then the incidence of central banks

in developing countries�where �nancial markets are underdeveloped�are born to

serve the �scal needs of the government. It follows that the greater a government's

need for �nancing beyond what private �nanciers could o�er, the less conservative and

authoritative the central bank. This is so where private �nancial markets are underde-

veloped, the source of non-in�ationary government �nance is limited, the government

must turn to the central bank to draw monetary resources that it (the government
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does not currently have), but when the central bank must expand money supply to

�nance government expenditures, the resulting in�ation hinder the development of

private �nancial institutions (Max�eld, 1999, 286-7).11 And owing principally to this

fact, the �scal prospects of developing country governments dictate their willingness

to delegate authority to their central banks: governments with greater (lower) �scal

�nancing needs tend to prefer a more (less) subservient central bank. This �elective

a�nity" between public �nance and CBI is consistent with Cukierman et al.'s (1992)

four-cluster CBI measure and it comes as no surprise that developing countries also

tend to exhibit low CBI in both GMT and CWN measures.

There are at least two reasons why governments of developing countries would de-

sire a �scally accommodative central bank and keep the latter's legal autonomy low.

First, in many developing countries central banks serve function of primary �nanciers

to the state, a common phenomenon that also featured in my primary case studies

in Chapter 5 and 6. Secondly, electoral competition, particularly in more unequal

countries where social preferences for public spending are more polarized, drives up

the electoral appeal of expansionary public policy and thereby increases incumbent

governments' �scal �nancing needs (Alt and Lassen, 2006; Woo, 2009). The second

aspect is matched by a range of historical and contemporary country cases: Argentina

(the �rst Peronist period: 1943-55), Salvador Allende era's Chile (1970-73), and Thai-

land under Thaksin Shinawatra (2001-06).12

How does these �scal characteristics travel to developing countries with authori-

tarian political systems and in�uence their preferences for CBI? One de�ning political

attribute about authoritarian regimes is the political exclusion of the popular sector.

11 A quick note on government �nancing is that the central bank does not give money to the
government, instead, when the central bank purchases government bonds through OMOs or
agrees to �nance prospective �scal expansion, it expands its monetary bases (usually the M2,
the broad money, including liquid assets such as mutual funds and deposits that are not strictly
cash) proportionally to monetize these budgetary requests and return the monetized bonds to
the treasuries in the form of national currency.

12 Chile and Thaksin Shinawatra era's Thailand will be covered in my comparative analysis in
Chapter 7.
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As a result, a majority of the citizens are barred from articulating their economic

policy preferences through formal institutional channels and therefore have little in-

�uence on economic decision-making. Bueno de Mesquita et al.'s (2003) �logic of

political survival" interpreted the economic consequences of this regime characteris-

tic by way of selectorate size. Because the political survival of authoritarian regimes

depends only on a small �winning coalition," incumbent authoritarian rulers have no

incentive to generate public goods to please the more numerous citizens. Here, public

goods can refer to a variety of infrastructures and government spending programs

that have public utility implications, but most importantly, they must be �nanced

through government expenditures and thus increases the government's �scal �nanc-

ing needs.13 With virtually no electoral pressure to expand public goods provision,

incumbent authoritarian rulers have little incentives to generate expansionary macroe-

conomic policies and their �scal �nancing needs are marginally reduced. Thus, central

banks are able to operate with relative political autonomy in the absence of explicitly

stipulated legal status, as was the case of most Latin American central banks in the

late 1970s and 1980s despite their generally low CBI scores in both GMT and CWN

measures.14 This argument and its empirical implications may give us a misleading

impression that the di�erences between de jure and de factor CBI do not matter un-

der authoritarianism since stability-oriented monetary policies prescribed by the CBI

literature seem to be aligned with (or at least do not hinder) incumbent authoritarian

rulers' political interests.

Yet, as with democracies, a central bank can only be as independent as the dicta-

tor of the day wants it to be. When authoritarian rulers' public policy priority and

�scal �nancing needs change, their CBI preference may changes as well. In recent

13 Personal conversation with Bruce Bueno de Mesquita, May 14th, 2014.
14 The neoliberal economic experiment in the early years of Pinochet's rule (1973-1982) was a

modal example, in which a politically insulated military dictatorship implemented unpopular
freemarket, contractionary monetary policy at the negligence of the popular sector's economic
plight.
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years, the emerging �competitive authoritarianism" literature�political systems in

which authoritarian rulers allow procedurally meaningful multi-party elections but

engage in democratic abuse�has broadened our view of the variety of authoritarian-

ism (Diamond, 2002; Schedler, 2002, 2006; Levitsky and Way, 2010). Since the 1990s,

rulers of illiberal regimes have been dressing up their authoritarian rule with a facade

of plebiscitarianism at an astounding rate (Brownlee, 2009, 515). Nowadays, most

governments in the world hold elections and some of these governments showed no

intention of relinquishing power to the opposition by engaging in extensive electoral

manipulation from a rich �menu of manipulation" at their disposal to dominate the

opposition in the uneven playing �eld. Simply put, engineering elections is a growth

industry in illiberal regimes. This emerging wisdom has advanced our understanding

of the link between authoritarian leaders' political survival and their changing polit-

ical strategies.

More recently, empirical contributions from studies of authoritarian elections have

supplied a wealth of examples of authoritarian regimes manipulating Nordhaus-style

expansionary political business cycles (Nordhaus, 1975)�with policies ranging from

targeted spending programs (Magaloni, 2006), pre-electoral �scal expansion (Pepin-

sky, 2007), to increased calorie consumption leading up to an election (Blaydes,

2010)�to sway election results in their favor, of which pro-cyclical monetary policy

and surprised in�ation have been identi�ed as pivotal facilitating factors. Using data

of 94 developing countries from 1990 to 2004, Hyde and O'Mahony (2010) presented

statistical evidences that partial out the link between incumbent political leaders'

electoral incentives and macroeconomic manipulation, they showed that pre-electoral

�scal manipulations are more observable in the presence of international election mon-

itoring which makes direct electoral manipulation (such as vote rigging and violent

coercion) more di�cult to implement. These are very useful pieces of evidences for

they suggest that the rise of electoral threat could alter authoritarian regimes' public
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goods provision strategies and thereby in�uence their monetary policy preferences.

Because expanded public spending outlay raises the �scal �nancing needs of authori-

tarian governments, they increase incumbent authoritarian rulers' desire for monetary

accommodation by their central banks. Simply put, the introduction of competitive

election under authoritarianism can reduce authoritarian rulers' preferences for CBI.

Why might this be so? The reason lies in the re-distribution of political power

and public policy preference induced by competitive elections. Absent competitive

elections, the citizens' public policy demands may be suppressed and economic policy-

making would appear less consequential to authoritarian rulers; however, the intro-

duction of competitive elections changes this political equilibrium. The enfranchise-

ment of previously excluded majority citizens gives the citizens a numerical advan-

tage in the electoral space relative to the ruling authoritarian elites, which motivates

incumbent authoritarian rulers to manipulate public policies in order to o�set this

�democratic advantage." The citizens' numerical advantage therefore pulls public pol-

icy toward their ideal position: the greater redistribution preferred by the majority of

the citizens, the more expansionary the authoritarian regime's economic policies and

the higher �scal �nancing required to underwrite these expenditures.15 To be sure,

authoritarian regimes always possess more competitive edge over the opposition in

the uneven electoral lever playing �eld due to their control of administrative resources

and repressive institutions, but the key point is so long as the possibility of electoral

defeat exists, incumbent authoritarian rulers always have the incentive to manipulate

public (primarily �scal) policies to increase their marginal probability victory (Block,

Ferree and Singh, 2003), which marginally reduces their preferences for CBI. As the

opposition's electoral prowess increases, incumbent authoritarian rulers would need to

15 Persson and Tabellini (2003, 3) noted that political rules can in�uence a country's economic
policy outcomes, �the formal rules of a country's constitution in�uence political decisions over
its economic policy, given some distribution of (primitive) preferences over economic outcomes
in the population" (italics mine). This statement complements my argument on the economic
consequences of the political system change.
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devote more �scal resources to o�set this intensi�ed threat to their political survival,

which further inhibits their incentive to grant more autonomy to their central banks.

However, this electorally-induced public policy manipulation also suggests that

may exist a negative e�ect running from the opening of the political space to the

incidence of CBI that contradicts the alleged positive association between political

regimes and CBI. In addition and perhaps more substantial to this negative e�ect is

the source of the majority citizens' economic policy preference that impels political-

survival maximizing incumbent authoritarian rulers to distort macroeconomic policies

toward an expansionary direction (which marginally reduces their preference for CBI).

If this negative e�ect also in�uences the incidence of CBI reform in the transition to

democracy within the same existing theoretical framework that posits a positive link

between democratization and CBI, it may help to explain the intertemporal change

in CBI outcomes and its variance across transitional countries. In the next section,

I identify the source of the majority citizens' policy preference that is central to the

electorally-induced macroeconomic policy change by incumbent authoritarian rulers

and, building on this, I discuss a theoretical model that adjudicates these two compet-

ing e�ects and the mechanisms that render these e�ects to observed CBI outcomes.

2.5 Toward a transitional model of CBI reform

As with most existing scholarship that studied the institutional consequence of polit-

ical change, my argument investigates a very speci�c institutional impact of political

regime change � that is, the incidences of legal reform that aims to transfer more

monetary power from the executive to the central bank. Previous analysts have de-

veloped many di�erent approaches to understand the political sources of institutional

changes in other spheres. McCubbins, Noll and Weingast (1987), Moe (1990a), as
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mentioned previously, have argued that incumbent politicians can shape future insti-

tutional decision-making to privilege their interests by introducing certain procedural

arrangements into existing institutions. North and Weingast (1989) interpreted the

outcomes of institutional change as re�ecting the goals of the winners. Recently,

Aoki (2007) showed that a change in the �political game-form" can induce institu-

tional changes in the economic domain. Although these approaches have provided

many useful insights that are largely in line with my attempt to explain the political

sources of economic change, my approach is built instead on recent political econ-

omy literature that emphasizes how income inequality between the rich ruling elites

and the poor majority can shape political regime outcomes (Acemo�glu and Robinson,

2001, 2006, 2008; Boix, 2003; Dunning, 2008). According to this line of argument, as

economic inequality becomes more salient, the political con�ict over public policies

that have redistributive consequences will intensify, which will promote policy con-

cession from the authoritarian elites or lead to the emergence of democracy.

The argument developed here, however, takes a step back by looking at how actual

and anticipated political regime change can shape the salience of income inequality

by way of redistributive politics and thereby in�uence the autonomy of the central

bank whose policies could have vastly di�erent redistributive implications for the au-

thoritarian elites and the majority citizens conditional on regime types. For this, I

structure my argument along Acemo�glu and Robinson's (2008) de jure/de facto po-

litical power framework that suggests a shift in the distribution of de jure political

power from the elites to the citizens can create incentives for the elites to invest in

economic institutions to enhance their de facto political power to partially or even

fully o�set the citizens' de jure political power derived from the control of the gov-

ernment.

I approach the link between democratization and CBI from this perspective. I ar-

gue that in the transition from authoritarian rule, authoritarian elites' �investment"
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in economic institution takes two di�erent forms. At the initial stage of the transition

when the balance of political power still favors the authoritarian elites, incumbent au-

thoritarian rulers have incentives to exploit macroeconomic policy to enhance their

de facto (informal) political in�uence to o�set the citizens' growing electoral prowess

in the competition for executive and legislative o�ces (the de jure political power).

Because the existence of electoral threat posed by the newly enfranchised citizens,

authoritarian rulers are reluctant to delegate monetary policy autonomy to their cen-

tral banks; instead, they invest in monetary manipulation to maximize their change

of political survival by suppressing CBI. Yet, once the balance of political power

has tilted toward the citizens, incumbent authoritarian rulers may be motivated to

insulate monetary policy-making from the possible democratic control of the gov-

ernment, not only to lock-in their macroeconomic preferences, but also to constrain

their democratic successors' policy discretion in future periods. In other words, when

democratic rule becomes a real possibility, incumbent authoritarians invest in CBI to

cap civilian politicians' de jure political power by delegating monetary power to an

apolitical institution (the central bank).

Building on this theoretical framework, I further argue that there are two main

e�ects. My argument distinguishes authoritarian rulers' incentive to manipulate mon-

etary policy to maximize political survival at present from the incentive to enhance

CBI to minimize their future economic loss highlighted by much of existing literature.

First, as Boylan (2001a,b) has pointed out, the anticipated loss of �scal power as

a consequence of democratization can promote the incidence of CBI by raising in-

cumbent authoritarian rulers' incentives to remove monetary decision-making from

the executive branch to minimize the impact of expansionary economic policies by

civilian politicians�an e�ect which I term institutional insulation e�ect. Thus, in

line with Broz's (2002) cross-national statistical �nding and Boylan's (2001a, 2001b)

country-speci�c observation, the over-time increase in a country's level of democracy
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can promote the incidence of CBI.

However, there also exists a negative e�ect working through the emergence of

electoral threat to authoritarian rulers' political survival calculus. As with the insti-

tutional insulation e�ect, this negative e�ect is centered on the idea that democra-

tization shifts the balance of political power toward the more numerous citizens and

thereby raises the political salience of public policy-making. Because the size of �win-

ning coalition" required to maintain incumbent authoritarian rulers' political survival

has now increased, the political pressure to expand public goods provision to court

the electoral support from the enlarged selectorates correspondingly increases author-

itarian rulers' �scal �nancial needs.16 This can plausibly create an adverse incentive

for incumbent authoritarian rulers to subjugate monetary policy under their �scal

goals, which reduces their preference for CBI�an e�ect which I refer to as �monetary

�nancing e�ect."

While in Boylan's (2001a, 2001b) argument, among others, the increasing risk

of losing political power is doing most of the push in driving the incidence of CBI

reforms over time, I depart from this direct positive link by emphasizing the role

of economic inequality in shaping incumbent authoritarian rulers' perception of the

democratic threat under authoritarianism and democracy. In my argument, the in-

troduction of competitive elections (or any plebiscitarian forms of vote bearing direct

political regime consequences, which I discuss in Chapter 7) is clearly the principal

factor driving incumbent authoritarian rulers' CBI preferences: the greater the au-

thoritarian regimes' competitive edge has weakened in the uneven electoral playing

�eld, the more likely that incumbent authoritarian rulers will prefer a more inde-

pendent central bank. However, the e�ects of this democratic threat is mediated by

domestic level of economic inequality to incumbent authoritarian rulers' CBI pref-

16 Greene's (2007) study of the PRI's electoral dominance and eventual demise in Mexico lends
credence to this claim. He argues that PRI continued to win when they can politicize public
resources but failed fail when they stretched out the state's �scal power.
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erence by way of redistributive politics. In countries where income or the bene�ts

of macroeconomic policies are more unequally distributed, the extension of plebisci-

tarian right to the previously excluded citizens can heighten the political salience of

redistributive policies and forms a potential fault line for political mobilization. The

incentive to increase public spending or generate pre-electoral expansionary cycles to

maximize their chances of electoral victory�in response to the heightened political

salience of redistributive politics�can create a powerful incentive for authoritarian

rulers to encroach on their central banks' policy-making and operational autonomy.

Comparative case studies of contemporary competitive/electoral authoritarianism in

the last decade have documented a number of cases of authoritarian regimes and

dominant parties across the world expanding public policy coverage and throwing

lavish spending programs to purchase short-term electoral support (Bellin, 2004; Ma-

galoni, 2006; Pepinsky, 2007; Blaydes, 2010). The grassroot rural-based PRONASOL

program launched by the Salinas administration (1988-1994) in Mexico, for example,

was seen as a populist response to the worsening poverty and income distribution

problems brought about by Salinas and his predecessor's market-oriented reforms

(Dresser, 1991) with an aim to o�setting the leftist FDN party's mounting electoral

popularity in urban areas.

To be sure, authoritarian rulers introduce procedurally competitive elections to

�reap the fruits of electoral legitimacy without running the risks of democratic uncer-

tainty" (Schedler, 2002, 37), but the �uncertainty" inherent in competitive elections

means the risk of electoral defeat always exists even when authoritarian regimes en-

gage in blatant electoral manipulation.17 The fear of democratic transition through

electoral defeat can lead to incumbent authoritarian rulers' attempts to engage in

17 According to Przeworski et al. (2000)'s (2000, 16-7) de�nition, �[A]ll that is necessary for out-
comes to be uncertain is that it be possible for some incumbent party to pose." All more
technical explanation is treat the election outcomes as a realization of a random variable with
each outcome having non-zero expected probability such that replacement risk always exists, I
model this in the next chapter.
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macroeconomic manipulation to in�uence election outcome to their favor. As eco-

nomic inequality becomes more salient in the electoral agenda, incumbent authori-

tarian rulers will need to invest more in public spending programs and expansionary

cycles to increase their marginal probability of victory at the the poll, which further

increases their �scal �nancing needs and the desire for more accommodative mone-

tary policy. Mexico's 1988 general election provides a paradigmatic example of how

authoritarian regime almost lost the election but subsequently recuperated from this

slump through its heavily-invested PRONASOL program. More recent example can

be found in Malaysia's 2013 general election in which the ruling UMNO found itself

struggled in the �class war" lodged by the opposition Pakatan Rakyat (PR),18 and

the debt-ridden Malaysian government launched a series of ambitious public spending

programs but could barely keep the PR's challenge at bay without the help of last-

minute electoral fraud,19 causing Bank Negara Malaysia's (Malaysia's central bank)

policy rate and money supply to �uctuate widely in the fourth quarter of 2012 and

the �rst half of 2013 (MPC, 2013).

However, the same democratic threat that mediated through domestic economic

inequality may enter into incumbent authoritarian rulers' political calculus di�erently

when the loss of political power becomes more imminent. Although retaining politi-

cal control of monetary policy today a�ords incumbent authoritarian rulers enormous

advantage to fend o� the opposition's electoral threat to their rule and therefore re-

duces their preference for CBI, tomorrow, when the balance of political power was

no longer on the authoritarian regime's side, a supplicant central bank will put au-

thoritarian elites' economic interests under the whim of democratic rule, and, should

a �scally expansionary government to assume o�ce, the coming democratic rule can

be very costly to the authoritarian elites. The salience of economic redistribution in

18 Niluksi Koswanage, �Malaysia's `class war' fuels opposition election hopes," Reuters, 2nd May,
2013.

19 Accord to IMF (2012), Malaysia's gross government debt rose to 53% of GDP in 2012.
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politics thus signals the extent to which future democratic governments' economic

policy orientation will deviate from current course of policy. As the balance of polit-

ical power shifts toward the citizens, the probability that a reorientation of economic

policy toward a more expansionary direction will occur as a result of the authoritar-

ian regime's electoral defeat also increases, which constitutes strong motivation for

incumbent authoritarian rulers to implement CBI reform to de�ect this anticipated

future economic loss induced by political regime change.

The usefulness of elucidating these two competing mechanisms within the same

theoretical framework is that it allows us to generate testable hypothesis and suggest

when and where the monetary �nancing e�ect or the institutional insulation e�ect

will be more important in shaping incumbent authoritarian rulers' CBI preference and

therefore helps to explain observed CBI outcomes. For example, we might expect the

monetary �nancing e�ect to be more observable where the opposition is less electorally

competitive vis-à-vis the authoritarian regime, or where economic redistribution has

failed to become a salient cleavage for electorally mobilization (such as when eco-

nomic inequality is relatively low). CBI reform is less likely to occur under these

circumstances. On the contrary, where economic redistribution is a salient dimension

of electoral politics, we might expect an increase in the citizens' political power (or,

equivalently, a weakening of authoritarian regime's own electoral competitiveness) to

generate a strong institutional insulation e�ect that promotes the incidence of CBI

reforms.

While previous analysts were correct to identify and emphasize the positive link

between democracy and CBI, I view my hypothesized dual e�ects of democratiza-

tion as complementary to their claims and better clarify the microfoundation of in-

cumbent authoritarian rulers' incentive (and disincentive) to enhance CBI under the

threat of democratization through electoral defeat. As with the time inconsistency

problem central to the foundation theory of CBI, incumbent authoritarian rulers are
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also confronted with an intertemporal maximization problem. The marginal electoral

competitiveness a�orded by a politically subservient central bank�through the mon-

etary �nancing mechanism�to incumbent authoritarian rulers today can become the

source of economic disutility should a �scally expansionary democratic government to

assume o�ce tomorrow. Alternatively, the competitive edge sacri�ced by delegating

monetary decisions to the central bank today can help to minimize the destabilizing

impact of future democratic rule on the would-be out-of-power incumbent author-

itarian rulers' economic interests. Exactly because policy discretion is desirable to

incumbent o�ce holders, authoritarian rulers tend only to implement CBI reforms un-

til the loss of political power becomes almost certain and particularly where economic

redistribution is elevated to such a political saliency that augurs future volatility in

economic policy-making.

In fact, the argument elaborated here is conceptually similar to the risk aversion

approach commonly employed to analyze agents' behaviors toward risk when exposed

to uncertainty (Pratt, 1964; Arrow, 1965). To wit, incumbent authoritarian rulers'

decisions to delegate monetary power to the central bank under the uncertainty of

authoritarian election is analogous to making a choice between a lottery draw (i.e.,

the probability of electoral victory) and a certainty equivalent (i.e., CBI) that will

make an individual indi�erent between the expected return from the lottery and this

�xed amount. Because the outcome of an election is, at least theoretically, generated

from the realization of a random variable (ref. Footnote 4.5), the �risk" of such a draw

is therefore de�ned as the variability in election outcomes. From the point of view

of incumbent authoritarian rulers, when the balance of political power still favors the

authoritarian regimes, incumbent authoritarian rulers may be more willing to take

the �risk" implied by not insulating monetary policy from political control in order

to maximize the probability of electoral victory to prolong their political survival.

However, as such �risk" increases, authoritarian rulers may prefer a more indepen-
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dent central bank that gives them less policy discretion at present but more certain

utility in future democratic periods. This latter incentive should be more pronounced

in more unequal countries where the cost of not insulating monetary decisions from

democratic control are higher. This approach is consistently with the microfounda-

tion of my theoretical model for it helps to clarify why incumbent authoritarian rulers

may prefer di�erent types of �investments" in economic institution (CBI) as the de-

gree of democratic threat increases and under di�erent levels of economic inequality.

The structure of the formal model analyzed in the next chapter builds on this risk

aversion framework to assess the marginal e�ects of democratization and economic

inequality on incumbent authoritarian rulers' CBI preference.

One last point that is worth emphasizing before I turn to formal and statistical

evaluation of the theoretical model claim is that although my claim that democrati-

zation can produce mixed e�ects on the incidence of CBI is clearly in tension with

majority of existing literature that posits a direct positive link between democracy

and CBI, the main theoretical contribution of this study is to develop a more gen-

eral framework to explain the political origin of CBI reforms in an important subset

of illiberal regimes that supposedly demand least CBI. Of course, adjudicating the

relative explanatory power of existing approaches to my own here in understanding

the relationship between political regimes and CBI is ultimately an empirical ques-

tion and beyond the scope of this study, but through the mixed-method evaluation I

engage in the following chapters, I am able to show that my theoretical model more

consistently explain the incidence of CBI reform (and the lack thereof) in both his-

torical and contemporary perspectives across a range of competitive authoritarian

regimes have received sustained scholarly attention in the last decade.

In the next chapter, I develop a formal model to render the mechanisms suggested

by my theoretical claim and pin down the comparative static e�ects of the key theo-

retical parameters, democratization and economic inequality. I then take two di�erent
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empirical approaches to assess the validity of the claim I advanced here. In Chapter

4, I employ a variety of statistical models to identify the causal paths between de-

mocratization and CBI as well as their functional forms suggested by my theoretical

model. In Chapter 5 and 6, I turn to case studies of Mexico and Taiwan, two modal

cases of competitive authoritarianism, to describe how the causal process implied by

my theory unfolded in actual empirical cases and why it led to the incidence of CBI

reform in Mexico but produced little change in Taiwan. The extended case studies of

Chile, South Africa, and Thailand in Chapter 7 show that my theoretical approach

can also help to account for the variance in observed CBI outcomes across a wide

range of transitional countries.
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Chapter 3

Democratization and Central Bank

Independence: A Theoretical Model

This chapter turns to a formal analysis of the institutional consequence of de-

mocratization on central bank independence (CBI). The analysis aims to clarify and

adjudicate the competing e�ects of democratization (institutional insulation vs. mon-

etary �nancing e�ect) described in the previous chapter. On the one hand, consistent

with the formal prediction and empirical evidences raised by a number of existing

studies on this topic (Goodman, 1991, 1992; Cukierman, 1994a; Alesina and Gatti,

1995; Boylan, 2001a,b), an imminent loss of political power can motivate authoritar-

ian rulers to implement CBI to block their democratic successors' access to monetary

policy decisions. This is so because once democracy is established, they can legally

exert their will over �scal policy through their control of the political institution; one

(and, in fact, the only way) for the outgoing authoritarian rulers and their supporters

to undercut the citizens' de jure political power under democracy is therefore to use

CBI to limit the extent to which future democratic governments can exploit mon-

etary policy for (usually politically-induced) �scal expediency. On the other hand,

the political control of monetary policy also a�ords incumbent authoritarian rulers

greater wider policy discretion to manipulate �scal and monetary policy for electoral
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gain, the onset of democratization thus endogenously decreases authoritarian rulers'

incentive for CBI. However, my analysis in the previous chapter also suggests that

the incidence of CBI may be more likely to occur as the balance of political power

shifts decisively to the citizens. Exactly because of the constraining e�ect of CBI

on incumbent governments' �scal and monetary policy discretion, political survival-

maximizing authoritarian rulers tend to resort to CBI only when their tenure becomes

less secure. The imminent loss of political power by authoritarian rulers may make

unreformed, politically-subservient central bank susceptible to the policy interference

by democratic governments should a populist politician to assume o�ce in the future;

this latent destabilizing democratic threat can therefore motivate authoritarian rulers

to undertake CBI reforms as a preventive measure to insulate their economic interests

from the uncertainty of democratic rule.

The usefulness of the formal models developed in this chapter is that they allow

us to pin down the e�ects of key causal variables (democratization and economic in-

equality) identi�ed in the theoretical chapter and, more importantly, to elucidate the

competing e�ects of democratization on the incidence of CBI within a single theoret-

ical framework. An important research question posed by my analysis in Chapter 2

that might be di�cult to explicate directly is: if both hypotheses were true, by which

democratization �rst heightens salience of monetary policy in the gradually more

competitive political space and, subsequently, motivates authoritarian rulers to both

suppress and promote CBI, then under what conditions may the monetary �nancing

e�ect or, alternatively, the institutional insulation e�ect be more important? In other

words, the formal analysis aids in clarifying how the mechanisms suggested by the

theory elaborated in Chapter 2 work and, through comparative statics, validating

the directions of their hypothesized e�ects. The ultimate aim of this exercise is to

develop testable hypotheses in the empirical analysis chapters and suggest observable

implications about when and where phenomena or behaviors pertaining to the mon-
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etary �nancing or institutional insulation e�ect are more likely to be observed, which

may help to explain variation in CBI outcomes over the course of democratization

and across countries.

The models suggest that the monetary �nancing e�ect of democratization will

be relatively more important when the issue of economic inequality forms an impor-

tant focal point for political mobilization in national politics, particularly at the initial

stage of democratization when the democratization initiative is still largely controlled

by authoritarian regimes. In practice, the two causal variables in the models play a

key role in in�uencing the incidence of CBI. First, one of my models suggests that by

raising the political salience of existing economic inequality (which may otherwise be

suppressed absent democratization that politically empowers the majority citizens),

democratization produces an incentive for political survival-maximizing authoritar-

ian rulers to manipulate economic policies to shore up political support from the

citizens�in way similar to the selectorate size-public good provision link propounded

by Bueno de Mesquita et al. (2003)�in the form of redistributive public spending

programs which endogenously increases authoritarian rulers' desire for greater mon-

etary policy accommodation by their central banks. Despite the looming threat of

a democratic takeover of the �scal (i.e., the state) and monetary institution (i.e.,

the central bank), the desire to exploit monetary policy to �nance their politically-

induced �scal policy as an instrument to lengthen their political survival may even be

stronger, relative to the incentive to insulate monetary policy decisions from demo-

cratic politicians through CBI, from the perspective of political survival-maximizing

authoritarian rulers. Secondly, my model privileges the economic source of the mon-

etary �nancing e�ect of democratization. The monetary �nancing e�ect is triggered

by authoritarian rulers' reliance on monetization of government spending to �nance

their politically-induced �scal policies targeted toward maximizing the probability of
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political survival in the uneven electoral playing �eld,1 but not by democratization

per se.

The intuition is that as the political con�ict over economic inequality intensi�es

as the citizens' political power increases following the democratization of the political

space, authoritarian rulers have more incentive to exploit public policies to mitigate

this con�ict, which in turn motivates them to seek greater monetary policy discretion

to facilitate the implementation of these policies. The empirical implication of this

hypothesis suggests that the competitive pressure brought by democratization can

generate a disincentive for incumbent authoritarian rulers to suppress CBI.

However, my model also shows that as the outcome of authoritarian election be-

comes less certain�as a function of the citizens' political power�authoritarian rulers

may be more willing to accept the cost of losing monetary policy discretionary and

enact CBI to block their democratic successors' access to monetary policy decisions.

As with the structural factor (economic inequality) that triggers the monetary �nanc-

ing e�ect of democratization, higher levels of economic inequality also signal that the

economic policy orientation of future democratic governments will be highly expan-

sionary and redistributive; thus, as the citizens' political power increases over the

course of democratization, this democratic threat may loom larger in authoritarian

rulers' strategy calculus and thereby raise the importance of institutional insulation

e�ect of democratization, relative to the monetary �nancing e�ect. In more un-

equal countries, an increase in citizens' political power through democratization can

heighten authoritarian rulers' incentive to use CBI to guard their economic interests

against the destabilizing threat of in�ationary �scal and monetary policy under the

whim of democratic rule.

1 In fact, any forms of direct and indirect public resource transfer between foreign govern-
ments/economic sectors to national governments, including foreign aid (Bueno de Mesquita
and Smith, 2007; Bermeo, 2011) and natural resources earnings (Karl, 1997; Wantchekon, 2002;
Dunning, 2008), can be said to have the same public �nancing e�ect on governments' �scal
co�ers. At the margin, these non-tax incomes serve the same purpose of displacing the need for
taxation and create additional �nancial leeway for incumbent politicians' political maneuvers.
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I model these claims below in the context of a simple democratic transition model

and a modi�ed risk-aversion model consisting of a political space and a monetary

policy space, in which two di�erent groups of citizens (authoritarian elites and the

citizens) vie for the control of political institution in order to claim the legitimate role

to set �scal policy (directly associated with the control of political institution) and

monetary policy to their respective ideal policy pair. The structure of these models is

similar to Acemo�glu and Robinson's (2008) de jure/de facto political power analyti-

cal framework in some key aspects: the latter assumes the equilibrium political state

{authoritarianism (A), democracy (D)} as a function of the citizens' democratic ad-

vantage (i.e., being more numerous) and elites' investment in economic institutions.

In the models developed here, politics is de�ned as the con�ict over the control of

political institution (i.e., the state) and, correspondingly, the formal power to set

economic policies (�scal and monetary) between a group of authoritarian elites and

a much larger group of majority citizens. Also, to clarify usage, I use �authoritarian

ruler(s)" to refer to the leader or �head of state" of existing authoritarian regime who

has the ultimate power to make policy decision to advance the interests for herself and

that of her group, that is, authoritarian ruler acts on behalf of the state;2 meanwhile,

I use the blanket term �authoritarian elites" to denote a small group of citizens who

ally themselves with the authoritarian ruler and, for that reason, enjoy privileged

access to public resources and the state's policy-making apparatus that makes these

resource allocation decisions, relative to the more numerous citizens whose access

to public policy-making are restricted under authoritarianism. In the following para-

graphs, I use the term �authoritarian ruler(s)" in context where the actors in question

have to make policy decisions in the capacity of the state, and I use �authoritarian

elites" and �citizens" to refer to two competing groups of citizens with di�erent public

2 Note that this �authoritarian ruler" does not need to be the same person throughout the time
frame of the analysis, this ruler can be any person drawn from the group of authoritarian elites
and serves as the leader of and rules the country on behalf of authoritarian elites.
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policy preferences and vie for the control of the state.

This two-domain approach is instrumental in the sense that agents' preferences

over economic policies are at the core of their preferences over political institutions-

because the control of political institution, by means of popular election or revolu-

tion/coup d'etat, is the pre-condition for having the formal political power to set

economic policies. Following a large body of political economy literature on the

economic source of democratization, my model focuses on the con�ict between au-

thoritarian elites and the citizens over public policies and the allocation of public

resources. Because the state is the ultimate political authority that can legitimately

set these public policies, the control of the state is the necessary (though not su�-

cient) condition for setting a group's preferred policies and regime type signi�cantly

determines the relative extent of each group's access to public policy-making (?Pers-

son, Roland and Tabellini, 2000a; Grossman and Helpman, 2002).3 Approaching my

theoretical argument this way helps to explain why an increase in the citizens' de jure

political power through democratization would alter the structure of political con�ict

over economic policy and lead to a change in economic institutions (CBI).

However, the models also di�er from Acemo�glu and Robinson's approach in the

following aspects. First, an important implication of the models developed here is

that they assume that although political institutions confer the more powerful group

the formal political power to set policies, other groups (here, this refers to authoritar-

3 Readers familiar with special interest group (SIG) politics should have noted that the literatures
cited above all make one important assumption assuming that governments' policy outcomes
and voters' decisions can be swayed by monetary resources employed by SIGs. Although this
assumption might not hold under mature, more consolidated democratic setting in which voters
are well-informed of policies and ideological hues of all parties/candidates involved, in many new
democracies, such political awareness can vary greatly across population (and be particularly
low among average citizens) when party/candidate identi�cation and other democratic institu-
tions are weak, as is the case in the democratizing authoritarian political context analyzed here.
See Baron (1994) and Gul and Pesendorfer (2009) for analysis of the e�ects of partisanship and
campaign �nance on electoral competition with informed and uninformed voters. Also, the �un-
informed voters" assumption adopted here parallel with the �rst generation political business
cycle literature (of which voters understand less well about incumbents' competencies and do
not vote retrospectively) referenced in Chapter 2. This explains why campaign expenditures
tend to be large and �scal expansion more observable in this type of countries.
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ian elites) also derive informal in�uence on policy outcomes from other non-political

sources of power. Since my analysis treats authoritarianism as the initial politi-

cal state, the outgoing (and the then �out-of-power") authoritarian elites has the

�rst-mover advantage to remove monetary policy from their successors' policy space

through CBI as a way to undercut the latter's formal political in�uence on economic

policy outcomes. Speci�cally, the willingness of authoritarian elites to exercise this

option depends crucially on their assessment of the relative political power between

the citizens and themselves or, in other words, the probability that they can defeat

the citizens at the ballot box at time t and therefore possess the formal political

authority to determine economic policies, including the decision to enhance CBI, at

time t + 1. The opportunity to exercise this tying hands strategy may be transient

because once authoritarian elites are forced to exit o�ce as a result of losing elec-

tion, they will no longer have formal political power to make policy or to engineer

institutional reforms on economic institutions to in�uence policy outcomes in their

favor. This can create a powerful incentive for authoritarian rulers�who hold formal

political power today�to implement CBI at time t to constrain the citizens' policy

discretion tomorrow (beyond time t).

In this respect, the models di�er from Acemo�glu and Robinson's speci�cation in

that they incorporate a probabilistic element that is endogenously determined by the

citizens' political power. To wit, rather than interpreting the equilibrium political

states as the outcomes of the citizens' democratic advantage net of authoritarian

elites' investment in economic institutions, I model the observed political states as

probabilistic outcomes of the political con�ict between authoritarian elites and the

citizens in which the former is given the option (owing to their �rst-mover advantage)

to exploit monetary policy to increase their informal political power (i.e., their chance

of staying in o�ce by winning the election, pA) or, when the citizens' political power

becomes su�ciently strong and renders the authoritarian regime's political survival
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less certain (i.e., pA ≤ 0.5), to implement CBI to reduce the extent to which their

economic interests will be a�ected by politicians' discretionary policy-making once

the political regime transitions to democracy. The approach here posits that there

exists both a stochastic process and a �certainty" option that jointly determine au-

thoritarian elites' utility from the control of political and economic institutions and

their attitudes toward CBI. For instance, when pA is high (which depends endoge-

nously on authoritarian rulers' reliance on using �scal policy to court the citizens'

political support), the allure of electoral triumph through �scal manipulation can

motivate authoritarian rulers to enhance their control of monetary policy in order to

better accommodate their politically-induced �scal policy; yet, as the outcome of this

electoral gamble becomes less certain (meaning that the complementary probability

(1 − pA) of democratic transition through electoral defeat increases), authoritarian

rulers may be more willing to choose CBI as a certainty option to reduce the cost

to their economic interests under the less palatable political outcome (transition to

democracy). The fact that in some democratizing countries CBI occurred long be-

fore the emergence of democratic transition may be because authoritarian rulers have

tried to avert the unfavorable outcome of political democratization (or to attenu-

ate its e�ect) through CBI reform. The model developed in the rest of this chapter

purports to explain how the changes in parameter values of causal variables (as well

as their empirical implications) in this stochastic electoral competition environment

suppress or promote the incidence of CBI as a certainty option chosen by political

survival-maximizing authoritarian rulers.

Given this framework, the contribution of the formal analysis is to clarify how the

onset of democratization in�uences authoritarian rulers' �scal and monetary policy

behaviors and thereby shapes their attitudes toward CBI. On the one hand, the polit-

ical control of monetary policy (i.e., low CBI) gives authoritarian rulers greater policy

discretion that enhances their existing political advantage vis-à-vis the citizens. On
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the other hand, whereas a weak CBI a�ords authoritarian rulers tremendous incum-

bency advantage, once the citizens control the political institution as a consequence

of democratization, a weak CBI susceptible to the executive's political interference

can become a liability to the out-of-power authoritarian elites. A shift in the balance

of political power from authoritarian elites to the citizens may therefore motivate au-

thoritarian rulers to implement CBI to remove, preemptively, monetary policy from

the executive's political control so as to reduce the impact of discretionary economic

policy making (by democratic politicians) to their economic interests under future

democracy.

I �rst develop and solve a model of democratic transition, in which authoritarian

rulers move �rst by opening the political space that allows the citizens to organize

and compete with authoritarian candidates in the uneven electoral level-playing �eld,

authoritarian elites then weigh the utility and cost of retaining monetary policy discre-

tion or to implement CBI (prior to the transition to democracy) to remove monetary

policy from the executive's political control. I then model a modi�ed risk-aversion

model to analyze how an increase in the citizens' political power alters incumbent au-

thoritarian rulers' attitudes toward political control of monetary policy and therefore

explains the incidence of CBI. Finally, I turn to comparative statics analysis of this

model to derive and verify the marginal e�ects of causal variables (democratization

and economic inequality) on the incidence of CBI-as hypothesized by the theoretical

claims made in Chapter 2. The comparative statics of the model suggest that the

expected utility and cost associated with the persistence of authoritarian political sys-

tem and those under democracy in�uence authoritarian rulers' attitudes toward CBI.

In particular, an increase in the citizens' political power (and a corresponding increase

in the uncertainty around authoritarian election outcome) increases the importance

of institutional insulation e�ect, which heightens authoritarian rulers' incentives to

enhance CBI. The �nal section of this chapter discusses the comparative statics re-
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sults, their potential problems and interpretation, and the empirical implications of

the models for statistical analysis and case studies in subsequent chapters.

3.1 AModel of Democratic Transition and Politically-

Induced Fiscal and Monetary Policy

The Setting

Consider for example, in a country with a continuum of citizens of mass one and an

economy of size y, the incumbent authoritarian ruler decides to open up the political

space to allow the erstwhile politically-repressed, disenfranchised citizens to organize

and �eld candidates to participate in competitive elections. By assumption, citizens

belong to two distinct groups, the �authoritarian elites" (e) and �the citizens" (c),

where a proportion δ of the population are authoritarian elites who control a fraction

θ of total wealth in the country and the rest (1−δ) of the population are the citizens

controlling (1−θ) of the wealth with δ, θ ε (0, 1) and δ < 1

2
and θ > 1

2
, so the citizens

are more numerous but own less average level of wealth in the country. Let the total

wealth of the country be proportional to its GDP, y, the average private wealth of

each member of authoritarian elites is ye = δ

θ
y and for each member of the citizens

yc = 1−δ
1−θ
y; hence, an average citizen is relatively poorer than an a member of the

authoritarian elites. Here, following Sartori (1976)'s and Hyde and Marinov (2012)'s

de�nitions, among others, �competitive election" means elections in which opposition

is allowed to organize and more than one legal party/candidate is allowed to compete

and, the outcome of the election is uncertain (Przeworski et al., 2000, 16).

The emphasis on �uncertainty" is essential for de�ning �democratization" as a
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process of political transition from an authoritarian political system (in which mean-

ingful political participation and voting are either restricted or strictly prohibited)

to a democratic one. Because institutionalized access to public policy-making and

government alternation by majority citizens (e.g., assemble and associate, voting,

etc.) are limited under authoritarianism, future interactions among actors are highly

predictable in that existing form of political domination and resource allocation are

expected to persist inde�nitely. Yet, the uncertainty introduced by competitive elec-

tion de�ned above implies the possibility for some incumbent authoritarian rulers to

lose. To be sure, �[A]ll that is necessary for outcomes to be uncertain is that it be

possible for some incumbent party to lose" (Przeworski et al., 2000, 17); yet, the em-

phasis on uncertainty should not be equated to �unpredictability" and is by no means

mutually exclusive with the concept of �menu of manipulation" that Schedler (2002,

2006) use to de�ne the source of �competitiveness" of electoral authoritarian regimes

as the probability distribution of electoral outcomes should assumed to be normally

distributed (and when realized pA ∈ (0, 0.5], authoritarian rulers lose the elections)

and incumbent authoritarian rulers are also free to manipulate any instruments at

their disposal to maximize pA as a result of the underlying political systems being

�authoritarian." The point is authoritarian rulers can observe the range of possible

electoral outcomes but do not know which outcome will be realized because pA is ex

ante unknown, as Przeworski (1991, 12) put it: �[actors] know what is possible and

likely but not what will happen." Because competitive elections introduce the possi-

bility of the realization of unpalatable political outcomes (not matter how small the ex

ante estimate of pA is),4 political survival-maximizing authoritarian rulers have the

4 An important distinction between outcome-based (Laakso and Taagepera, 1979; Kenig, 2009;
Gherghina and Tseng, 2012; Rozenas, 2012) and rule-based measures (Hyde and Marinov, 2012)
for electoral competitiveness is that the former only allows one to infer post hoc about the
competitiveness of a particular election (thus potentially excluding cases where institutional
arrangements allow parties/candidates to compete competitively but electoral outcomes turned
out to be one-sided (i.e., Type II error)), while the latter measures �competitiveness" by whether
existing rules allow multiple legal parties/candidates to compete unconditional on observed out-
comes and regime type-leave open the possibility of incumbent loss even under an authoritar-
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incentive to manipulate policy instruments�including, most observably, economic

policies�to reduce such possibility,5 which motivates this study.

I then de�ne the aggregate production function that determines the country's out-

put, y. We can represent the baseline aggregate production function using the terms

informed by previous studies (e.g., Taylor (1993), Bernanke and Woodford (1997),

Clarida, Galí and Gertler (1999), and McCallum (2000), among others) using

y = yn − ϕ[πCB − π], (3.1)

where yn is the natural rate of growth, πCB and π in the square brackets are the

expected natural rate of in�ation and the central bank's money supply (M2), similar

to Clarida, Galí and Gertler's (1999: 1665) speci�cation of the tradition Keynesian

IS/LM framework.6 One can conceptualize the output gap, y − yn, as an IS curve

relating inversely to real in�ation (πCB − π) while ϕ serves the same function as the

Phillips curve that measures the e�ect of real in�ation on the output gap.7

ian political setting. This latter de�nition also does not contradict the fact that authoritarian
rulers can employ a variety of instruments to prevent the occurrence of less favorable electoral
outcomes-in fact, a large part of my argument on the relationship between democratization
and the intertemporal CBI is built on this point; all that matters is for incumbents to allow
other independent groups of candidates to participate and ready to accept the uncertainty of
this electoral game. Take Mexico's PRI and Taiwan's KMT for example, both regimes allowed
the existence of competitive elections (for national and local posts) but pursued a dominant
party-strategy by which elections cannot be lost; yet, despite this e�ort, both regimes occasion-
ally lost to opposition parties or independent candidates and both eventually yielded political
power to the opposition, resulting in democratic transition in the year 2000. I adopt Hyde and
Marinov's (2012) rule-based de�nition for �competitive election" in the formal model developed
here and my argument throughout this study.

5 This is akin to the bias term, β, in Hyde and Marinov's (2012, 200) bias function of observed
election outcomes, f(x) = x

1
1+β , in which an increase in β (such as unfree media and pro-

incumbent institutional arrangements) biases election results f(x) in favor of incumbent parties.
6 Note that in Clarida, Galí and Gertler (1999, 1665), Clarida, Galí and Gertler use period t

interest rate it in place of money supply and specify the relationship between output gap and
period t as a system of two equations determined by output gap, expected next period output
gap, expected next period in�ation, and two i.i.d. stochastic error terms. However, as I showed
in Appendix A of this chapter, the interpretation of the analytical result of Clarida, Galí and
Gertler's more complex speci�cation is the same as that of (3.1). For simplicity, the formal
analysis here will not further explore the relationship between output and other parameters not
included in (3.1).

7 In short, IS curve renders the relationship of interest rate to income while the Phillips curve
represents the relationship between wage in�ation and unemployment rate (and thereby output
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Alternatively, the second term in (3.1) may be thought of as the loss function

of a conservative central bank/incumbent politician, of which monetary expansion

marginally decreases a country's output through ϕ (as πCB carries a negative sign).

Also, by taking �rst derivative of y with respect to πCB, it is easy to show that an

individual with higher income would prefer less in�ationary monetary policy since

∂y

∂πCB
= −ϕ

θ
< 0. By extension, because authoritarian elites (citizens) are less (more)

numerous and control more (less) private wealth in this country, authoritarian elites

(citizens), in general, prefer less (more) in�ationary monetary policy; in the following

analysis, I denote authoritarian elites' and the citizens' preferred monetary policy by

πe and πc, respectively, and πe < πc.

Citizens (including members of authoritarian elites) derive utility from private

income as well as public spending in each period t. The utility of individual i in each

period t can be speci�ed as

U i

t = yit + g(πCB),∀ i = {e, c} (3.2)

where g(.) is a concave public spending function (by the government) with g(.)′ > 0,

g(.)′′ < 0, and g(0) = 0. The amount of public spending is determined by the mone-

tary authority's monetary policy, πCB, in each period. The concavity of g(.) captures

the diminishing marginal utility and ine�ciencies typical in public goods and services

provision. Also, this functional form speci�cation highlights the importance of po-

litical control of monetary policy-making because incumbent politicians can increase

the amount of public spending in each period by requesting their central banks to

expand money supply (via interest rate and/or exchange rate manipulation) at the

expense of potentially in�ationary consequences.

The budget constraint for the government's public spending in each period is given

gap, because an increase in unemployment rate reduces output). The latter point can be proved
by rearranging yn to the left-hand-side of (3.1), so that the term in the right-hand-side relates
real in�ation to output gap.
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by

gt = ge + gc = (1− λt)g(πCB) + λtg(πCB), (3.3)

where λ ∈ (0, 1) and λt (1 − λt) denotes the proportion of total public spending tar-

geted toward to the citizens (authoritarian elites) in period t. λ can be conceived as

the government's pro-redistribution bias in public spending policy-making, for higher

λ implies more public spending targeted toward the relatively poor citizens-a policy

instrument that can be used for electoral manipulation, as I will analyze shortly. By

expression (3.3), the utility of a member of the authoritarian elites and a member of

the citizens under existing authoritarian regime can be written as

U e

A = ye + (1− λt)g(πCB) (3.4)

and

U c

A = yc + λtg(πCB), (3.5)

respectively.

Analogously, authoritarian elites and the citizens' utility functions under democ-

racy can be expressed as

U e

D = ye + (1− λct)g(πc) (3.6)

and

U c

D = yc + λctg(πc). (3.7)

Note that there are two choice variables {πt, λt} in the above utility functions,

representing the sources of two di�erent but interrelated public policies: πt deter-

mines the amount of money supply circulated in a given country and the maximum

amount a government budget the executive can request the central bank to mone-
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tize (thus setting an upper bound on g(.)) and λt is the pro-redistribution bias of

incumbent government (authoritarian or democratic) in period t. Three things are

in order. First, from previous paragraphs, we know that y is decreasing in πCB, so

higher income individuals (and particularly among authoritarian elites) prefer less

monetary expansion by the central bank. Second, because U c
t (U

e
t ) is increasing (de-

creasing) in λ, authoritarian elites' ideal redistributive public spending parameter is

λ = 0 and for the citizens, λ = 1. In future analysis; I will refer to these two ideal

public spending policy parameters as λe and λc. Finally, in (3.7) and (3.6), the utility

functions of both groups are all subscripted by D because democracy is assumed to

be an absorbing state so that after the incidence of democracy occurred in period t,

the political state will remain democratic ∀ t = t + 1,..., ∞. In addition, if existing

institutional arrangements subject the central bank's monetary policy-making place

under the executive's political control by the time of democratic transition, then the

central bank's monetary policy will be set to the citizens' ideal policy πCB = πc for

all democratic periods.

Before I proceed to describe the probability function and the structure of author-

itarian election that determines the realization of political states and public policies,

two points regarding the assumptions of structure of expression (3.1) and (3.2) may

be worth further clarifying here. To begin with, the assumption that the distribu-

tion of public spending is targeted to either the authoritarian elites or the citizens by

the λ term and enters only into these two groups' respective utility function instead

of specifying the g(.) term in the aggregate production function (expression (3.1))

may seem a bit stretched in terms of overspecifying group-level utility function and

thus deviate from the underlying relationship between public spending and economic

growth. After all, from a Keynesian perspective, public spending is an important

element in aggregate production function (at least in the short run) and its spillover

e�ect can a�ect all citizens in an economy. Here, an alternative strategy would be
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to specify g(.) in (3.1) and assume that government spending is not targeted toward

any particular group of citizens (i.e., without the λ term). Yet, there are two caveats

on this alternative speci�cation. First, because g(.) have the same positive e�ect

on aggregate economic growth, y, so the analytical result still holds. Moreover, the

targeting of public spending is important because the emerging competitive authori-

tarianism literature and existing studies on �scal spending volatility have emphasized,

the political control of monetary policy and the biased distribution of public largess

between incumbents' supporters and outgroups is an important source of incumbency

advantage.8 Clearly, it is the newly enfranchised majority citizens whose voting deci-

sions are pivotal to authoritarian rulers' political survival (due to their sheer number),

which therefore motivates authoritarian rulers to manipulate �scal policy to court the

support of this newly enfranchised outgroup than they would otherwise when the po-

litical space is not open for electoral competition. It is thus important to allow public

spending to be allocated disproportionately between authoritarian elites and citizens

while letting λ be determined by incumbent authoritarian rulers' political survival

needs in each period.

Secondly, the idea that political regime types {authoritarianism, democracy} al-

locate political power to authoritarian elites or the citizens and therefore enable

incumbent groups to choose their ideal policy pair {πt, λt} characterize the basic

structure of this analysis, which is the central focus of the next section. On the one

hand, authoritarianism allows authoritarian rulers and their coalition members to

choose public policies that maximize their intertemporal utility. As the selectorate

theory (Bueno de Mesquita et al., 2003; Bueno de Mesquita and Smith, 2009) has sug-

gested, authoritarian rulers may show less interest in public policy-making (despite

their control of �scal and monetary power through their control of the state) when

the selectorate size is small; yet, as selectorate size expands, authoritarian rulers may

8 See, for example, Magaloni's analysis of PRI's strategic allocation of public resources across
pro- and anti-PRI constituencies as a hegemonic party survival strategy.
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have incentive to exploit public policies to o�set the citizens' democratic threat in the

political domain, which in turn reinforces the importance of political control of �scal

and monetary policy-making in incumbent authoritarian rulers' political agenda. On

the other hand, democracy�a form of government characterized by majoritarian con-

trol of political institutions�is assumed to give the citizens greater political power

to set and implement their preferred public policies. The underlying conceptualiza-

tion of �democratic transition" and where this political process leads to (democracy)

is therefore procedural in essence, focusing on the contestation between rival o�ce-

seekers over selectorates' votes in order to acquire the power to decide public policies

their voters prefer.9 The maintained assumption is that greater degree of political par-

ticipation and contestation tend to enhance the political power of the citizens (who

are more numerous), relative to authoritarian elites, and allow the former to choose

their preferred policies through their majority control of political institutions. Of

course, this hypothesis does not exclude the possibility that authoritarian elites can

exert their in�uence on policy outcomes through their informal political power (such

as private wealth) or participate in electoral contest as citizen candidates (Osborne

and Slivinski, 1996) under democracy. Instead, the underlying hypothesis should

be understood as a comparative statement regarding the change in relative political

power between authoritarian elites and the citizens and its institutional consequences.

More important, this hypothesis serves as a useful analytical baseline for explaining

why the anticipated change in formal political power may induce authoritarian rulers

to engage in institutional reforms in the economic domain in order to o�set the citi-

zens' rising in�uence in the political domain.

The insight from this model can be generalized to other similar political contexts,

9 In other words, this conceptualization is Schumpeterian. In Schumpeter's own de�nition: �the
democratic method is that institutional arrangement for arriving at political decisions in which
individuals acquire the power to decide by means of a competitive struggle for the people�s
vote." (Schumpeter, 1942, 250). To Schumpeter, democracy is merely a method, neither valu-
able in itself nor tending to good ends.
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such as increased inter-party competition following the change in electoral rules or

more intensi�ed interest group engagement (Grossman and Helpman, 2002) after

the promulgation of certain campaign regulations (such as political action commit-

tee (PAC)10) so long as the anticipated change in the legal, formal political domain

gives the erstwhile excluded/underprivileged groups more in�uence on policy out-

comes than they do under previous political and legal environments.

Authoritarian election and electorally-induced �scal and mon-

etary policy

Now suppose the incumbent authoritarian ruler in this country decides to open the

political space by enfranchising the δ proportion of the population that e�ectively al-

lows these newly enfranchised voters to participate and choose between the incumbent

and opposition candidates in each period of the competitive (though unfair) election.

As standard in many models of political competition, in the model described below,

the authoritarian ruler can take advantage of her incumbency to choose �scal and

monetary policies optimally in each election period to maximize her probability of

victory.

I further treat the outcomes of this series of authoritarian elections as the realiza-

tion of a binary variable: the authoritarian ruler and opposition candidates (chosen

from the citizens) compete for the realization of state variable s ∈ {A, D} in each

election period (t = {1, 2, 3,..., ∞} until D is realized and becomes an absorbing

state). The political state remains authoritarian until period t + 1 if incumbent au-

thoritarian ruler (or any candidates endorsed by the authoritarian elites) wins the

election (with probability pA), and the action set of authoritarian elites consists of π̃At
10 See, for example, Poole, Romer and Rosenthal (1987), Griera, Munger and Roberts (1994),

Romer and Synder (1994).
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: {A} → [0, 1] and λ̃At : {A} → [0, 1].11. On the contrary, when the authoritarian

candidate is defeated by any of the non-authoritarian opposition candidates (with

complementary probability 1 − pA), the political state transitions to democracy and

the citizens can implement an action set consisting of πDt : {D} → [0, 1] and λDt :

{D} → [0, 1].

I adopt from Baron (1994), Grossman and Helpman (2002), and Persson and

Tabellini (2000) by assuming that citizens' voting decisions can be swayed by short-

term increase in consumption level stimulated by various public spending programs

encompassed under expansionary �scal policy. Here, expansionary �scal policy is �-

nanced by monetary policy, of which the executive (here, the incumbent authoritarian

ruler) estimates the amount of budget necessary to �nance various public spending

programs targeted toward in�uencing the outcome of upcoming election, this esti-

mated budget is then presented to the central bank for monetization, the central

bank then sets monetary policy (πCBt ) accordingly. The policy discretion over �scal

and monetary policy associated with the control of �scal power (i.e., the state) and

monetary institution (when CBI is weak) therefore provides enormous incumbency

advantage to the authoritarian ruler in electoral competition. However, the extent

to which authoritarian ruler would like to take advantage of this policy discretion

for gaining electoral edge is partially endogenous: the extent to which incumbent

authoritarian ruler would exploit such incumbency advantage depends critically on

the degree of the citizens' political power. At the initial stage of democratization, the

authoritarian ruler has the incentive to enhance this incumbency advantage through

pro-incumbent institutional reforms, which can have long-lasting e�ect on �scal and

monetary policy-making in all subsequent periods; however, as I will analyze below,

an increase in the citizens' political power can also motivate the authoritarian ruler

to relinquish the most important source of this incumbency advantage, that is, the

11 Following LaValle (2006), I use upper tilde ˜ to denote the two choice variables {π̃t, λ̃t} realized
until t.
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political control of monetary policy. For analytical simplicity, in this rest of this chap-

ter, I assume there exists only one opposition candidate proposing the policy pair {πc,

λc} preferred by δ proportion of the citizens and competing against incumbent au-

thoritarian ruler in each election period, although the analytical results can readily

be generalized to any other electoral contexts with n ≥ 2 opposition candidates.

Suppose in every election citizens vote for the incumbent authoritarian ruler if

λtg(πCB) ≥ υ + α, (3.8)

and for opposition candidate otherwise, where α is mean-zero random variable, dis-

tributed uniformly on
[
− 1

2ψ
, 1

2ψ

]
with density ψ > 0. α thus presents an aggregate

random exogenous shock that occurs stochastically but is observed by both authori-

tarian elites and the citizens. υ is a non-zero aggregate �popularity" shock variable,

distributed uniformly on
[
− 1

2φ
+ µ, 1

2φ
+ µ
]
with density φ > 0 and 0 < µ ≤ 1 − δ. A

positive υ indicates a υ proportion of the citizens (which constitutes 1 − δ of the total

population) who prefer the opposition candidate to incumbent authoritarian ruler.12

This random element aggregates various unobserved stochastic elements pertaining

to voters' ideological preferences for the opposition (e.g., voters' temporal perception

of incumbents' �competency," pro-democratic values13) into expression (3.8) (Rogo�

and Sibert, 1988; Rogo�, 1990; Freeman and Houser, 1998), allowing υ to vary in each

election while not being fully observed by the authoritarian ruler14 (it is only directly

observed by the citizens). In addition, υ can be viewed as the citizens' �democratic

12 By extension, as µ → (1 − δ), meaning that now all citizens (i.e., 1 − δ of the population)
prefer the opposition candidate to the incumbent authoritarian ruler, this makes it harder for
the authoritarian ruler to use public spending to sway election results.

13 Changes in social values favoring democratic principles and rules of law can certainly have
a long-run impact on citizens' support for existing authoritarian political system, which is
independent of the plebiscitarian aspect of democracy�holding elections does not make au-
thoritarianism more valuable as a political system in the eyes of the citizens�and has become
the central focus of many cross-national comparative survey programs under Global Barometer
Surveys.

14 All the authoritarian ruler knows about υ is its probability distribution (centered around its
mean µ) but does not know its true value.
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advantage" I emphasized in the theoretical argument because it represents the pro-

portion of anti-authoritarian population whose political power the authoritarian ruler

wishes to suppress with policy instruments.15 For analytical convenience, I further

assume that both ψ and φ are almost everywhere di�erentiable.

Rearranging (3.8)

λtg(πCB)− υ − α ≥ 0.

It is intuitive that incumbent authoritarian ruler can o�set the citizens' democratic

advantage, υ, by manipulating the two choice variables in the policy pair {λt, πt}: the

authoritarian ruler can increase the proportion of public spending, λt, allocated to the

citizens and/or increase the overall size of �scal budget through monetary expansion,

πt.

Authoritarian Survival and Democratic Transition

By standard arguments in campaign �nance literature, I de�ne incumbent authori-

tarian ruler's vote share in a given election as

1

2
+ ψ

(
λg(πCB)− υ

)
, (3.9)

where expression (3.9) is obtained by evaluating the cumulative distribution function

(CDF) of α. From (3.9), incumbent authoritarian ruler's vote share depends posi-

tively on monetary policy-�nanced redistributive public spending λg(πCB): λg(πCB)

is increasing in both λ and πCB, and when λg(πCB) > υ (meaning incumbent author-

itarian ruler's vote share > 0.5), incumbent authoritarian ruler wins the election.

15 Equally speaking, υ can be conceived as an aggregate �bias" in favor of the opposition candidate
or, more generally, democracy.
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By (3.9), the probability that incumbent authoritarian ruler wins the election is

therefore

pA =

([
1

2
+ ψ(λg(πCB)− υ)

]
>

1

2

)

=
1

2
+ φ

(
λg(πCB)− µ

)
. (3.10)

The second line of expression (3.10) is obtained by rearranging and evaluating the

CDF of υ. The probability that incumbent authoritarian ruler loses the election is

the complementary probability 1 − pA. Again, here the probability that incumbent

authoritarian ruler wins the election depends positively on both λ and πCB. Incum-

bent authoritarian ruler can maximize her probability of victory by increasing both

the proportion and the size of redistributive public spending, and as the democratic

advantage of the citizens increases, the proportion and the size of redistributive pub-

lic spending needed to o�set υ may certainly be larger, which can potentially lead

to more distortion on �scal policy and greater preference for monetary policy discre-

tion by incumbent authoritarian ruler. Also note that in (3.10), authoritarian ruler

only observes the mean, µ, of the probability distribution of υ when making policy

decisions aimed at o�setting the anti-authoritarian bias represented by υ in the �rst

line of (3.10) but cannot infer the true υ. This setup corresponds to the fact that

competitive election invariably introduces some positive probability that incumbent

authoritarian ruler may lose one day if incumbent authoritarian ruler underestimates

υ by setting λg(πCB) ∈ [µ, µ + ς), where ς is some small, less than 1 value dis-

tributed on R++, while the true υ is distributed on [µ + ς, 1 − δ), then incumbent

authoritarian ruler loses the election despite intentional e�ort to manipulate policy
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instruments to in�uence election outcome. This setup is important for if incumbent

authoritarian ruler can fully observe υ, then by reasoning backward, she can always

set some combination of λ and πCB that satis�es λg(πCB) > υ�election can never be

lost! Incorporating this �uncertainty" into the model is thus essential to analyzing

the incidence of CBI, which I will show shortly.

Timing of Authoritarian Election and Political Outcomes

The timing and sequence of the authoritarian election in the context of democratiza-

tion are summarized as follows. Under an authoritarian regime:

(A1) Incumbent authoritarian ruler initiates democratization by allowing the citizens

to participate and vote in competitive (though not substantively fair) election(s)

in each period t = {1, 2, 3,..., ∞}.

(A2) Random exogenous shock α is realized and observed by both authoritarian rulers

and the citizens. Random popularity shock υ and its mean µ are realized and

fully observed by the citizens, authoritarian elites can only observe µ but not

the true υ.

(A3) Expecting µ, the authoritarian ruler determines the proportion of public spend-

ing allocated to the citizens, λ), the size of �scal budget, g(πt), and requests

the central bank to monetize this budget amount by setting money supply πCB

= πt.

(A4) Election outcome is revealed, incumbent authoritarian ruler wins the election

when λtg(πCB) ≥ υ + α, and the political state remains authoritarian (A) until

the next period when citizens are allowed to challenge and defeat the existing
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authoritarian political regime electorally with some positive probability. On the

other hand, when λtg(πCB) ≤ υ + α, the authoritarian ruler loses the election

and the political state switches to democracy (D).

(A5) Under authoritarianism, authoritarian elites choose and implement their pre-

ferred policy pair {λ̃e, π̃c}; under democracy, citizens control �scal power (through

their majoritarian control of political institutions) and monetary power (when

the central bank's monetary policy-making is subject the executive's political

interference), citizens choose their preferred policies {λc, πc} in every democratic

period.

(A6) By (A1) to (A5), incumbent authoritarian ruler faces the optimization problem

of (3.11) in every election period and will choose some combination of λ and πCB

satisfying λg(πCB) > υ to maximize pA. Yet, when the political state changes

to democracy (s = D, meaning pA ≤ 0.5), authoritarian elites receive V e
D in all

future periods.

Solving the Authoritarian Election Game

The strategy for solving the model is to specify the value functions for authoritar-

ian elites (whose utility is determined by their leader's policies) and the citizens in

election period t, conditional on the realization of political state {A, D}, and then

use these expressions to analyze the optimal choice of policy pair {λt, πt}. By (3.4)

and (3.5) and without loss of generality, I assume that authoritarian elites' and the

citizens' utility are consistent in each period (t→ t + 1) and authoritarian elites are,

by assumption, the incumbent group at the start of this competitive democratization

process. The value function for authoritarian elites in state {A} can therefore be

written as
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V e

A = U e

t + β[pAV
e

A + (1− pA)V e

D], (3.11)

where the �rst term in (3.11) gives the instantaneous utility of authoritarian elites

as a function of {π̃t, λ̃t} chosen in period t and the second term captures authoritar-

ian elites' continuation value in all future periods, which is discounted back to the

current period t by β (in which 0 < β < 1) and V e
A is simply U e

A.
16 U e

t is realized

whenever incumbent authoritarian ruler wins the election in period t. The �rst term

in the bracketed expression says with probability pA, incumbent authoritarian ruler

(or the candidate she endorses) will win the election and become the incumbent again

and authoritarian elites can continue to set their preferred policy pair {λ̃e, π̃e} until

the next election, while the second term expresses that with probability 1 − pA, the

authoritarian ruler and her group members (i.e., authoritarian elites) will not only

lose the election but also be voted out of political o�ce and receive V e
D in all future

periods. V e
A therefore represents a dynamic value function that authoritarian elites

try to optimize in each successive election periods: V e
A persists until the next election

period whenever pA > 0.5, but when pA ≤ 0.5 authoritarian elites' value function

switches to V e
D in all future periods.

The value function for the citizens evaluated in period t can be similarly written as

V c

A = U c

t + β[pAV
c

A + (1− pA)V c

D]. (3.12)

The interpretation is the same as that of V e
A . U

c
t is the citizens' instantaneous utility

when the realized political state is A and the bracketed terms represent the citizens'

continuation value in all future periods, conditional on the realization of political

16 One can think of this speci�cation as an example of dynamic programming.
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states {pA ◦ V c
A, (1− pA) ◦ V c

D}. I will return to this in the following analysis.

The discussion above establishes the following proposition.

Proposition 1 The realization of the political state as an outcome of the authori-

tarian election game developed above is as follows:

(1) Given µ, if incumbent authoritarian ruler responds to the electoral challenge

from the democratic candidate with policy pair {λ∗, π∗} satisfying λ∗g(π∗) > υ

so that pA > 0.5 as de�ned in (3.10), the political regime remains authoritarian

until the revelation of election outcome in the next election period.

(2) Given µ, if incumbent authoritarian ruler responds to the electoral challenge

from the democratic candidate with policy pair {λ∗, π∗} causing λ∗g(π∗) < υ so

that pA ≤ 0.5, the political regime transitions to democracy and stays democratic

forever.

Note that I used {λ(µ), πCB(µ)} to denote {λ∗, π∗} to represent incumbent au-

thoritarian ruler's best response policy pair given µ, which is an estimated mean of

υ (the true aggregate citizen bias against existing authoritarian regime). I focus on

the political outcome (political state) of the authoritarian election game and used

the inequality of λ∗g(π∗) >(≤) υ to directly infer the realization of political outcome

because what I will analyze below is on how the manipulation of the two choice

variables (λ, πCB) in�uences election outcome and thereby incumbent authoritarian

ruler's attitude toward political control of monetary policy under authoritarianism

and democracy, and this simple electoral outcome-political state link would su�ce

for such purpose. By corollary, incumbent authoritarian ruler, who has the �rst-

mover advantage, can adopt any combination of {λ, πCB} that satis�es λg(πCB) > µ,

as the analysis in the next section attempts to demonstrate.

Yet, this also suggests that the best response policy pair {λ∗, π∗} will not be
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unique. Indeed, variations on the combination of this policy pair all tend to sup-

port the observed political outcome laid out by the proposition above�the possibil-

ity of democratic transition through electoral defeat can motivate political survival-

maximizing authoritarian rulers to engage in electorally�induced public policy-making

by manipulating these two choice variables in order to in�uence election outcome. Be-

cause the goal here is to characterize how the probability of electoral victory varies

as a function of these two policy parameters, it is adequate to describe the relation-

ship between potential political outcomes and incumbent authoritarian ruler's policy

response this way.

Comparative Statics

The main intuition from the above analysis is that the enfranchisement of the pre-

viously excluded citizens through the introduction of competitive election alters in-

cumbent authoritarian ruler's view toward public policies (�scal and monetary), in

way similar to the opportunistic policy behaviors of their democratic counterparts

described in the PBC literature. Crucially, an increase in political competition brings

with it a change in the public policy mix towards policies that are more redistributive

and with more public good character.17 As Acemo�glu and Robinson (2000) have sug-

gested, this change in political elites' policy behaviors works primarily through the

redistribution mechanism because franchise extension changes future political equi-

libria and therefore acts as a commitment to redistribution by incumbent political

17 This includes but not limited to nation-wide extensive health care program (Wong, 2004) and
capital-intensive infrastructure programs (Besley, Persson and Sturm, 2010) whose incidences
coincided with the onset of democratization or the intensi�cation of political competition. How-
ever, public health system and infrastructure projects�good indicators for voters to evaluate
incumbent's competency�generally take longer period to materalize (Rogo�, 1990), hence, a
majority of PBC literature refers to electorally-induced �scal and monetary policies as poli-
cies that tend to boost short-term consumption (e.g., in�ationary monetary policy, transfer
payment) and model their e�ects as such.
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elites to prevent anticipated social unrest and revolution; here, a political survival-

maximizing incumbent authoritarian ruler has the same incentive to use redistributive

public policies to maximize her probability of victory in the election.

By expression (3.10), it is su�cient to make φ′(.) > 0 (the second term in (3.10))

for pA > 0.5. Incumbent authoritarian ruler's goal is therefore to manipulate the two

choices variables in the policy pair {λ, π} to maximize the probability of victory, pA,

holding other parameters constant. Let f(λ, π) be the probability distribution func-

tion (PDF) of φ(.), which is obtained by di�erentiating φ(.) with respect to the choice

variables. As noted in Chapter 2, incumbent authoritarian rulers manipulate public

spending programs in response to perceived voters' bias against authoritarianism, µ,

and then demand the central bank monetize these programs. So the maximization

problem can be solved by di�erentiating (3.10) with respect to λ and g(.). I �rst

di�erentiate (3.10) with respect to λ, which gives

max
0≤λ≤1

f(λ) =
∂φ
(
λg(πCB)− υ

)

∂λ

= φ′
(
λg(πCB)− µ

)
g(πCB). (3.13)

From (3.13), more allocation of public spending (λ ↑) to the citizens can increase the

probability of electoral victory so long as the �rst derivative of the �rst constituent

term φ′
(
λg(πCB)− µ

)
of (3.13) is positive. In order for this assumption to hold, it

would require that λg(πCB) − µ > 0, which depends critically on the value of the

choice variable πCB. One will get similar analytical result by di�erentiating (3.10)

with respect to g(.) (if treated as a choice variable in itself), because these two policy

instruments are complementary to each other.18 As I emphasized earlier, while in-

18 Another less rigorous though more intuitive way to analyze the relationship between λ and

78



cumbent authoritarian ruler can increase her probability of victory by increasing the

proportion of public spending allocated to the citizens, this redistribution e�ect on pA

depends on whether the central bank can �nance such policy goal with corresponding

monetary expansion (πCB ↑). Substituting λ∗(g(πCB)) = (3.13) into φ(.), applying

envelope theorem and chain rule, further di�erentiating (3.10) with respect to πCB,

yields

∂f(λ, πCB)

∂πCB

∣∣∣∣
λ=λ∗(g(πCB ))

= φ′
(
φ′
(
λg(πCB)− µ

)
[g(πCB)]2 − µ

)
×

[
λφ′′

(
λg(πCB)− µ

)
[g(πCB)]2 + 2φ′

(
λg(πCB)− µ

)
g(πCB)

(
dg(πCB)

dπCB

)]
. (3.14)

At current level of analysis, we cannot directly verify the sign of (3.14) because the sign

of φ′′
(
λg(πCB)− µ

)
is not obvious. However, by some elementary calculus methods

on concavity, we can infer that if the CDF of a random variable is twice di�erentiable

at a critical point (c), then f ′(c) exists in some open interval containing c the second

derivative changes sign at (c, f(c)), beyond which f(c) is concave upward if f ′′(c)

> 0 but concave downward if f ′′(c) < 0.19 In expression (3.10), the value within

φ(.) becomes positive when the multiplicative term λg(πCB) �rst exceeds µ (i.e., the

g(πCB) given µ is to treat the �scal spending function g(πCB) as a single variable and assume
λ as a function of g(πCB), then implicitly di�erentiate pA with respect to g(πCB), yields dλ

dg(πCB)

= − λ
g(πCB)

< 0. Similarly, dg(πCB)
dλ is just − g(π

CB)
λ . In words, for a given µ, an increase in

g(πCB) (λ) marginally reduces the need to increase λ (g(πCB)) in order to satisfy λg(πCB) >
µ. Yet, as I will show in the following page, an increase in g(πCB) requires the central bank
to accommodate with expansionary monetary policy (πCB ↑), which can motivate incumbent
authoritarian rulers to enhance their political control of monetary policy.

19 The mathematical proof in Milgrom and Segal (2002) shows that the results obtained by tradi-
tional envelope formula still hold at any di�erentiability point of the value function even with
arbitrary choice sets. This useful property can also be extended to cases where the objective
function is concave in both the choice variable and the parameter, such as the model analyzed
here.
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in�ection point), µ is thus the critical point in this function. By implication and

by the assumption of this model, φ′(µ) exists in an interval [0, 1 − δ) that contains

µ. We then need to pin down the sign of φ′′
(
λg(πCB)− µ

)
. This can be done by

reasoning backward. Because incumbent authoritarian ruler makes public spending

allocation decision, λ, and determines the total budget amount needed for monetiza-

tion, g(πCB), with information µ ∈ [µ, 1), she will always set λg(πCB) > µ. By the

analytical results given above, a marginal increase in λ or πCB strictly increases the

probability of pA(λ, g(πCB), πCB| µ) (making the probability of electoral victory more

likely, given µ and when λg(πCB) > µ), hence, the second derivative of φ(.) is concave

upward and φ′′
(
λg(πCB)− µ

)
> 0.20 Finally, I used dg(πCB )

dπCB
in the second term in the

square brackets instead of g′(πCB) is to emphasize how g(πCB) (�scal policy) changes

corresponding to an increase in πCB (money supply) because the state's �scal spend-

ing capacity is a function of the monetary authority's monetary policy decision: a

more expansionary monetary policy marginally increase the state's ability to �nance

its public spending programs (g′(πCB) > 0). In sum, the analysis above suggests that

the sign on the right-hand-side of (3.14) should be positive.

This analytical result underscores the incentive of for political control of monetary

policy-making by political survival-maximizing authoritarian rulers in the context of

competitive authoritarian election, one of the main mechanisms that this study at-

tempts to investigate. Authoritarian rulers can increase their probability of electoral

victory by increasing public spending allocation to the citizens, λ, and/or total �s-

cal spending, g(πCB), to enhance the marginal e�ect of λ on o�setting the citizens'

anti-authoritarian bias (µ); however, the operation of this electorally-induced redis-

tributive public policy-making does not and cannot work by itself, in essence, it

must be �nanced by the central bank's monetary policy and work through the state's

�scal policy. As my analysis has shown, for the e�ect of λ on φ(.) to be positive

20 That is, φ′′(.) is increasing in [µ, 1 − δ).

80



(corresponding to a given µ), the central bank must accommodate incumbent au-

thoritarian ruler's now increased �scal outlays with appropriate monetary expansion.

The political implications of this monetary-�scal policy link can therefore increase

incumbent authoritarian rulers' incentive to enhance their political control of mon-

etary policy-making because a politically subservient central bank or institutional

arrangement best serves their political survival goal. Holding other parameters con-

stant, democratization�as measured by an increase in the citizens' political power�

increases incumbent authoritarian ruler's incentive to suppress CBI, at least at the

initial stage of democratization, an e�ect which I term �monetary �nancing e�ect.�

Although weak CBI may serve incumbent authoritarian ruler's political survival

need (and thus serve authoritarian elites' economic interests and political privileges)

at present, as the citizens' political power becomes su�ciently strengthened, this insti-

tutional arrangement can work to harm authoritarian elites' interests under democ-

racy. The crux of the second part of this previous argument lies in the source of

monetary �nancing of the state's �scal policy, which is also the theoretical founda-

tion of CBI literature. While weak CBI a�ords the executive greater latitude in

�scal policy implementation by always responding to the executive's �scal outlays

with accommodative monetary policy, this institutional arrangement also exposes

monetary policy-making to the dictation of incumbents' economic orientation. This

intertemporal inconsistency in incumbent politicians' preferences toward monetary

policy-making is best illustrated by party alternation and regime change. In demo-

cratic setting (presidential and parliamentary system), an incumbent who keeps CBI

weak wishing to exploit discretionary monetary policy-making to enhance her elec-

toral edge over the challenger may one day become the victim of this institutional

design because once the then challenger becomes the incumbent (as a result of elec-

toral victory), this new incumbent can also exploit the same policy discretion given to

her by weak CBI to pursue her own political and economic policy goals which current

81



incumbent does not prioritize. When this intertemporal problem is extended to the

context of democratic transition in which autocrats do not alternate with democrats

under democracy, the fear of exposing their economic interests to the whim of demo-

cratic rule would be considerably greater in the minds of authoritarian elites, which

can motivate them to implement preemptive measures to insulate monetary policy

from the majoritarian control of the citizens, such as CBI reforms.

Recall from previous analysis, the incumbent authoritarian ruler does not observe

υ and can only formulate policy response {λ, πCB} with reference to µ (the expected

value (or mean) of υ). Now suppose the true υ = µ + ς > λg(πCB) > µ,21 causing

incumbent authoritarian ruler to lose the election and resulting in democratic transi-

tion; a weak CBI/monetary institution that once served authoritarian elites' interests

under authoritarianism now exposes their economic interests to the uncertainty of

democratic rule. Referring back to authoritarian elites' value function (V a
A ), rear-

ranging to solve V e
A , substituting y

e pA, holding λ constant, di�erentiating V e
A with

respect to πCB and applying quotient rule, yields

∂V e
A

∂πCBt
=

{
− θϕ

δ
+ (1− λt)g′(πCBt ) + β

[
λφ′
(
λg(πCBt )− µ

)
g′(πCBt )

]
V e
D

}

1− β
[

1

2
+ φ

(
λtg(πCBt )− µ

)]

−
β
(
λtφ

′
(
λtg(πCBt )− µ

)
g′(πCBt )

){
θ

δ
y + (1− λt)g(πCB) + β

[
1

2
− φ

(
λtg(πCBt )− µ

)]
V e
D

}

(
1− β

[
1

2
+ φ

(
λtg(πCBt )− µ

)])2 ,

(3.15)

where V e
D = U e

D = {ye+(1−λct+1)g(πct+1)} if s = {D} ∀ t = t + 1,...,∞. Note that I in-

21 The property of ς is the same as de�ned in section (3.1).
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serted the time subscripts into choice variables {λ, πCB}, while leaving time-invariant

structural factors {θ, ϕ, δ} as they are to emphasize the intertemporal dynamics in

the evaluation of this value function. From (3.15), the marginal e�ect of an increase

in money supply on authoritarian elites' value function is ambiguous. The sign of the

�rst bracketed term depends on the relative value of θ (economic inequality), λ, and

authoritarian elites' value function under democracy V e
D. I explain the e�ects and

implications of these parameters (within the �rst square bracket term) in turn. First,

while the e�ect of − θϕ

δ
is strictly negative, more expansionary monetary policy can

induce larger scale of negative e�ect (on authoritarian elites' utility) in more unequal

countries (θ ↑). Secondly, although the sign of the second term (1 − λ)g′(πCB) is

positive (because the two constituent terms are all positive), more public spending

allocation to the citizens (λ ↑) reduces the magnitude of this positive public spending

e�ect. Thirdly, the sign of the third term partly depends on authoritarian elites' value

function under democracy, V e
D, in which the two choice variables {λ, πCB} will then

be controlled by the citizens; under democracy, citizens can implement their preferred

policy pair {λc, πc}, if the e�ect of the citizens' preferred policy pair su�ciently de-

creases V e
D, then the sign of the third term could be negative.

I now turn to the second term on the right-hand-side of (3.15). The �rst con-

stituent term is simply the �rst derivative of the CDF of pA times the discount factor

and the e�ect of this term is adjusted by λ: more public spending allocation to the

citizens induces larger (and negative) monetary policy-�nanced redistribution e�ect

on authoritarian elites' value function. For the square bracketed term, its value is

increasing in θ (economic inequality) and money supply but also depends on the value

of V e
D which is determined by the citizens' preferred policy pair under democracy. Be-

cause the second term on the right-hand-side of (3.15) carries a negative sign, higher

λ and θ imply more negative e�ect on V e
A . These claims can be easily veri�ed by

substituting ye and V e
D and further di�erentiating (3.15) with respect to θ
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∂2V e
A

∂πCBt ∂θ
=
−ϕ

δ
+ β

[
λφ′
(
λg(πCBt )− µ

)
g′(πCBt )

] (
yn+ϕ[π−πc]

δ

)

1− β
[

1

2
+ φ

(
λtg(πCBt )− µ

)]

−
β
(
λtφ

′
(
λtg(πCBt )− µ

)
g′(πCBt )

){
y

δ
+ β

[
1

2
− φ

(
λtg(πCBt )− µ

)] (
yn+ϕ[π−πc]

δ

)}

(
1− β

[
1

2
+ φ

(
λtg(πCBt )− µ

)])2 .

(3.16)

It is clear that the sign of the cross-partial of (3.16) now depends on the di�erence

between π and πc. The higher the citizens' preferred money supply (i.e., more expan-

sionary monetary policy), the more likely that πc > π and the more likely that the

sign of this cross-partial to be negative. The point is if the central bank's autonomy in

monetary policy-making has intentionally been kept under incumbent authoritarian

ruler's political discretion, once the country democratizes, democratic politicians�

who now control the political o�ce�will then have legitimate institutional access to

monetary policy decisions and demand the central bank to implement the citizens'

preferred monetary policy. The higher the citizens' preferred rate of monetary ex-

pansion, the more likely the incidence of real in�ation (πc − π > 0) that will induce

large magnitude of negative e�ect22 on out-of-power authoritarian elites' economic

interests and as equation (3.16) has suggested, this e�ect is more likely to occur in

more unequal countries (i.e., higher θ).

Overall, this analysis purports to show that although greater redistribution by

incumbent authoritarian ruler through more public spending allocation, λt, and in-

creased money supply, πCBt , by the central bank can help incumbent authoritarian

22 This e�ect can be captured by the ϕ term in the equation, which I will use in the statistical
analysis in the next chapter.
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ruler and authoritarian elites to ward o� democratic challengers in elections, thus

avoiding the unpalatable consequence of democratic transition,23 the in�ationary and

redistributive consequences of this electorally-induced public policy driven by the in-

crease in these two choices variables also harms authoritarian elites' economic interests

at present and tomorrow due to the country's underlying economic structure (θ, δ).

More important, because monetary policy, πCB, is left open for political manipulation

by the executive, once the political regime transitions to democracy in period t + 1,

the out-of-power authoritarian elites immediately expose their economic interests to

democratic politicians' discretionary economic policy-making.

I now verify these claims by repeating the above analysis on the citizens' value

function, V c
A, to see how marginal changes in the two choice variables and other

structural parameters in�uence the aggregate utility of the citizens. Solving V c
A (the

citizens' value function evaluated under existing authoritarian regime) and di�eren-

tiating V c
A with respect to πCB, yields

∂V c
A

∂πCBt
=

{
−
(

1−θ
1−δ

)
ϕ+ λg′(πCB) + β

[
λφ′
(
λg(πCBt )− µ

)
g′(πCB)

]
V c
D

}

1− β
[

1

2
+ φ

(
λtg(πCBt )− µ

)]

−
β
(
λtφ

′
(
λtg(πCBt )− µ

)
g′(πCBt )

){(
1−θ
1−δ

)
y + λ(πCB) + β

[
1

2
− φ

(
λtg(πCBt )− µ

)]
V c
D

}

(
1− β

[
1

2
+ φ

(
λtg(πCBt )− µ

)])2 ,

(3.17)

where V c
D = U c

D = {yc + (1 − λct+1)g(πct+1)} if s = {D} ∀ t = t + 1,..., ∞. While

the interpretation of the e�ect of a marginal increase in πCB on the probabilistic

23 This is best illustrated by the second terms within both square bracketed terms, an increase in
λ or πCB is associated with smaller probability of the realization of V eD.
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components (i.e., the �rst constituent terms of both right-hand-side terms in (3.17))

remains the same, the e�ect of a marginal increase in πCB on the citizens's value

function is now increasing in λ and θ (which carries a negative sign in front): the

citizens, who are relatively poorer than authoritarian elites, bene�t more from redis-

tributive public spending and the e�ect of such in�ation-�nanced public spending on

the citizens' value function is more pronounced in more unequal countries. Finally,

to check the e�ect of economic inequality on the dynamic of this intertemporal mone-

tary policy-making, substituting yc and V c
D and di�erentiating (3.17) with respect to θ

∂2V c
A

∂πCBt ∂θ
=

ϕ

1−δ
− β

[
λφ′
(
λg(πCBt )− µ

)
g′(πCBt )

] (
yn+ϕ[π−πc]

1−δ

)

1− β
[

1

2
+ φ

(
λtg(πCBt )− µ

)]

−
β
(
λtφ

′
(
λtg(πCBt )− µ

)
g′(πCBt )

){
− y

1−δ
− β

[
1

2
− φ

(
λtg(πCBt )− µ

)] (
yn+ϕ[π−πc]

1−δ

)}

(
1− β

[
1

2
+ φ

(
λtg(πCBt )− µ

)])2 .

(3.18)

The e�ect of discretionary monetary policy-making (πc) under democracy on the

citizens' value function is just the opposite of the analytical result from equation

(3.16). At higher level of economic inequality, more expansionary monetary policy by

democratic politicians actually has a direct positive e�ect on the citizens' utilities in

democratic period, although there is also a potentially negative real in�ation e�ect

working through the second right-hand-side term in (3.18). While this analytical re-

sult suggests an adverse incentive for democratic politicians to engage in discretionary

(and potentially highly in�ationary) monetary policy-making to please their voters

under democracy, it can also form a strong motivation for incumbent authoritarian

rulers to enact CBI defensively to guard against this anticipated economic uncertainty
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when their tenures have become less secure, which I will analyze in the next section.24

3.2 The Microfoundation of Institutional Insulation

E�ect

The Setting

In this section, I develop a model that analyzes incumbent authoritarian rulers' at-

titudinal change and institutional behaviors toward CBI in the context of electoral

uncertainty. Recall from previous analysis and the discussion in Chapter 2, because

CBI�a set of legal rules regulating the relationship between the government (partic-

ularly the executive branch) and the central bank in areas of monetary policy-making

and public �nance�implies a constraint on incumbent governments' monetary and

�scal policy discretion, incumbent politicians should be less averse to CBI when the

control of political institutions matters less to them. Also, as the �tying hands�

approach (Goodman, 1991, 1992; Cukierman, 1994a; Alesina and Gatti, 1995) has

emphasized, outgoing incumbent politicians/parties may even seek to impose higher

levels of CBI before they exit political o�ce as an institutional check on the opposi-

tions' ability to spend on public goods. The more divergent the incumbent's and the

opposition's views on public spending priorities, the higher level of autonomy granted

to the central bank. In the context of democratic transition through which incumbent

authoritarian rulers would lose political power permanently once they leave o�ce, the

incentive to implement CBI to insulate monetary policy decisions from democratic

control should be strongest.

24 The derivation results of 3.15, 3.16, 3.17, and 3.18 are listed in Table 3.1 for an easier visual
comparison.
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In the previous section, I assumed and modeled an incumbent authoritarian ruler's

probability of victory over the opposition candidate to be hinged crucially on her abil-

ity to correctly respond with a policy pair λg(πCB) formulated around the mean (µ)

of the unobserved true popularity shock υ, satisfying λg(πCB) > µ. Yet, the incum-

bent authoritarian ruler does not directly observe υ. Suppose the true υ equals µ

plus some random prediction error ς i.i.d.∼ N(0, σ2
ς ) so that whenever υ is revealed at

the end of each election, it always deviates from incumbent authoritarian ruler's esti-

mated popularity shock, µ, by |υ - µ| = ς. While this prediction error will not a�ect

the analytical result given above for µ > υ under the assumption that incumbent

authoritarian ruler sets λg(πCB) > µ, for µ ≤ υ, this immediately implies electoral

deadlock and/or democratic transition by electoral defeat. Note that, statistically,

ς is just the �standard deviation� of prediction error for a given election,
√
|υ − µ|2,

with variance σ2
ς = ς2 = |υ − µ|2. Thus, as existing authoritarian regime becomes

less popular among the citizens (i.e., higher υ), the variability in prediction error will

tend to increase and make election outcome more uncertain.

An important behaviorial implication from the analysis above is that, facing an

uncertain political environment, incumbent authoritarian ruler's incentive to opt for

more certain (though costly) institutional/policy choice to reduce the disutility as-

sociated with the realization of least favorable outcome {D} should increase with

perceived variability in election outcome. As a consequence of democratization by

authoritarian electoral defeat, the citizens will gain access to �scal policy through

their majoritarian control of political institution and monetary policy when CBI is

weak,25 my theory thus predicts that incumbent authoritarian rulers will more likely

to pursue CBI reform as their probability of electoral defeat (1 − pA) increases; in

25 It will be helpful to refer back to the characterization at stage (A6) in section (3.1) to describe
this situation: authoritarian elites will be forced to accept the policy pair {λct , g(πct )} imple-
mented by the citizens under democracy (and for all future period because democracy is an
absorbing state) if authoritarian ruler has not removed monetary policy decisions (π) before
the revelation of election outcome at stage (A6).
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fact, this is the only institution choice available to them that can serve to constrain

their democratic successors' economic policy choices because once they leave political

o�ce, they will no longer have any formal, institutional access to �scal policy-making.

This �choice-under-uncertainty� setting is akin to making a choice between two

ranked utilities V e
A � V e

D and a certain return (CBI). In what follows, I draw on a

large body of risk-aversion literature (e.g., Pratt (1964), Baron (1977), Kahneman

and Tversky (1979), Chamberlain (1983), Meyer (1987), Bigelow (1993), and Cohen

(1995)) and anchor my formal analysis on this framework to explain the incidence of

CBI reform as a function of the uncertainty of competitive election and the magnitude

of loss ampli�ed by the level of economic inequality.

The Setting

We can formally represent the realization of the outcome of authoritarian election by

a distribution function, φ, on authoritarian elites' utilities under di�erent political

state V e
A , V

c
D}. Authoritarian elites' utilities, represented by a random variable V e

s

(i.e., value function), are drawn from a binary set26

V e

s ∈ {V e

A , V
c

D},

where the realization of V e
s are determined by their associated probability f(V e

s ) =

(pA, 1 − pA) such that f(V e
s ) ≥ 0 and

∑2

i=1
f(V e

s ) = 1.27 Then authoritarian elites'

26 I consider discrete (binary) case only as the theoretical model deals only with two types of
political outcomes {A} that determine their associated value function {V eA, V

e
D}. The continuous

case can be similarly de�ned and its proof is identical.
27 Here I use the same probability distribution function (φ(.), f(.)) and value function speci�cation,

so their properties and interpretation remain the same as in previous analysis.
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expected return from this authoritarian election is

Eφ[V
e

s ] =
2∑

i=1

V e

i f(V e

i ). (3.19)

From now on I will use
∑

instead of
∑2

i=1
to simplify notation. Because authoritarian

elites prefer (V e
A � V e

D), the utility from φ is thus

U(φ) =
∑

u(V e

i )f(V e

i ) (3.20)

where u(.) is the Bernoulli utility function over authoritarian elites' value function

and the upper case U(.) is the von Neumann-Morgenstern utility function over dis-

tribution function. As is standard in expected utility theory, I assume that u(.) is

concave (with u′(.) > 0, implying that marginal utility from the value function is

strictly positive and u′′(.) < 0, indicating that the authoritarian ruler is risk averse

toward the utility determined by the distribution function φ(.) (to be explained be-

low)) and twice di�erentiable.

Under the veil of electoral uncertainty, incumbent authoritarian rulers make two

simultaneous decisions: they formulate a policy response from policy pair {λ, g(πCB)}

to o�set the popularity shock, υ (which is unobserved ex ante) as a way to in�uence

the probability of victory and an institutional choice (CBI) that would enable or

constrain the e�ectiveness of the policy pair. This scenario is analogous to making

a choice between a lottery draw consisting of two ranked outcomes (A > D) and a

certain return (CBI) that gives an agent a sure return that does not involve any

risk. To wit, the so-called �risk� is de�ned as the variability in outcomes because

their realization varies depending on the state they are realized. A more risky lottery
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therefore means the variability in the realization of outcomes is high. An agent is

said to be �risk-averse� if, when faced with a choice between a lottery and a certain

return that o�ers an expected return of Eφ, the agent always prefers the latter.28

I begin the analysis by �rst characterizing incumbent authoritarian rulers' CBI

preference by way of �risk� implied by the probability of electoral victory and au-

thoritarian elites' �utilities" realized under di�erent political regimes, the di�erence,

in terms of expected return, of their product evaluated at di�erent CBI arrange-

ment (CBI versus ¬CBI) is thus incumbent authoritarian rulers and their groups'

CBI preference, which can be solved with techniques of second-order stochastic dom-

inance (Hadar and Russell, 1969; Bawa, 1975; Ashworth and Bueno de Mesquita,

2006). Given probability distribution of φ(.) and authoritarian elites' preference over

value function (V e
A � V e

D), an incumbent authoritarian ruler prefers the certainty (less

monetary volatility on their economic interests) a�orded by CBI if and only if for the

distribution function φ

∑
u(V e

i )f(V e

i ) ≤ u
(∑

u(V e

i )f(V e

i )
)

= u
(
Eφ[V

e

s ]
)
. (3.21)

An incumbent authoritarian ruler would prefer Eφ for certain than being exposed

to the uncertainty (i.e., democratic transition and its implied democratic control of

monetary policy) inherent in φ. The Inequality in (3.21) holds for concave functions,

u(.), by Jensen's Inequality.

Substituting pA, V e
A , and V

e
D into (3.19)

Eφ[V
e

s ] = pAV
e

A + (1− pA)V e

D. (3.22)

28 See Shavell (1987, 186-92) for an explanation of this concept.
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The utility from the certain return option that gives Eφ for certain is

u(Eφ[V
e

s ]) = u
(
pAV

e

A + (1− pA)V e

D

)
. (3.23)

Finally, by (3.20), the expected utility from φ is

U(φ) = pAu(V e

A) + (1− pA)u(V e

D). (3.24)

Therefore,

pAu(V e

A) + (1− pA)u(V e

D) ≤ u
(
pAV

e

A + (1− pA)V e

D

)
. (3.25)

Inequality (3.25) says that a risk-averse incumbent authoritarian ruler would pre-

fer an electoral context that o�ers a certain return unconditional on the realized

political state than to submitting her (and her group's) economic interests to the

uncertainty of more competitive elections. More substantively, the former case is

equivalent to saying the election is uncompetitive or that the citizens' political power

is relatively weak, which makes the realization of authoritarian elites' preferred out-

come, V e
A(A|pA > 0.5), more certain. The second case implies that the realization

of election outcomes is now governed by the choice variables and other parameters

in φ(.), whose marginal change would a�ect the realization of election outcome (and

hence authoritarian elites' expected return) but the realized outcome is unknown ex

ante. An important insight from (3.25) is that an incumbent authoritarian ruler (and

authoritarian elites whom she represent) always prefer a more certain (i.e., less com-

92



petitive) electoral context than an uncertain one. By corollary, an authoritarian ruler

prefers CBI as election outcomes get more uncertain. This characterization leads to

the following porposition

Proposition 2 An authoritarian ruler prefers a more certain electoral context than

an uncertain one if and only if her (and the group's interests she represents) utility

function over expected utility is concave (u′′(.) < 0) on the set of value functions.

CBI as a Certainty Equivalent

In the context of lottery or insurance/equity buying where the same risk concept ap-

plies, the so-called �certainty equivalent,� denoted by c(.), refers to the value that will

make an agent indi�erent between the lottery and the certain amount c(.). Referring

back to the theoretical model, the motivation behind an authoritarian ruler's move

to implement CBI is to use its institutional insulation e�ect to o�set the gradually

more likely democratization outcome (D) that is assumed to give authoritarian elites

lower expected return, the value of implementing CBI reform should make an incum-

bent authoritarian ruler indi�erent between continuing to bet her group's economic

interests on electoral uncertainty and removing monetary decisions entirely from the

executive branch. To express formally

∑
u(V e

i )f(V e

i ) = u(c(φ)) = u(c(CBI)), (3.26)

which then, again, is given by
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u(c(CBI)) = pAu(V e

A) + (1− pA)u(V e

D). (3.27)

Note that,

u(c(CBI)) = pAu(V e

A) + (1− pA)u(V e

D) from (3.25)

≤ u
(
pAV

e

A + (1− pA)V e

D

)
by Jensen's Inequality.29 (3.28)

(3.28) means as election outcomes become more uncertain (perhaps due to an increase

in the citizens' political power or temporary popularity shock), an incumbent author-

itarian ruler is willing to sacri�ce the di�erence, [pAV e
A + (1 − pA)V e

D] − c(CBI),

to insulate monetary decisions from possible democratic control (if V e
D is realized)

through CBI.30 The following proposition summarizes this characterization

Proposition 3 As election outcomes become more uncertain, an authoritarian ruler

is more likely to implement CBI that gives authoritarian elites a return less than or

equal to the expected return from the coming election, Eφ[V
e
s ].

In fact, the di�erence between authoritarian elites' expected return from the elec-

tion and that of CBI is the �cost� an authoritarian ruler is willing to forgo in exchange

for an expected utility realized from the uncertain election outcomes with the more

certain return from implementing CBI reform,31 which is just the cost of losing mon-

30 Because u(.) is concave, [pAV eA + (1− pA)V eD] ≤ c(CBI).
31 A similar concept in insurance/equity literature is the so-called �risk premium� which is de�ned

as the (non-negative) maximum an agent is willing to pay in order to replace an lottery with a
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etary policy discretion in all future periods. This can be expressed as

u
(∑

u(V e

i )f(V e

i )− η
)

=
∑

u(V e

i )f(V e

i ). (3.29)

By equality (3.26) and expression (3.21) and since u(.) is concave

η =
∑

u(V e

i )f(V e

i )− c(CBI).

=
[
pAV

e

A + (1− pA)V e

D

]
︸ ︷︷ ︸
u
(∑

u(V e

i )f(V e

i )
)

︸ ︷︷ ︸
u
(
Eφ[V

e
s ]
)

− c(CBI)︸ ︷︷ ︸∑
u(V e

i
)f(V e

i
)

. (3.30)

(3.30) also lists all equivalent expressions of the term
[
pAV

e
A + (1− pA)V e

D

]
to track

down on the discussion. Conversely, an alternative way to understand η is to inter-

pret it as the marginal electoral advantage derived from exploiting monetary policy

over that from CBI. Because incumbent political leaders always prefer more mone-

tary policy discretion and by inequality (3.28), political control of monetary policy

(
∑
u(V e

i )f(V e
i )) always dominates CBI (c(CBI)) for η ≥ 0. Yet, when the change

in parameter value causes the expected utility from competing in authoritarian elec-

tions to decrease to the point where an incumbent authoritarian ruler is indi�erent

between retaining monetary policy discretion and delegating monetary policy-making

to an independent central bank (i.e., η = 0 such that
∑
u(V e

i )f(V e
i ) − c(CBI)),32

certain return. However, its interpretation is the opposite of that of �cost� conceptualized here:
a risk-averse agent is willing to sacri�ce more risk premium to get less certain return.

32 By equality (3.30), because the utility of c(CBI) is �xed in authoritarian and democratic
periods, a decrease in

∑
u(V ei )f(V ei ) implies a decrease in η.
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incumbent authoritarian ruler's marginal incentive to pursue CBI may be stronger

and the CBI reform is more likely to occur. Let ζ be the indicator variable denoting

whether the incumbent authoritarian ruler's CBI decision driven by η ∈ {ηH, ηL}

where the superscripts indicate (H)igh and (L)ow cost; ζ : {ηH, ηL} × [0, 1] × [0, 1]

→ {0, 1} with ζ = 1 indicating the decision to implement CBI reform. The analysis

above gives the following proposition

Proposition 4 Incumbent authoritarian rulers prefer more monetary policy discre-

tion than CBI by a non-negative margin, η. As η goes to zero, authoritarian rulers

are indi�erent between retaining monetary policy discretion and delegating monetary

policy-making to an independent central bank through CBI reform. Put it formally,

CBI reform occurs (ζ = 1) if η = ηL; CBI is unobserved (ζ = 0) if η = ηH.

Proposition 4 points out the empirical implications and the strategy of solving

the model. We need to analyze the marginal e�ects of theoretical variables (democra-

tization, economic inequality) on the cost of CBI, η, to authoritarian rulers; marginal

changes in the value of these two variables that reduce η should promote the incidence

of CBI.

Timing of Authoritarian Election and Political Outcomes

The timing and sequence of the authoritarian rule's CBI in the context of democra-

tization are summarized as follows:

(D1) Incumbent authoritarian ruler initiates democratization by allowing the citizens
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to participate and vote in competitive (though not substantively fair) election(s)

in each period t = {1, 2, 3,..., ∞}.

(D2) Random exogenous shock α is realized and observed by both authoritarian rulers

and the citizens. Random popularity shock υ and its mean µ is realized and

fully observed by the citizens, authoritarian elites can only observe µ but not

the true υ.

(D3) Conditional on µ, the authoritarian ruler weighs the expected utility of retain-

ing monetary policy discretion that maximizes
∑
u(V e

i )f(V e
i ) in each period

relative to the expected utility derived from delegating monetary policy to an

independent central bank, c(CBI).

(D4) If η ≥ 0, meaning η = ηH, the authoritarian ruler does not implement CBI and

monetary policy remains under the executive's political control; on the other

hand, if η = 0, meaning η = ηL, the authoritarian ruler implements CBI that

delegates monetary decisions to an independent central bank.

Comparative Statics

Since we have de�ned the cost parameter, η, in (3.30), the strategy for solving this

model is to substitute pA, V e
A , V

e
D, and c(CBI) into this equation and di�erentiate

η with respect to the two causal variables (represented by parameters µ and θ, re-

spectively) to pin down the signs of their derivatives. However, the value of c(CBI)

has not been de�ned. To recap, (3.27) and (3.30) show that c(CBI) is equal to the

expected return from a competitive election under weak CBI minus an upfront cost,

η.33 In Proposition 4, the incidence of CBI reform ζ(η) is a mapping from the level

33 Bodea uses the same �upfront cost� concept to explain the cost of implementing CBI, relative
to �xed exchange rate regime, �[T]he executive chooses to supplement an institution that pays
an up-front and certain cost (the independent central bank) with an institution that entails the
delayed and probabilistic cost, c (the �xed rate).� (Bodea, 2010, 431).
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of institutional cost {ηH, ηL} to a CBI decision, ζ. Putting this discussion together,

an authoritarian ruler's CBI decision can be formalized into a dichotomous choice





ζ = 1 (CBI) if ηL

ζ = 0 (¬CBI) if ηH.
(3.31)

The authoritarian ruler's CBI decision is given by the following maximization prob-

lem, conditional on a set of parameters

max
ζ∈{0,1}

ζu[Eφ(s ∈ {A,D}, µ, λ, g(π))− η]+

(1−ζ)u[Eφ(s ∈ {A,D}, µ ∈ {µe, µc}, λ, g(π), π ∈ {πe, πc})], (3.32)

If implementing CBI reform maximizes authoritarian elites' expected return from

(3.32), then ζ = 1 indicating CBI reform is implemented. On the other hand, if

authoritarian elites are better o� by retaining political control of monetary policy

(which leaves their ability to engage in �scal manipulation unconstrained) despite

the potential danger of majoritarian control of monetary policy by the citizens as

a consequence of democratic transition (i.e., s = D), then ζ = 0 and CBI is not

implemented. I assume the authoritarian ruler is indi�erent between these two insti-

tutional arrangements (ζ ∈ {0, 1}) at η = 0, at which CBI is not implemented and

the executive retains discretion over monetary policy. For notational simplicity, in

the following analysis, I will use Eφ(CBI; s, µ, λ, g(π)) and Eφ(¬CBI; s, µ, λ, g(π), π)
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in lieu of the �rst and the second expected return terms in (3.32). Therefore, the

authoritarian ruler is indi�erent between the two institutional arrangements and still

retains monetary policy discretion if

Eφ(¬CBI; s, µ, λ, g(π), π)− η = Eφ(CBI; s, µ, λ, g(πCB)) rearranging terms, yields

η = Eφ(¬CBI; s, µ, λ, g(π), π)− Eφ(CBI; s, µ, λ, g(πCB)),

(3.33)

which can be interpreted as an authoritarian ruler's monetary policy discretion con-

straint because beyond this threshold where the value of the right-hand-side terms

in the �rst equation of (3.33) begins to exceed that of the left-hand-side term, the

incidence of CBI reform becomes more likely. The second equation highlights η as the

di�erence (in expected return) between implementing CBI at a particular time point

compared to the counterfactual scenario of not having implemented CBI; equivalently,

this is just the upfront cost the incumbent authoritarian ruler needs to sacri�ce in

order to use CBI to guard her group's future economic interests against the more

uncertain election outcomes. It therefore follows that if the marginal changes in the

causal variables have a negative e�ect on η, they should, holding other parameters

constant, promote the incidence of CBI reform (because they drive down the marginal

cost of implementing CBI reform).

I re-express (3.33) by substituting pA, V e
A , V

e
D, λ|D = λc, πCB = π, π|A = πe and

π|D = πc, and inserting υ (the true �popularity shock") into (3.33) in place of µ
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η =Eφ(¬CBI; s, µ, λ, g(π), π)− Eφ(CBI; s, µ, λ, g(πCB))

=(pAV
e

A + (1− pA)V e

D)|¬CBI − (pAV
e

A + (1− pA)V e

D)|CBI. (3.34)

Because the expansion of (3.34) is quite long, I will analyze the second and the �rst

term sequentially.

First, I expand the (pAV
e
A + (1 − pA)V e

D)|¬CBI. Solving for V e
A and rearranging,

yields

Eφ(¬CBI) =φ
(
λ̄g(π̄)− υ

)




θ

δ

(
yn − ϕ[π̄ − π]

)
+ (1− λ̄)g(π̄)

1− β
[

1

2
+ φ

(
λ̄g(π̄)− υ

)]

−
(1− β)

[
θ

δ

(
yn − ϕ[πc − π]

)
+ (1− λc)g(πc)

]

1− β
[

1

2
+ φ

(
λ̄g(πc)− υ

)]





+

[
θ

δ

(
yn − ϕ[πc − π]

)
+ (1− λc)g(πc)

]
, (3.35)

which is simply the sum of authoritarian elites' expected return realized from the

discounted probability that the political state will remain authoritarian in current

period but subject to the probability of democratic transition in future period and

the probability that the incumbent authoritarian ruler will lose upcoming election and

by which the country democratizes. Therefore, in the �rst term within the big curly

brackets, the �scal and monetary pair, {λ̄, π̄}, are set in the range (λe, λc] and (πe,

πc] corresponding to incumbent authoritarian ruler's perceived redistributive demand

from the citizens and the resulting monetary expansion preference of the authoritar-
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ian ruler. I use λ̄ (π̄) expression of λ (π) to denote the maximum proportion (level) of

per-period �scal spending (monetary supply) the authoritarian elites could possibly

accept to o�set the citizens' growing political power. On the other hand, the �scal

and monetary policy pair in the second term in the big curly brackets and the last

term are set to the citizens' preferred policy pair {λc, πc} owing to their majoritarian

control of political institution and the ability to interfere in monetary policy-making

under weak CBI. Overall, (3.35) underscores the fact that in the absence of CBI,

incumbent politicians are free to set monetary policy that �ts their electoral needs

(under authoritarianism) or caters to their constituencies' preferred policies (under

democracy).

(pAV
e
A + (1− pA)V e

D)|CBI, can be expressed in the same fashion

Eφ(CBI) =φ
(
λ̄g(πCB)− υ

)




θ

δ

(
yn + ϕ[π − πCB]

)
+ (1− λ̄)g(πCB)

1− β
[

1

2
+ φ

(
λ̄g(πCB)− υ

)]

−
(1− β)

[
θ

δ

(
yn + ϕ[π − πCB]

)
+ (1− λc)g(πCB)

]

1− β
[

1

2
+ φ

(
λ̄g(πCB)− υ

)]





+

[
θ

δ

(
yn + ϕ[π − πCB]

)
+ (1− λc)g(πCB)

]
. (3.36)

The interpretation of other parameters is the same as in (3.35). However, should mon-

etary policy decisions be delegated to an independent central bank with the primary

mandate of price stability, πCB is implemented throughout (3.36) whenever money

supply decision is made (which re�ects the central bank's own policy preference) and

πCB is always set equal to π to minimize real in�ation, −ϕ[πCB−π], which is assumed

to be zero in each period.34 In (3.36), πCB does not vary by political states {A, D}, so
34 Of course, this will not hold in the real world but will not a�ect the analytical result given
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(3.36) di�ers from (3.35) only by �scal spending function, g(π), and the probability

distribution function, φ(.).

Having formally laid out the comparative statics results, I brie�y analyze the

e�ect of democratization (υ) on authoritarian elites' expected return in (3.35). In

each period, the incumbent authoritarian ruler maximizes her group's expected re-

turn from the �rst three terms (which are all positive by the concavity of φ(.) and

g(.) when λ̄g(π̂) > υ) and minimize their loss under the alternative scenario of de-

mocratization.35 An immediate insight from (3.35) that characterizes the dilemma in

incumbent authoritarian ruler's intertemporal maximization problem is that while a

subservient central bank serves authoritarian elites' political and economic interests

by accommodating incumbent authoritarian ruler's redistributive public policy, λ̄,

with monetary expansion, π̄ (which can be manipulated in the range (πe, πc]), which

thereby increases the authoritarian regime's marginal probability of political survival

(through its e�ect in φ(.)), this weak CBI arrangement can also induce a negative

e�ect on authoritarian elites' expected return from the election in all periods through

real in�ation, −ϕ[π̄ − π], and the impact of discretionary monetary policy-making

under democracy. An increase in the citizens' political power (υ ↑) thus not only

increases the economic cost of public policy manipulation to authoritarian elites,36

but also suggests the probability of electoral defeat and the expected loss associated

with it will be realized may be more likely should a populist politician with more

redistributive policy and/or more expansionist monetary policy preferences (i.e., λc,

πc) to assume o�ce in future democratic period.

here. The point is an independent central bank not only reduces the extent to which incumbent
politicians can �nance their increased public spending through monetary expansion, but it also
makes the executive's desired stimulus e�ect harder to achieve through real in�ation.

35 The third term is the derivation result of authoritarian elites' continuation value conditional on
the probability that the political state will transition to democracy, (1 − pA)V eD, under which
the citizens can legally set their preferred allocation of public spending, λc, but not monetary
policy.

36 Because it increases extent to which the authoritarian ruler would have to increase λ∗ and/or
π∗ to o�set this popularity bias�to the detriment of authoritarian elites' economic interests.
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Because citizens will be able to set their preferred public policy allocation, λc, in

democratic period owing to their majoritarian control of political institutions and set

their preferred monetary policy, πc, when CBI is low, the best response that an un-

dersieged authoritarian ruler can choose from to minimize their expected loss under

democracy�in which they will have little or no legal access to �scal policy-making

(λc, g(.))�is to remove monetary decisions from democratic control under existing

authoritarian political state, as depicted in (3.36). In (3.36), πCB is, by assump-

tion, set equal to the expected natural rate of in�ation, π, in every period, so real

in�ation, −ϕ[πCB − π], is stabilized to zero in every period. In addition, because

monetary policy-making is now under the central bank's jurisdiction, the executive

cannot legally demand the central bank to monetize its increased public spending by

expanding money supply other than by the amount or under the terms stipulated by

the central bank law. In sum, with CBI in place, the negative e�ects of real in�ation

shock induced by discretionary monetary policy-making on authoritarian elites' ex-

pected return in democratic period can be reduced.

Note that because (3.36) and (3.35) di�er only by their respective monetary policy

rules�measured by the amount of money supply�and probability distribution func-

tion (which is a function of π), to obtain η, we will need to compare the di�erences

in expected return between these two institutional scenarios (CBI, ¬CBI) evaluated

over the range of possible values of π ∈ (πCB, π̄). For this, we can apply the integration

by parts to check if the expected return from one institutional scenario stochastically

dominates that from another scenario across the range of possible parameter values.37

One can conceive these two institutional scenarios as two lotteries sharing the same

mean, µ, but realized by two probability distribution functions, φ(λ̄g(πCB)− υ) and

φ(λ̄g(π̄) − υ), over a random variable π where πCB < πe < πc (as de�ned in Section

3.1). It will be convenient to de�ne Λ(.) as

37 See for example, Hadar and Russell (1969), Bawa (1975), and Anderson (1996). For application
in political science, see Ashworth and Bueno de Mesquita (2006).
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Λ(π) = φ
¬CBI

(π)− φ
CBI

(π),

and because φ(.) is concave

Λ′(π) = φ′
¬CBI

(π)− φ′
CBI

(π),

η can be obtained by

η =

∫ π̄

πCB
u(π)Λ′(π)dπ using integration by parts38

=
[
u(π)Λ(π)

]π̄
πCB
−
∫ π̄

πCB
Λ(π)dπ

=

[
u
¬CBI

(π̄)φ(π̄)− u
CBI

(πCB)φ(πCB)

]π̄

πCB

−
∫ π̄

πCB
Λ(π)dπ. (3.37)

By substitution and rearranging

38 According to integration by parts, given functions α(x) and β(x)

∫ b

a

α(x)β′(x)dx = [α(x)β(x)]ba −
∫ b

a

β(x)α′(x)

where
[α(x)β(x)]ba = α(b)β(b)− α(a)β(a).

Also, because in original speci�cation of (3.33), η is the di�erence between Eφ(CBI) and
Ephi(¬CBI), here I add a negative sign in front to re�ect this change.
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η =



φ

(
λ̄g(π̄)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(πCB)− υ

)]
)

([
θ

δ

(
yn + ϕ[π̄ − π]

)
+ (1− λ̄)g(π̄)

]
− (1− β)

[
θ

δ

(
yn + ϕ[πc − π]

)
+ (1− λc)g(πc)

])

− φ
(
λ̄g(πCB)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(π̄)− υ

)]
)

([
θ

δ
yn + (1− λ̄)g(π̄)

]
− (1− β)

[
θ

δ
yn + (1− λc)g(πCB)

])


× 1(
1− β

[
1

2
+ φ

(
λ̄g(π̄)− υ

)])(
1− β

[
1

2
+ φ

(
λ̄g(πCB)− υ

)])

+
(
ϕ[πc − π] + (1− λc)

[
g(πc)− g(πCB)

])

−
∫ π̄

πCB
Λ(π)dπ.

In addition, (3.37) compares authoritarian elites' expected return (and contin-

uation value) realized from the scenario of implementing CBI right now (so that

monetary policy, πCB, re�ects the central bank's preference and is always set equal to

π) to the expected return from the alternative scenario of retaining political control of

monetary policy (and persisting this weak CBI) into all future periods in which �scal

and monetary policy pair (λ ∈ {λ̄, λc}, π ∈ {π̄, πc}) are determined by the political

state realized from the probability distribution function, φ(.). By delegating monetary

policy decisions to an independent central bank, the authoritarian ruler forgoes the

desired policy discretion necessary to augment the e�ectiveness of electorally-induced

redistributive public spending programs and therefore loses her electoral competitive

edge over the opposition. This claim will be clear if we refer back to the analogy of

the di�erence in υ and µ to the variability in �prediction error� made in (3.2): because

an increase in υ increases the variability in prediction error, which is the di�erence
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between between λg(.) (formulated around µ) and υ, CBI implies lower (higher) prob-

ability of authoritarian (opposition) electoral victory and higher (lower) probability

of democratic transition (authoritarian survival) as incumbent authoritarian ruler can

no longer resort to the central bank to �nance her redistributive public spending with

highly expansionary monetary policy to o�set the increase in υ (i.e., because g(πCB)

< g(π̄)). In addition, we can identify the e�ect of this di�erence by juxtaposing

φ
(
λ̄g(π̄)− υ

)(
1− β

[
1
2 + φ

(
λ̄g(π̄)− υ

)])
and φ

(
λ̄g(πCB)− υ

)(
1− β

[
1
2 + φ

(
λ̄g(πCB)− υ

)])

together�because π̄ > πCB, the former is always greater than the latter at every

level of υ. To re-state this argument with the parlance of stochastic decision-making:

for any lotteries with the same mean (µ), u
¬CBI

(π̄)φ(π̄) is preferred to u
CBI

(πCB)φ(πCB)

under every weakly increasing concave utility function, u(.), ∀ π, because u(.) is

more likely to be realized under u
CBI

(πCB)φ(πCB) than u
¬CBI

(π̄)φ(π̄)39. This explains

why survival-maximizing authoritarian rulers may be reluctant to relinquish political

control of monetary policy that a�ords them enormous electoral advantage over op-

position candidates.

However, while the ability to manipulate monetary policy increases the probability

of authoritarian victory in competitive elections through its e�ect on the probability

distribution function φ(.), as the society's anti-authoritarian bias, υ, increases, not

only does the required magnitude of monetary expansion�as well as its in�ationary

impact�necessary to o�set this popularity shock becomes much larger, but this also

makes election outcome more uncertain. If the political state changes to democracy

as a consequence of incumbent authoritarian ruler losing the election, the citizens can

then legally implement their preferred public spending allocation and potentially more

expansionary monetary policy harmful to authoritarian elites' economic interests. In

39 To elaborate, �rst-order stochastic dominance means for any two same-mean lotteries, φ1(x)
and φ2(x), φ1(x) �rst-order stochastically dominates φ2(x) regardless of their utility function
u(x) so long as it is weakly increasing. Under �rst-order stochastic dominance, the utility
function does not play much of a role in the agent's decision, only that the agent prefers having
more wealth than less (i.e., u(.) is weakly increasing. The only criterion is that the agent is
more (less) likely to obtain greater (smaller) utility under φ1(x) than φ2(x).
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other words, as the citizens' political power becomes stronger, the incumbent author-

itarian ruler not only has marginally higher probability of losing the election, but she

and her group may also have to pay the price of not insulating monetary policy from

political control with their economic interests being held hostage by the �scal and,

particularly, monetary policy implemented by democratic politicians elected by the

citizens under democracy; the more the citizens' preferred �scal and monetary policy

deviate from those of the authoritarian elites, the greater the cost of not implementing

CBI to the authoritarian elites before the transition to democracy. Thus, the incum-

bent authoritarian ruler's decision to implement CBI depends not only on the proba-

bility function representing the two institutional scenarios, φ
¬CBI

(π̄) and φ
CBI

(πCB), but

also on their respective utility functions, u
¬CBI

(π̄) and u
CBI

(πCB), which are jointly de-

termined by the parameter values of underlying economic inequality, δ and θ, and the

policy pair {λ, π} preferred by the authoritarian elites and the citizens under di�erent

political states. Hence, the di�erence between the �expected returns� realized from

u
¬CBI

(π̄)φ(π̄) and u
CBI

(πCB)φ(πCB)�which are the sums of authoritarian elites' util-

ity under authoritarianism and democracy multiplied by their respective associated

probability (A◦pA, D◦(1 - pA)) evaluated at {¬CBI, CBI}�in�uences incumbent

authoritarian ruler's attitude toward CBI. To re-state this argument in stochastic

dominance language: for any two lotteries with the same mean (µ), u
¬CBI

(π̄)φ(π̄) and

u
CBI

(πCB)φ(πCB), u
CBI

(πCB)φ(πCB) is preferred to u
¬CBI

(π̄)φ(π̄) if the expected return

from the former second-order stochastically dominates that of the latter under ev-

ery weakly increasing concave utility function, u(.), for π ∈ (πCB, π̄).40 The smaller

the di�erence between u
¬CBI

(π̄)φ(π̄) and u
CBI

(πCB)φ(πCB) as a function of the change

in parameter values of theoretical variables, the less costly CBI is to authoritarian

40 Second order stochastic dominance is de�ned in the following way: for any two same-mean
lotteries, φ1(x) and φ2(x), φ1(x) second-order stochastically dominates φ2(x) for every weakly
increasing utility function u(x) and if the agent is risk-averse. Note the di�erence in the last
sentence, as compared to the de�nition for �rst-order stochastic domination, an agenda is said
to be risk-averse if φ1(x) gives her at least as large utility as φ2(x). The choice between φ1(x)
and φ2(x) thus depends on the di�erence in their expected returns, as I de�ned in (3.37).
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elites, and the likelier the incidence of CBI. I explore this claim formally at below.

Di�erentiating (3.37) with respect to υ, applying quotient rule, and rearranging, yields

∂η

∂υ
=

{[
θ

δ

(
yn + ϕ[π − π̄]

)
+ (1− λ̄)g(π̄)

]
− (1− β)

[
θ

δ

(
yn + ϕ[π − πc]

)
+ (1− λc)g(πc)

]}

×
(
1− β

2

)
φ′
(
λ̄g(π̄)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(π̄)− υ

)])2

−
{[

θ

δ
yn + (1− λ̄)g(π̄)

]
− (1− β)

[
θ

δ
yn + (1− λc)g(πCB)

]}

×
(
1− β

2

)
φ′
(
λ̄g(πCB)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(πCB)− υ

)])2 . (3.38)

Expanding and rearranging (3.38)41

{
β θ

δ
yn − θ

δ

[
(βπ − π̄) + (1− β)πc

]
+ (1− λ̄)g(π̄)− (1− β)(1− λc)g(πc)

}

×
(
1− β

2

)
φ′
(
λ̄g(π̄)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(π̄)− υ

)])2





u′
¬CBI

(π̄)φ′(π̄)

−
{
β θ

δ
yn + (1− λ̄)g(π̄)− (1− β)(1− λc)g(πCB)

}

×
(
1− β

2

)
φ′
(
λ̄g(πCB)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(πCB)− υ

)])2





u′
CBI

(πCB)φ′(πCB)

(3.39)

41 This expression corresponds to u′
¬CBI

(π̂)φ′(π̄) − u′
CBI

(πCB)φ′(πCB), which I labeled in the side

brackets.
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The �rst derivatives of the utility functions (the �rst and third line of (3.39)) and the

�rst derivatives of the probability functions (the second and fourth line of (3.39)) cor-

respond to u′
¬CBI

(π̄)φ′(π̄) and u′
CBI

(πCB)φ′(πCB), respectively, labeled in the side brackets

to their right. In the following discussion, I will refer to u′
¬CBI

(π̄), φ′(π̄), u′
CBI

(πCB), and

φ′(πCB) when I discuss the structures of these functions in order to simplify their

multiplicative and fractional structures. From (3.39), because absent CBI, the au-

thoritarian ruler can always demand the central bank to implement π̄ ∈ (πe, πc] (>

πCB) that makes φ′
(
λ̄g(π̄)− υ

)
> φ′

(
λ̄g(πCB)− υ

)
, which increases her probability of

victory in authoritarian election, as re�ected in the magnitude of the numerator (i.e.,

an increase in π̄ makes it larger) and the denominator (i.e., an increase in π̄ makes

it smaller) in φ′(π̄) (i.e., the �rst derivative of the expected return under ¬CBI)

as compared to its counterpart in φ′(πCB)). Hence, φ′(π̄) strictly dominates than

φ′(πCB), and their di�erence is increasing in π̄.

It is also worth noting that change sin the probability of authoritarian victory

work in di�erent fashion in the direction of υ: although higher levels of π̄ could o�set

the increase in the citizens' anti-authoritarian bias, υ, in the numerators of both φ′(π̄)

and φ′(πCB), as this bias becomes stronger, an increase in υ induces larger variance in

the denominator of φ′(π̄) than that of φ′(πCB),42, making the realization of Eφ(¬CBI)

more uncertain.43

I then compare the expressions of expected returns under di�erent institutional

scenarios {¬CBI, CBI} evaluated at φ′(π̄) and φ′(πCB), respectively. Apart from

the common terms, β θ

δ
yn and (1 − λ̄)g(π̄), the expected utility from a weak CBI in-

42 This corresponds to the �prediction error" analogy I made in the beginning of (3.2). One can
view the numerator terms of both fractional probability terms as �point prediction" and the
squared denominator terms as �variance.� Because an increase in υ induces larger magnitude
of variance in the denominator term of the �rst fractional probability term in (3.39) than the
second, it increases the uncertainty around the point prediction of the probability of authori-
tarian electoral victory in the absence of CBI, φ′

(
λ̄g(π̄)− υ

)
, as compared to its counterpart,

φ′
(
λ̄g(πCB)− υ

)
(under CBI) whose variance is relatively smaller.

43 I provide a formal analysis of the relationship between µ and υ and its implications for author-
itarian rulers' policy response in the Appendix.
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stitutional setting, as captured by u′
¬CBI

(π̂), is smaller than u′
CBI

(πCB), as a result of the

negative e�ect of the term − θ

δ

[
(βπ − π̄) + (1− β)πc

]
44 and the larger magnitude of

negative e�ect (1− β)(1− λc)g(πc) attributed to the citizens' potentially more in�a-

tionary monetary policy preference, πc (in comparison to the situation when monetary

policy is set at the central bank's more conservative stance, πCB, under CBI).

From the above analysis of (3.38), because φ′(π̄)
¬CBI

> φ′(πCB)
CBI

and u
¬CBI

′(π̄)< u
CBI

′(πCB),

an increase in υ drives down the cost of CBI to authoritarian elites and therefore may

promote the incidence of CBI.

Two important insights emerge from (3.38). First, although manipulating mone-

tary policy through retaining political control of monetary policy may help to o�set

the citizens' growing political power (υ), as captured by φ′(π̄) and φ′(πCB), an increase

in υ also introduces more variance into φ(π̄)|¬CBI than φ(πCB)|CBI. Second, be-

cause πc carries more in�ationary impact on authoritarian elites' economic interests

than πCB, authoritarian elites will incur greater economic loss when the citizens are

allowed to legally set their preferred monetary policy, πc, under democracy (by elect-

ing more in�ation-prone populist politicians into political o�ce to act on their behalf)

in the absence of CBI, which increases the cost of democratization to the authori-

tarian elites under a weak CBI setting. To be sure, by retaining political control of

monetary policy, incumbent authoritarian ruler can manipulate monetary policy to

accommodate her politically-induced redistributive public policy to o�set the citizens'

increased political power; yet, the greater uncertainty around u′
¬CBI

(π̄) induced by the

increase in υ also suggests that the realization of electoral defeat (and democratization

D) may be more likely to occur over a wider range of parameter value, |υ− λ̄g(π̄)|2 =

ς2 = σ2
ς (which I described in (3.2)), under which the out-of-power authoritarian elites

44 This depends on the di�erence between (βπ− π̄) and (1 −β)πc. By rearranging, yields −[(πc−
π̄) − β(πc − π)], both bracketed terms are positive but because, by assumption, πc > π̄ > π,
the net e�ect of this series of terms is contingent on the discount factor, β. In other words, if
the authoritarian ruler cares less about the future (i.e., small β), the sign of this term will be
negative.
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will be forced to live under the citizens' preferred policy pair {λc, πc}. The greater

the citizens' preferred policy pair deviates from authoritarian elites' ideal policy pair,

the greater the cost of democracy to authoritarian elites. Because authoritarian elites

will no longer have institutional access to �scal policy-making once the regime democ-

ratized, the only thing they can do to reduce the cost of democracy to their economic

interests is to install an independent central bank that insulates monetary policy de-

cision from democratic control, which is indeed the behaviorial prediction suggested

by my analysis of (3.38) in previous paragraphs.

The Role of Economic Inequality

The analysis in the previous section suggests that the change in monetary policy orien-

tation through regime change in the absence of CBI appears to carry more in�ationary

impact on authoritarian elites' economic interests, the structure of the economy thus

plays an important role in this model. Similar to Acemo�glu and Robinson (2001,

2006), Boix (2003), Dunning (2008), and Ansell and Samuels (2010), among others,

who highlight the pivotal role of income-based economic inequality in raising the po-

litical salience of income redistribution that provides an incentive for incumbent elites

to resist democratization through some moderate forms of political concession or, as

I argued in this study, some sort of �scal manipulation to suppress or to procrasti-

nate the emergence of democratic rule by the citizens. Here, the level of economic

inequality plays a similar role not only in raising the political salience of monetary

policy-making but more by driving up the in�ation preference of the citizens who are,

on average, poorer than members of the authoritarian elites, and are more tolerant or

even bene�t indirectly from more in�ationary monetary policy, as I analyzed in the
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�fth paragraph of section (3.1).45

Recall that in (3.39), the sign of the −
[
(βπ − π̄) + (1− β)πc

]
term in u′

¬CBI
(π̄)

depends on how much the citizens' preferred monetary policy, πc, under democracy

deviates from (i) the maximum amount of per-period money supply, π̄, the authori-

tarian elites are willing to tolerate to o�set the citizens' growing political power and

(ii) the natural growth rate, π (which is assumed as a constant throughout this anal-

ysis), and (iii) the discount factor, β. Thus, as the future becomes less important to

the authoritarian elites (β ↓), such as when the loss of political power is imminent,

larger di�erence between πc and π̄ can make democracy more costly to authoritarian

elites and therefore heightens their incentive to implement CBI reform. It follows

that, if economic inequality drives up πc, it would make CBI more likely to occur.

This claim can be examined by substituting φ′(π̄)
¬CBI

and φ′(πCB)
CBI

into (3.38) and

implicitly di�erentiating this expression with respect to θ, which yields

dπc

dθ
=

1

δ

{
βyn

[
φ′(π̄)
¬CBI

− φ′(πCB)
CBI

]
+
[
(1− β)πc − (βπ − π̄)

]
}

× 1

(1− β)
[
θ

β
+ (1− λc)g′(πc)

]
φ′(π̄)
¬CBI

. (3.40)

Since φ′(π̂)
¬CBI

> φ′(πCB)
CBI

> 0, g(.) > 0, and by assumption, πc > π̄ > π > 0 and (βπ− π̄)

< 0, the sign of dπc

dθ
> 0. In short, higher levels of economic inequality marginally

increase the citizens' preferred levels of money supply and thereby raise the costs of

democratization to the would-be out-of-power authoritarian elites, which forms an

incentive for incumbent authoritarian rulers to implement CBI reforms to minimize

45 Hayo (1998), for example, shows with his survey data from European Community countries
from 1976-1993 that countries with historically high rates of in�ation tend to be correlated
with public attitudes less sensitive to in�ation than countries with low in�ation.
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this pending cost to their economic interests. One way to interpret the result in (3.40)

is to treat the �rst term in the numerator, β

δ
yn
[
φ′(π̂)
¬CBI

− φ′(πCB)
CBI

]
, as the di�erence

in the share of natural rate of growth, yn, accruing to authoritarian elites realized

from two di�erent institutional scenarios (¬CBI versus CBI), plus the second term,

(1−β)πc−(βπ−π̄)

δ
, that can be thought of as the share of the di�erence between the mon-

etary policy preferred by the citizens under democracy, πc (discounted into current

period because the political state D has not yet been realized) and the maximum level

of politically-induced money supply tolerable by the authoritarian elites, π̄, accruing

to the authoritarian elites, weighted by the multiplicative e�ect of the policy pair

that will be implemented by the citizens under democracy, {λc, πc}, without CBI and

the �rst di�erence of the probability of authoritarian electoral victory, φ′(π̄), that is

increasing in π̄ in the absence of CBI.

Crucially, because the two numerator terms capture the net e�ect of political con-

trol of monetary policy on the share of the economy accrued to the authoritarian elites

(one can refer back to equation (3.1) and (3.2) to see how monetary policy a�ects the

structure of the economy), the lower share of the economy accruing to the citizens,

the more expansionary monetary policy orientation preferred by the citizens under

future democracy to rip the bene�ts of the income e�ect. Hence, economic inequality

may push the majority citizens' monetary policy preference toward a more expan-

sionary direction. While the negative e�ects of more redistributive public policy and

more expansionary monetary policy in future democratic period, (1 − λc)g′(πc)|A,

or, under existing authoritarian system, politically-induced targeted transfer (toward

the citizens) �nanced by expansionary monetary policy aiming at sustaining authori-

tarian rule, φ′(π̄)|D, may dampen this in�ationary policy preference of the citizens,46

the basic intuition still holds: in more unequal countries, the majority citizens have

greater demand for more expansionary monetary policy and are more tolerant of the

46 Because dπc

dθ is decreasing in these two constituent denominator terms,
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in�ationary impact of such policy than the authoritarian elites.

Finally, mapping the comparative statics results in (3.39) and (3.40) into the

dichotomous choice de�ned in (3.32). The empirical implications from these compar-

ative statics results lend support to the hypothesis laid out in Chapter 2. At higher

level of economic inequality, θ, where the authoritarian elites' and the citizens' mone-

tary policy preferences diverge widely, an increase in the citizens' political power (υ)

through democratization drives up the cost of maintaining a politically subservient

central bank (which drives down the cost of implementing CBI (shifting from ηh to

ηl) and subsequently promotes the incidence of CBI (ζ = 1).

The political source of the �institutional insulation� e�ect thus lies at the joint

e�ect of democratization and economic inequality. In more unequal countries, the

majority citizens tend to prefer more expansionary monetary policy to compensate

for their smaller share of private income in the economy, to the detriment of the au-

thoritarian elites' economic interests. The more unequal the existing structure of the

economy, the more expansionary monetary policy preferred by the citizens and the

more the authoritarian elites have to lose should the citizens be allowed to set their

preferred monetary policy. The onset of democratization in�uences the incidence of

CBI �rst by raising the political salience of economic inequality (and thus provides a

potential fault line for political mobilization, which is part and parcel of the mone-

tary �nancing e�ect that hinders the incidence of CBI), then, through signaling the

monetary policy orientation of future democratic politicians, provides an incentive

for the would be out-of-power authoritarian rulers to enact CBI reform to insulate

monetary policy decisions from democratic control.
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3.3 Discussion and Interpretation

Previous studies on the political source of CBI have argued that the anticipated loss

of political power�either by a change in government (as in democratic setting) or

regime change as a consequence of democratic transition�can motivate incumbent

politicians to pursue CBI to constrain their successors' monetary policy discretion.

The more imminent the anticipated political power change, the likelier the incidence

of CBI�including the separation of monetary policy decision-making from the ex-

ecutive and/or enacting stringent government lending and �nancing clauses in the

new central bank laws. My analysis does not contradict these established claims;

instead, the models developed here link political control of monetary policy to the

electoral politics of �unfree" regimes that has been the theoretical focus of the emerg-

ing literature on competitive authoritarianism. Indeed, as Boylan (2001a, 236), whose

argument formed the basis of the �institutional insulation" e�ect I explored in this

study, concludes, �[B]ecause insulation is costly, authoritarian governments ought to

wait until it is absolutely clear that they will need to step down from power before

delegating authority to an independent agency," the central contribution of this chap-

ter is therefore to complement Boylan's argument with an alternative yet important

mechanism (the monetary �nancing e�ect) to explain why CBI can be costly to au-

thoritarian rulers and adjudicate these two competing mechanisms through formal

analysis that helps to generate testable hypotheses about when and where CBI is

more likely to occur in democratizing setting.

The introduction of competitive election by incumbent authoritarian rulers at-

tempting to garnish themselves with electoral legitimacy can motivate these rulers to

enhance their political control of monetary policy in order to accommodate politically-

induced �scal policies geared toward in�uencing election results. The fact that au-

thoritarian elites will no longer have institutional access to �scal policy-making as a
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result of majoritarian control of political institutions by the citizens under democracy

further increases the cost of relinquishing political control of monetary policy, because

this is an important policy instrument authoritarian rulers can exploit to head o� this

unpalatable economic consequence of democratization. In this respect, the political

motivation that undermines incumbent authoritarian rulers' incentive for CBI is sim-

ilar to what previous PBC literature has identi�ed in democratic political systems:

facing electoral challenge from the opposition, incumbent politicians/parties would

want to exploit �scal instrument (owing to their holding of political o�ce) at their

disposal to maximize their probability of victory in the coming election whenever they

are less constrained by the monetary policy of an independent central bank. Thus, the

rise of electoral threat in the political domain can increase incumbent authoritarian

rulers' desire for maximum monetary policy discretion that suppress the incidence of

CBI, in line with the empirical implications of my formal analysis in section (3.1): for

a given level of µ, an increase in λ or g(π) always increases the marginal probability

of authoritarian electoral victory (by o�setting the anti-authoritarian bias in µ), and

an increase in π enhances the e�ectiveness of policy pair, λg(π).

Yet, there is also an intertempoal aspect in this relationship that moderates au-

thoritarian rulers' desire for continuing to retain their political control of monetary

policy, which di�erentiates the mechanism that promotes the incidence of CBI mod-

eled here from the arguments made by previous analysts in the context of consolidated

democracy. Unlike in a consolidated democracy where opposing political forces com-

pete against each other in an in�nite-horizon game with (theoretically) equal proba-

bility of being elected as the incumbent in each period and implement their preferred

policy, democratization enhances the plebiscitarian power of the more numerous cit-

izens and thus essentially reduces the prospect of authoritarian survival. Through

their majoritarian control of political institutions, democracy thus allows the citizens

to implement their preferred �scal and monetary policy in all future period (st = D ∀
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t = t, ...,∞) without having to accommodate the policy preference of the out-of-power

authoritarian elites, and this raises the cost of retaining political control of monetary

policy to authoritarian elites. From an intertemporal perspective, while a politically

subservient central bank serves authoritarian ruler's (and her group's) political in-

terests by helping to prop up the regime's electorally competitiveness, once they are

driven out of o�ce following electoral defeat, perhaps due to an underestimation of

the citizens' political power or when such anti-authoritarian sentiment is manifestly

overwhelming (in which case, the regime concedes),47 this weak institutional arrange-

ment can work against the economic interests of the now out-of-power authoritarian

elites, as my analysis of the second model has demonstrated.

To be sure, because authoritarian rulers are political survival-maximizing, they

may want to further manipulate monetary policy to o�set this growing plebiscitarian

power of the citizens in order to increase their marginal probability of victory in the

election, as my analysis in the previous section has shown, this incentive is motivated

by the larger value of φ′
¬CBI

(π̄) a�orded by incumbent authoritarian rulers' ability to

manipulate monetary policy up to π̄, relative to φ′
CBI

(πCB) (when such ability is con-

strained by CBI), which may strengthen incumbent authoritarian rulers' incentives

to preserve their monetary policy discretion to maximize their chance of political

survival. However, an increase in the citizens' political power also induces larger

variance into the denominator of φ′
¬CBI

(π̄) than that of φ′
CBI

(πCB) despite the greater

marginal probability of victory implied by the former. Assuming υ is continuously

measurable,48 for the same unit of increase in υ, the probability that authoritarian

elites' preferred political state (A) will be realized in each election now becomes less

47 The 1988 Chilean national plebiscite is a case in point, close to 56% of Chilean voters (with
100% voter turnout) turned down President Pinochet's request for another 8 years' rule with
a �NO" vote, the Pinochet regime accepted this verdict and began plotting a series of reforms
that paved the way for democratic transition, including institutional reform of Banco de Chile.
To re-interpret this pivotal event with formal, game-theoretic parlance, the parameter value of
υ was fully observed by the Pinochet regime prior to its decision to enact CBI.

48 I will return to this measurement issue in the empirical analysis chapter.
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predictable, because the probability distribution of φ
¬CBI

(π̄) is more dispersed than

φ
CBI

(πCB). Thus, retaining political control of monetary policy (¬CBI) under current

authoritarian political system represents an institutional choice leading to more un-

certain political outcome than delegating monetary policy to an independent central

bank (CBI) in a political setting where the citizens' political power has signi�cantly

increased.

However, there is also a CBI-promoting institutional insulation e�ect of democ-

ratization working through the e�ect of economic inequality on authoritarian elites'

expected returns under two institutional scenarios (CBI and ¬CBI). In this model,

economic inequality increases the extent to which the newly enfranchised but rela-

tively poor majority citizens would want to redistribute more public resources away

from the authoritarian elites toward themselves through redistributive public policies

and induces greater preference of the citizens for expansionary monetary policy, both

of which heighten the cost of democracy to authoritarian elites and endogenously

increase incumbent authoritarian rulers' incentives to suppress CBI in order to retain

their political control of monetary policy as an instrument of political manipulation

to prevent democratic control of political institutions that allow the citizens to im-

plement their preferred �scal and monetary policy. Yet, exactly because democratic

rule in unequal countries is costly to authoritarian elites, the economic consequence

of not insulating monetary policy from democratic control can be even costlier to

authoritarian elites as this weak CBI arrangement opens the legal channel for elected

politicians to extend their intervening hands on central banks' policy-making to pull

monetary policy in the direction accommodative with public policy prioritized by

their selectorates (i.e., the majority citizens). The �e�ect" of economic inequality

on the incidence of CBI thus lies in its role of signaling future cost of discretionary

monetary policy-making (an incumbency advantage which incumbent authoritarian

rulers enjoy under existing authoritarian political systems) in democratic period. As
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the loss of political power becomes more imminent due to the increase in the citizens'

political power, the realization of this �democratic cost" of not implementing CBI

will be more credible and motivate incumbent authoritarian rulers to pursue CBI as

a way to mitigate the cost of democracy to their future economic interests; in other

words, economic inequality promotes the incidence of CBI by driving up the future

cost of retaining political control of monetary policy under the executive that makes

CBI less costly to authoritarian elites at present.

An important theoretical contribution this formal analysis brings to existing stud-

ies on the political source of CBI is that it shows when and where the monetary

�nancing e�ect or the institutional insulation e�ect is more likely to be observed,

which helps to explain the over-time change in CBI within country and its variance

across democratizing countries.

For example and recall Proposition 2-4, the risk-aversion behaviorial impli-

cations of my analysis show that, at the early stage of democratization when the

citizens' political power is relatively weak (i.e., low υ) and more susceptible to the

in�uence of electorally-induced public spending programs, incumbent authoritarian

rulers tend to be more optimistic about their electoral prospect and may be more

willing to submit their chances of political survival to the uncertainty of electoral

contest; the shadow of the democratic cost of not implementing CBI thus appears

less tangible, and authoritarian rulers tend to be more tolerant of the risk involved

in subjugating monetary policy-making under the executive's political control as an

instrument for electoral and, more generally, political manipulation. From a risk-

aversion perspective, because the perceived probability of staying in o�ce through

electoral victory (pA) is greater at lower level of υ, the part of expected return derived

from the ability to manipulate monetary policy that incumbent authoritarian rulers

need to forgo, c(CBI), in order for them to be indi�erent between having a politically-

subservient central bank and implementing CBI can be very high, which suppresses
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the incidence of CBI.49 Thus, the monetary �nancing e�ect may be more important

at early stage of democratization. On the other hand, as the balance of political

power shifts to the citizens, retaining political control of monetary policy can become

more risky to authoritarian elites because the disutility associated with democratic

control of political institution is now more likely to be realized through incumbent

authoritarian rulers' electoral defeat at the ballot box. By accentuating the future

cost of democratic control of monetary policy�by way of marginal increase in the

variance around pA, through which the democratic cost of withholding CBI is more

likely to realize�to authoritarian elites, relative to the cost of implementing CBI at

present, democratization increases authoritarian rulers' incentive to pursue CBI as a

risk-averse option against the uncertainty of future democratic rule. In more unequal

countries where the democratic cost of retaining monetary policy-making under the

executive's political control is potentially higher for authoritarian elites, we would

expect the institutional insulation e�ect to dominate the monetary �nancing e�ect in

incumbent authoritarian rulers' CBI decisions as the citizens' political power becomes

much stronger. The models developed here therefore clarify the mechanisms through

which democratization and economic inequality in�uence the incidence of CBI and

suggest when and where certain attitudes exhibited and policies implemented by in-

cumbent authoritarian rulers toward CBI are more likely to be identi�ed.

Two critiques on the theoretical framework and the results of the models may be

worth elaborating before concluding this chapter. To begin with, the predictions of

my models are, prima facie, strikingly similar to existing arguments made by previ-

ous formal and empirical literature: CBI is most likely to occur whenever there is a

change in government because the would-be out-of-power incumbents have incentives

to use this strategy to tie their successors' hands. For this, two comments are in or-

der. First, the political context on which the models are based is su�ciently di�erent

49 Note in (3.31), when the cost of CBI is high (η = ηh), authoritarian rulers are less likely to
implement CBI (ζ = 0).
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from the in�nite-horizon game engaged by elected politicians in democracies. While

outgoing conservative/rightist incumbent politicians in democratic political systems

use CBI to �front-load" their preferences onto policy-making institutions to ensure

that such institutional design will work in their favor in their future interaction with

political rivals (McCubbins, Noll and Weingast, 1987), outgoing authoritarian rulers

enact CBI as a last-ditch e�ort to minimize the impact of discretionary policy-making

on their economic interests under democracy. In this respect, the microfoundation

underlying incumbent authoritarian rulers' push for CBI di�ers from that in demo-

cratic political systems.50 Secondly, it is necessary to emphasize in conclusion to this

chapter that this study is more than a formal or multi-method re-analysis of Boylan's

existing argument on the relationship between democratization and CBI. My mod-

els join the emerging competitive authoritarianism literature by distinguishing the

monetary �nancing e�ect of democratization that hinders the incidence of CBI from

the CBI-promoting institutional insulation e�ect stressed by Boylan, and the models

adjudicate the relative impacts of these e�ects on CBI by analyzing the trade-o� be-

tween the greater marginal probability of authoritarian electoral victory a�orded by

the ability to manipulate monetary policy and the disutility that insulating monetary

policy from the executive's political control can help to ameliorate under democracy.

as I did in secton (3.2). My models thus provide a better account of the mechanisms

through which CBI emerges in the transition from authoritarianism as well as explain,

in contemporary academic perspective, why it may be costly for incumbent author-

itarian rulers to forgo their political control of monetary policy�an aspect which

Boylan left o�.

One other critique regarding the assumption of CBI as an intertemporal tying

50 To render this variance with Acemo�glu and Robinson's de jure/de facto political power frame-
work (which motivated this formal analysis), outgoing authoritarian rulers implement CBI not
as a form of investment in de facto political power to continue their dominance in the political
domain, instead, they employ CBI to divest monetary policy from the citizens' de jure political
control.
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hands strategy might be raised as well. The models analyzed here, and the argu-

ments made by previous analysts, all made an important assumption that outgoing

incumbent politicians enact CBI for the purpose of restricting their successors' policy

leeway, so that this newly established independent monetary institution will act on

an �autopilot" mode and continue to generate policies that favor the interests of the

original creators (i.e., the now out-of-power authoritarian elites) even if they were no

longer in o�ce and are not expected to return anytime soon. An important prior

question to ask would be: why don't the successors just reverse such constraining

institution and install their preferred institutional design once they are elected into

o�ce? Indeed, because, irrespective of regime type, any statutory and constitutional

provisions the central bank enjoys were granted initially by the political authority

(Broz, 1998; Berger and Thum, 2000), the political authority can certainly alter them

�if the central bank's policies were to become su�ciently distasteful" (Franzese, 1999,

682). The incentive to uninstall the constraining institutions imposed by predeces-

sors can be more pronounced at the moment of democratic transition, because, as my

models have shown, there is essentially no �shadow of the future" from the standpoint

of incoming democratic governments once democracy is established, any institutional

constraints imposed by the out-of-power authoritarian regimes are not likely to be

binding, incoming democratic governments can easily uninstall any institutions they

dislike and replace them with something preferred by their selectorates (i.e., the

citizens), for example, the policy pair {λc, g(πc)}. The fact that democracy is an ab-

sorbing state further ensures that the citizens will always get their preferred economic

policies through their democratic advantage over the now out-of-power authoritarian

elites in the political domain.51 If this is the case, then why would many authoritar-

ian rulers still painstakingly initiate CBI reforms that may be costly to their political

survival prospects at present?

51 I thank Sean Gailmard for raising this point.

122



Boylan o�ered two potential explanations that are similar in �avor to the interna-

tional credit worthiness argument proposed by Max�eld (1997). First, democratic rule

in developing countries�with re-democratized Latin American states in particular�

are usually tarnished with credibility de�cit in attracting capitalist audiences due

to their hyper-in�ationary past. Many successor governments may be secretly de-

lighted with the autonomous monetary institutions imposed by their authoritarian

predecessors because such arrangement spares themselves of all responsibility for anti-

in�ationary policies and domestic reprisal arising from structural adjustment process.

Secondly and on a related note, incoming democratic governments in these countries

can even bene�t from the credibility of CBI that will help them attract international

capital.52 Indeed, moving in lockstep with global rise in CBI, many countries have

enacted some sort of corporatist wage bargaining arrangements or designed an in�a-

tion contract between the government and the central bank to absolve distributional

con�ict and the incentive to deviate from natural rate of growth in the name of tam-

ing in�ation and unemployment while promoting growth (Lange and Garrett, 1985;

Iversen, 1998, 1999). Boylan therefore concluded that the reputational e�ect of CBI

actually makes incoming democratic governments better o� and it may be less costly

for them to tamper with CBI, �regardless of how it (CBI) got there" (Boylan, 2001b,

55-57).

My explanation for why outgoing authoritarian rulers might expect CBI to be

constraining and therefore resort to CBI as an exit option is primarily behavior-

ial and utility-maximizing (or loss-minimizing), rather than rooted in the concept

of international norms. To be sure, facing the uncertainty of incoming democratic

rule, besieged authoritarian rulers cannot know ex ante what their democratic suc-

52 This explanation is in line with many credibility arguments made in international political
economy literature. In essence, because CBI and �xed exchange rate regime are just two types
of monetary commitment mechanisms, it is incentive-compatible for governments that lack
internal credibility to adopt one of these two institutions to borrow credibility either from low
in�ation anchor countries (Walker, 2005) or an independent central bank (Broz, 2002).
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cessors' future economic policy will be, and there is no a priori guarantee that any

future democratic governments will not revoke the constraining institutions imposed

by their authoritarian predecessors.53 Yet, because democracy precludes any plebisci-

tarian channels through which the out-of-power authoritarian elites can challenge the

political dominance of majority citizens in �scal policy-making, insulating monetary

policy�one of the major sources of public �nance�through CBI is the best feasible

strategy authoritarian elites can undertake (before they leave o�ce) to minimize the

impact of discretionary economic policy-making on their groups' economic interests

under democracy. In fact, institutional insulation is the only option left at would-be

out-of-power authoritarian rulers' disposal that can be expected to have at least some

lasting e�ects in the absence of any credible commitments by the incoming democratic

governments, as evidenced by many �pacted transitions" examples has evidenced in

which the institutional vestiges of old conditioned opposition behaviors and carried

over to the post-transition period (Przeworski, 1991; Linz and Stepan, 1996; Bratton

and van de Walle, 1997). In sum, the thrust of my argument is that, in the face of an

uncertain future, outgoing incumbent authoritarian rulers will choose the option that

can be expected to have some long-lasting constraining e�ects on their democratic

successors in the area they fear the most (that is, to enact CBI to insulate monetary

policy from the purview of populist democratic politicians where economic inequality

is high), although they cannot be certain that their e�orts will not end up being

nulli�ed by their successors.

On the other hand, authoritarian rulers do not formulate their CBI responses in

an informational void, as I argued in Chapter 2 and analyzed formally in section (3.2)

here, they can infer the extent to which their democratic successors' preferred macroe-

53 The incumbent position can be held by Party A or Party B, alternatively, and the two par-
ties' economic policy preferences may not be aligned with each other despite them all being
popularly-backed democratic political organizations. So even if CBI is perfectly aligned with
the interests of Party A's voters, it may run counter to the interests of Party B's voters and
would provide an incentive for Party B to revoke CBI and embark on in�ationary policy path.
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conomic policies may deviate from their own from the political saliency of economic

inequality�such as whether redistributive politics has formed an important cleav-

age for political mobilization�and respond accordingly: the greater the degree of

economic inequality the more in�ationary the citizens' monetary policy preferences

under democracy, and the more likely that incumbent authoritarian rulers will enact

CBI to constrain such in�ationary tendency. As the loss of political power becomes

more imminent, incumbent authoritarian rulers are more likely to implement CBI

to stave o� more extreme outcomes associated with φ
¬CBI

(authoritarianism but with

more varied future survival probability or democracy without CBI) by implementing

CBI that gives them more certain54, less extreme expected return even if this curtains

their ability to in�uence election outcome with monetary policy.

An important theoretical contribution of this formal analysis is to clarify the

mechanisms through which an increase in political uncertainty in�uences incumbent

authoritarian rulers' attitudes toward their continuing political control of monetary

policy and thereby shapes the incidence of CBI in the transition from authoritarian-

ism, and it also suggests the empirical implications that are most likely to be identi�ed

in empirical data or observed in real-world cases. The next four chapters of this study

turn to empirical assessment of my theoretical claim. Two important questions should

be addressed. First and foremost, how do we identify the causal mechanisms informed

by the theoretical model? Secondly, are the over-time change in CBI within a given

country and the variation in CBI outcomes across countries consistent with hypothe-

ses implied by my formal analysis? In the next chapter I employ a variety of statistical

models to explore the relationships of the level of democracy and economic inequality

to CBI and identify the unique �causal paths" (i.e., monetary �nancing vs. institu-

tional insulation) through which the e�ects of democracy and economic inequality

54 This is because the variance of φ
CBI

is smaller. In stochastic dominance terms, φ
CBI

is the

mean-preserving spread of φ
¬CBI

because it has greater probability of covering the mean of the

distribution of the latter.
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a�ect CBI, I also test the e�ects of democracy and economic inequality on CBI on a

cross-sectional, time-series global data to see if there is evidence for a general mone-

tary �nancing e�ect (at lower levels of democracy) and institutional insulation e�ect

(in more unequal countries and at higher levels of democracy). In addition, in my

analysis of global data, I also discuss and test the explanatory power of my hypoth-

esized causal mechanism against rival explanations informed by previous scholarship

that allegedly contribute to the over-time change and cross-national variation in CBI

(e.g., regional contagion e�ect, capital account openness, �xed exchange rate, past in-

�ation, �nancial sector strength, labor market institution, etc). Finally, although the

associational results of the statistical analyses lend credence to my formal argument,

they may also be consistent with other existing explanations. I therefore turn to a

comparative analysis of pre-2000 Mexico (Chapter 5) and KMT-era Taiwan (Chapter

6), two modal cases of contemporary competitive authoritarianism, and much briefer

extended case studies of Chile, South Korea, and Thailand (Chapter 7) to describe,

in country-speci�c context, the mechanisms through which the monetary �nancing

e�ect or the institutional insulation e�ect occurred.

3.4 Alternative Approach for Comparing Risk Aver-

sion Attitude toward CBI

In section (3.2), I discussed the change in an authoritarian ruler attitude toward CBI

as a risk-averse response to a marginal increase in some variables such as the citizens'

political power, υ, and economic inequality, θ. Since the extent to which an agent

is more risk-averse and tends to opt out probabilistic choice in the face of increasing

uncertainty is equivalent to the concavity of his utility function, U(φ) (ref. (3.20)).
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A simple way to state this is to say that an agent whose utility function is more

concave (i.e., the curvature of U(φ) is steeper, U ′′(φ)) is more likely to opt for CBI as

uncertainty increases. From a distributional standpoint, the probability function of

a steeper concave utility function covers less area around the mean than a less steep

concave utility function, hence, the former is less likely to be chosen by a risk-averse

agent as uncertainty over expected return increases.55 However, U ′′(φ) itself is not

a valid measure of risk aversion, because for an agent's expected utility preference

ranking to be consistent under any linear transformation of utility, the �rst and the

second derivative of U ′′(φ) must be of the same sign; yet, U ′(φ) > 0 and U ′′(φ) < 0

(by concavity) contradicts this requirement.

I therefore follow Pratt's (1964) Arrow-Pratt measure to quantify the degree of

risk aversion and use this measure to analyze its attitudinal implication for CBI at

di�erent degree of risk aversion and level of economic inequality, θ.56 which is de�ned

as follows

rAP (y) = −u
′′(y)

u′(y)
. (3.41)

Where y denotes the level of wealth and I use the same notation for GDP, y, to

approximate wealth level and for later analytical use. Here, because U ′(φ) and U ′′(φ)

carry di�erent signs, an agent who is more risk-averse (i.e., whose concave utility

function is steeper) always has greater rAP (y) value than a less risk-averse agent re-

gardless of any linear transformation of utility function, such that

55 Another way to state is that a small change in parameter value is likely to induce larger
�uctuation in concave utility function with steeper slope, which leads to more variance (and
more uncertainty) in the agent's expected utility.

56 Here, this speci�cation is directly related to how much more an agent is likely to lose at the
same level of θ as uncertainty as uncertainty increases.
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r1

AP (y) = −u
′′
1(y)

u′1(y)
≥ −u

′′
2(y)

u′2(y)
= r2

AP (y). (3.42)

Equation (3.42) allows us to obtain equivalent characterization results for com-

paring risk aversion across di�erent agents. Now I insert θ and δ to approximate

the wealth level for an authoritarian elite, θ

δ
y, in the hypothetical country I modeled

throughout this chapter. Note that since both U1(.) and U2(.) are strictly increasing

function, we can a�ne transform U1(.) as a function of U2(.)

U1

(
θ

δ
y

)
= φA

(
U2

(
θ

δ
y

))
, (3.43)

where φA is an increasing real-valued concave function.

Di�erentiating (3.43) with respect to θ yields

U ′1
(
θ

δ
y
)
y

δ
= φ′A

(
U2

(
θ

δ
y

))(
U ′2
(
θ

δ
y
)
y

δ

)
. (3.44)

Di�erentiating the above a second time yields

U ′′1

(
θ

δ
y

)(
y

δ

)2

= φ′A

(
U2

(
θ

δ
y

))
U ′′2

(
θ

δ
y

)(
y

δ

)2

+φ′′A

(
U2

(
θ

δ
y

))

(
U ′2
(
θ

δ
y
)
y

δ

)


2

.

(3.45)

Dividing the above expression by U ′1
(
θ

δ
y
)
y

δ
, rearranging, and simplifying yields
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r1

AP = r2

AP − U ′2



φ′′A

(
U2

(
θ

δ
y
))

φ′A

(
U2

(
θ

δ
y
))


 . (3.46)

Because φA is concave (φ′A > 0, φ′′A < 0) and U ′2 > 0, the second term in the right-

hand-side of (3.46) is positive. It follows that r1
AP

(
θ

δ
y
)
≥ r2

AP

(
θ

δ
y
)
. In words, holding

authoritarian elites' population share (δ) and GDP (y) constant, an authoritarian

ruler in more uncertain political setting (i.e., having steeper concave utility function)

is more likely to exhibit risk aversion attitude toward her electoral prospect (such

as beginning to pursue CBI), and this propensity (and its behaviorial implication) is

more likely to be identi�ed in more unequal countries (i.e., as θ increases).

Appendix

Alternative assumption of the economy

Let output gap xt ≡ yt − ynt , πt be the period t in�ation rate and it be the nominal

interest rate set by the central bank. The relationship of output gap and in�ation to

a set of parameters can be represented by a system of two equations





xt = −ϑ[it − Et(πt+1)] + Et(xt+1) + ιt

πt = %xt + Et(πt+1) + νt

where 0 ≤ ϑ, %, ≤ 1, and Et(xt+1) and Et(πt+1) are expected next period output

gap and in�ation rate, and ιt (νt)
i.i.d.∼ N(0, σ2

ι (σ
2
ν)) and 0 ≤ ι, ν ≤ 1. Solving xt,
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substituting into y, and di�erentiating with respect to i, yields

∂y

∂i
= −ϑ

(

+ ϑ%

)
< 0.

Hence, the interpretation of this analytical result is the same as that from expres-

sion (3.1) with the caveat that interest rate (i) shares an inverse relation with money

supply (π), the negative e�ect of the increase in interest rate on y works through the

negative sign outside the bracketed �rst term of the �rst equation.

Risk aversion attitude toward uncertain outcome

Consider a lottery with two ranked outcomes (u1(x) � u2(x)) where x is the set of

outcomes realized from X ∈ {x1, x2}. Suppose an agent (an authoritarian ruler) is

risk-averse and prefers u1(x) to u2(x). Then the utility function u(.) is concave. It

follows that

u(c(φ)) =
∑

u(x)f(x)dx

≤ u
(∑

xf(x)dx
)

by Jensen's Inequality.

Since u is an increasing function (i.e., u′ > 0), hence, c(φ) ≤ ∑xf(x)dx = Eφ[X].

The proof of the converse is similar. Suppose c(φ) ≤ ∑xf(x)dx. Then
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∑
u(x)f(x)dx = u(c(φ))

≤ u
(∑

xf(x)dx
)

since u(.) is increasing,

which yields
∑
u(x)f(x)dx ≤ u

(∑
xf(x)dx

)
, which is exactly the de�nition of risk

aversion given earlier.

Mean-Variance measure of utility

The intuition for ranking an agent's preference for two expected utilities under uncer-

tainty by comparing their means and variances is analogous to measuring the average

return, which is the realization of utility, with mean and measuring risk, which con-

notes the realization of disutility and is therefore undesirable, with variance. It is not

feasible to rank two utility functions simply by the means of their expected returns,

as Rothschild and Stiglitz (1970) have shown, even after adjusting for di�erences in

their means, all pairs of random variables still may not necessarily be ordered with

respect to risk. The variance around the mean, however, induces a complete ordering

of random variables, because within the class of utility function of the same mean, an

increase in variance is equivalent to an increase in risk (Bigelow, 1993, 189). Building

on this claim, I will provide a formal proof at below, and this complements the point I

made in comparing the two probability functions in the expansion of η, the di�erence

between Eφ(¬CBI) and Eφ(CBI).

Let Z denote the set of all random variables in R and suppose an agent has to

choose a random variable in Z, υi, from among some other variables. I use υ to

maintain notational consistency with the notation for the citizens' political power I
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used throughout (3.2). An agent will choose υi over υj i� υi � υj, meaning υi is at

least as good as υj. Z is thus normalized risk comparable.

Let M: R × R+ denote the function that maps each υi ∈ Z into its mean and

variance, M(υ) ≡ (µυ, σ
2
υ). Finally, let Π denote the set of all complete, re�exive,

transitive binary relations in �. When faced with a choice, an agent will choose the

υi in her choice set with maximal (µυ, σ
2
υ) overM(Z).

Assume Π holds over Z. Let υ1 and υ2 be the variance (i.e., risk) in Z and assume

υ1 ≤ υ2. It follows that σ2
υ1
≤ σ2

υ2
(which is equivalent to ζ2

1 ≤ ζ2
2 shown in (3.2)).

By additive shifts, we can de�ne a set of random variables, Z ′ ⊂ Z over Z ′ ≡ {(υi

− µ) ∈ Z|υi ∈ Z}, so that each (υi − µ) may be represented by a weakly increasing

concave utility function. Since Z is normalized risk comparable, (υ1 − µ) and (υ2 −

µ) are both inM(Z ′), and since σ2
υ1
≤ σ2

υ2
,M(µ, σ2

υ1
) � M(µ, σ2

υ2
). So even though

υ2 ≥ υ1, it has greater variance and carries more risk than υ1 and is therefore less

preferable than υ1. And since υ1 and υ2 are random, this must be true for all υi ∈ Z ′.

A simpler way to show this is to assume two same-mean random variables, υ1 and

υ2 ∈ Z ′, andM(υi) = (µ, σ2
υi

) ∀ i = 1, 2. In linear form, this implies

υ1 − µ+ συ1 = υ2 − µ+ συ2

υ1 − µ = υ2 − µ+ (συ2 − συ1), and simplifying,

υ1 = υ2 + (συ2 − συ1).

Hence, E
(
M(υ1|µ, σ2υ1

)
) � E

(
M(υ2|µ, σ2υ2

)
)
, since συ2 ≥ συ1 . In short, υ1 is preferred

by an agent over υ2 because the latter's expected return involves more risk element.

This formal analytical result is readily applicable to my discussion of the probabil-
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ity functions, φ(π̄)
¬CBI

and φ(πCB)
CBI

, in expression (3.37) to (3.39). Because authoritarian

rulers' macroeconomic policy responses, λg(π), are formulated around the expecta-

tion of υ which is distributed on
[
− 1

2φ
+ µ, 1

2φ
+ µ
]
. By mapping,M(υ)≡ (µ, φ(1−φ))

M
(
φ(π̄)
¬CBI

)
'


µ, φ

(
λ̄g(π̄)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(π̄)− υ

)]
)


M
(
φ(πCB)

CBI

)
'


µ, φ

(
λ̄g(πCB)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(πCB)− υ

)]
)
 .

It is clear that, for a given υ, an increase in λ and/or π can lead to higher probability

of authoritarian electoral victory, π, but their implication for the variance, φ(1− φ),

is less clear (it is minimized at φ = 0.5).

On the other hand, if incumbent authoritarian rulers expect υ to increase, then an

increase in υ will induce greater variance in φ(π̄)
¬CBI

than φ(πCB)
CBI

. Using the derivation

result of (3.14), which is equivalent to di�erentiating φ(π̄)
¬CBI

and φ(πCB)
CBI

with respect

to υ, shows

φ′(π̄)
¬CBI

Var
(
φ′(π̄)
¬CBI

) '
(
1− β

2

)
φ′
(
λ̄g(π̄)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(π̄)− υ

)])2

φ′(πCB)
CBI

Var
(
φ′(πCBI)

CBI

) '
(
1− β

2

)
φ′
(
λ̄g(πCB)− υ

)
(

1− β
[

1

2
+ φ

(
λ̄g(πCB)− υ

)])2 .

From the above expressions, the denominator (i.e., variance) of φ′(π̄)
¬CBI

is larger than
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φ′(πCB)
CBI

despite its numerator being greater than that of the latter. It follows that

E

M(
υ|µ, σ2

φ
CBI

)� E
M(

υ|µ, σ2
φ

¬CBI

), and from distributional perspective,
(
λg(πCB)− υ

)

�
(
λg(π̄)− υ

)
: φ
CBI

is preferred to φ
¬CBI

(by authoritarian rulers) because it has smaller

variance than the latter with respect to an increase in υ. More substantively, this

suggests an increase in the citizens' political power carries more risk in φ
¬CBI

than φ
CBI

(in terms of the realization of disutility linked to their respective utility functions),

which makes CBI a more preferable option compared to the expected return summed

over the more extreme outcomes associated with φ
¬CBI

, as I discussed in my analysis

of (3.39). The φ′ to variance ratio also points to additional testable implication that

I will examine in the next chapter.

Derivation results in Section 3.1
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Chapter 4

Democratization and CBI: Testing

the Mechanisms

4.1 Introduction

Does democratization promote the incidence of CBI? Previous cross-national em-

pirical literature and country-speci�c studies have suggested this is the case. The

signi�cant positive associational between democracy and CBI shown in Broz's cross-

sectional analysis and descriptive case study evidences by (Boylan, 2001a,b) obviously

lend direct support to the �institutional insulation" e�ect depicted in previous chap-

ters, but these strong existing empirical evidences also cast doubts on the contrasting

�monetary �nancing" e�ect generated through the interaction between democrati-

zation and economic inequality, which I attempted to demonstrate through formal

analysis in Chapter 3. How valid is the hypothesized link between the onset of

democratization and the rise of redistributive public policies that reduces incumbent

authoritarian rulers' incentives to implement CBI in the presence of democratic threat

from the citizens? To what extent does my theoretical model describe the mechanisms

that generate these e�ects? In this chapter, I turn to statistical tests to approach

these questions sequentially.

My analysis in Chapter 2 and 3 is consistent with received wisdom that the level
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of democracy shares a positive correlation with CBI, yet, it also suggests that there

are two competing e�ects at work in in�uencing the incidence of CBI reforms in

democratizing countries: the institutional insulation e�ect increases incumbent au-

thoritarian rulers' incentive to implement CBI reforms, while the monetary �nancing

e�ect suppresses such incentive. As the model shows, in more unequal countries where

democratic rule is more costly to the authoritarian elites, the institutional insulation

e�ect is more likely to dominate and promote the incidence of CBI reforms as the bal-

ance of political power tilts to the citizens. Although it is possible to garner large-N

empirical support for my theoretical claim by stratifying country cases on the basis of

economic inequality and then observe if CBI reforms occurred prior to the incidence

of democratic transition (i.e., whether ζ = 1), we cannot ascertain if the e�ects of

causal variables actually work through the �mechanisms' hypothesized by the theory,

particularly with respect to the monetary �nancing e�ect whose mechanism remains

unidenti�ed from observing ζ = {0, 1}. This limits our ability to test the validity

of the theory developed in this study, as well as the generality of the monetary �-

nancing e�ect that departs from the more direct relationship between democracy and

CBI assumed by existing scholarships. For this reason, it will be necessary to design

appropriate empirical strategies to not only test these e�ects but also to identify the

hypothesized mechanisms through which these e�ects are generated.

The �rst set of tests use logistic interaction models to test the two competing ef-

fects of democratization on the incidence of CBI on a time-series cross-sectional data

of 57 countries from 1972 to 2010. To be sure, the interactive speci�cation for these

models may not be perfect for identifying the hypothesized causal mechanisms, but

the multiplicative interaction terms of these models do allow us to assess the extent

to which the e�ect of marginal change in the balance of political power between the

authoritarian elites and the citizens on CBI is conditioned by the level of existing eco-

nomic inequality, if only as an initial probe. The �nding of these tests supports the
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main comparative static results in Chapter 3. In line with the empirical implication

of received wisdom, when evaluated alone, the level of democracy shares a positive

and signi�cant relationship with the likelihood of the incidence of CBI. However,

there is also a negative and signi�cant e�ect of democratization working through its

interaction term with economic inequality. In the interaction models, marginal in-

crease in the level of democracy itself reduces the odds of CBI reforms occurring, but

at higher levels of economic inequality, such marginal change exerts a positive e�ect

through the interaction term that increases the odds of the incidence of CBI reforms.

This interactive relationship is robust to alternative speci�cation strategies. In the

absence of the monetary �nancing e�ect emphasized by the theoretical model, there

should be no a priori reason to expect the bi-variate relationship between democracy

and CBI to change sign when evaluated with the e�ect of economic inequality, the

�nding of this set of global tests thus reconciles the negative monetary �nancing e�ect

with existing empirical evidences of a positive relationship between democracy and

CBI and lends initial support to the validity of the two mechanisms suggested by the

theoretical model.

Building on this preliminary evidence, I employ a variety of statistical methods

to further pursue these two hypothesized mechanisms. First, I use Mundlak test to

partition the sources of the incidence of CBI reforms, the estimation result shows

that while the over-time change in the balance of political power between the au-

thoritarian elites and the citizens largely drives the positive relationship between the

level of democracy and CBI in the within-e�ect part of the model (as expected by

the received wisdom), it is the underlying domestic economic structure (inequality),

which is relatively �xed within the observed time frame, that accounts for much of

the variance in CBI outcomes across countries in the �xed e�ect part of the model

and in way predicted by my theoretical model. I then restrict my analysis to countries

that have undergone democratization in the sample time frame � a sub-sample most
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relevant to the scope condition of this study � and select only countries from this

sub-sample whose average (panel) level of inequality are above sample mean to partial

out the intertemporal relationship between democratization and CBI from the more

cross-sectional country-speci�c in�uence of economic inequality. I �nd that, in this

more unequal sub-sample where democratic rule by the majority citizens is perceived

be more costly to the authoritarian elites, over-time change in the level of democ-

racy is positively associated with the incidence of CBI reforms, and the result is also

robust to temporal dependence and the inclusion of within-country macroeconomic

variables. Of course, there might be concern that event-dependence and unit hetero-

geneity that might a�ect the estimation of the e�ect of the main theoretical variable

(democratization) on CBI outcome. I therefore resort to di�erent modes of duration

models to tackle these concerns. In the Cox conditional gap time analysis, over-time

increase in the level of democracy signi�cantly increases the hazard of CBI reform

occurring in each spell of CBI reform sequence for countries that have experienced

democratization, and this hazard is even more pronounced after I strati�ed the risk

sequence of each CBI reform occurrence. On the unit heterogeneity side, when using

country-average level of economic inequality as unobserved unit (country) hetero-

geneity, over-time change in the level of democracy signi�cantly increases the hazard

of experiencing CBI reform. The results from these di�erent modeling approaches

are not only compelling on their own, rea�rming the empirical implication of institu-

tional insulation e�ect that CBI reforms tend to occur in more unequal democratizing

countries, but they also show that the more cross-sectionally driven e�ect of economic

inequality conditions the positive intertemporal relationship between democracy and

CBI through the hypothesized monetary �nancing mechanism.

However, even with these intertemporal and cross-sectional large-N evidences, it

remains unclear to what extent does economic inequality conditions the relationship

of democratization to the incidence of CBI. In the �rst set of tests, the coe�cient of
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the level of democracy changed sign after economic inequality and their interaction

term were incorporated into the speci�cation; yet, this may be the result of speci�c

model speci�cations or due to some spurious correlations. One of the di�culties of

engaging model-based causal inferencing, like the one I do in this chapter and dis-

cuss in more details in section (4.4), is to mitigate confounding e�ects from omitted

variables because the underlying data-generating process (DGP) for this type of re-

search is unknown (Dunning, 2010a). One must, therefore, settle for some feasible

solutions, such as assuming away omitted variable bias by ignorability assumption or

working within this constraint by drawing as much empirical implications as possible

from the theoretical model. In fact, an important contribution of this chapter is to

improve causal inference of the theoretical model from these two aforementioned as-

pects, which is the focus of section (4.4) and (4.4), as described below.

Since the theoretical model treats the incidence of CBI reform as a weighted out-

come of a positive institutional insulation e�ect and a negative monetary �nancing

e�ect triggered by the onset of democratization, it will be useful to distinguish the

more �direct" e�ect from the over-time change in the level of democracy from the part

of this e�ect conditioned by economic inequality as a way to clarify the hypothesized

�mechanisms" that generate these e�ects. I take advantage of recent advance in causal

mediation analysis to examine the �mediator" role of economic inequality that lies in

the causal path between democratization and CBI outcome. Using this new statisti-

cal tool, I was able to identify the unique causal path rendering a positive e�ect of

democratization to the incidence of CBI and the proportion of this e�ect mediated

through economic inequality that de�ects this positive bi-variate relationship. I also

probe the extent to which the estimation result will be rendered invalid by the viola-

tion of omitted variable bias. This causal mediation evidence thus substantiates the

mediator role of economic inequality that adjudicates the two distinct mechanisms

from which the two competing e�ects are generated.
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Finally, in light of this encouraging causal mediation evidence, I further explore

the empirical implications of the theoretical model, particularly with respect to the

microfoundation of authoritarian incumbents' logic of CBI reforms. I specify a struc-

tural model to render the e�ects of (1) electorally-induced redistributive policy pair

and (2) the citizens' political power to the probability of democratic transition�

which is the source of uncertainty around incumbent authoritarian rulers' tenure

security underpinning the mechanisms of institutional insulation (monetary �nanc-

ing) e�ect. The estimated probabilities are then estimated multiplicatively with their

associated utility functions under di�erent political states using bootstrap methods

to obtain consistent coe�cient estimates for the theoretical variables. My analysis

shows that, as predicted by the theoretical model, greater allocation of redistribu-

tive public spending reduces the probability of democratic transition which, through

the utility function, can make incumbent authoritarian rulers less risk-averse to the

consequence of maintaining a politically-subservient central bank; on the other hand,

when the transition probability increases with the citizens' political power, higher

income share accruing to the rich increases the odds of CBI reform, perceivably by

heightening authoritarian rulers' risk-aversion toward their expected future loss. My

analysis of this structural model using alternative mean-variance measure of the citi-

zens' political power produces insigni�cant but suggestive result, which reinforces my

theoretical claim that the institutional insulation e�ect may be more observable as

the loss of political power becomes more certain to authoritarian incumbents.

I also conduct adaptive LASSO estimate as a speci�cation test for the parameters

in the structural model owing to their speci�c functional form assumptions imposed

by the formal model, the estimation result suggests that the functional form of the

formal model adequately captures the DGP of these parameters in the sample data.

Overall, I view the results presented in this chapter as being supportive to my

theoretical argument: these results show that the negative monetary �nancing e�ect
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emphasized in this study may be quite general and is consistent with existing claims

of a positive relationship between democracy and CBI. Of course, there are certainly

limitations in generalizing these results. My use of Acemo�glu et al.'s (2008) dataset,

which excludes former socialist countries and African states, inevitably limits the

geographic reach of my large-N analysis. However, the essence of political change

occurred in these countries also di�ers from the type of democratic transition that

this study assumes to be the primary factor driving CBI reforms. Meanwhile, there

are also recent evidences indicative of monetary �nancing e�ect from Central Asian

competitive authoritarian regimes, which may strengthen the external validity of the

results presented here. I address them in the conclusion section.

The rest of this chapter is organized as follows. I �rst discuss the measures, data

sources, and operationalization of key theoretical and control variables. I then turn

to the analysis of a global dataset using a variety of modeling approaches to evaluate

various empirical implications of the two hypothesized mechanisms. Finally, I discuss

the �ndings of my results, their limitations, as well as the challenge and the potential

for future research.

Data, Conceptualization, and Measurements

Central Bank Independence (CBI)

The dependent variable that will be examined in the following sections is CBI.

Two most commonly used indices immediately come to mind: measures of politi-

cal and economic independence created by Grilli et al. (1991) (hereafter, GMT) and

Cukierman, Webb and Neyapti's (1992) Central Bank Independence index (hereafter,

CWN). To elaborate, Grilli et al. create a series of equally weighted sum of zero to

one dummies using the appointment procedures for the governor and board members
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and the commitment to price stability to form an index for political independence

and using government �nancing requirement, freedom to set interest rates, and the

authority to supervise banking sector to form a separate index for economic indepen-

dence; Cukierman, Webb and Neyapti list 16 legal variables similar to those covered

by Grilli et al. (1991) and sort them into four principal clusters corresponding to the

appointment and dismissal of central bank governors, policy formulation, policy ob-

jectives, and limitations on lending to the public sector, then each variable and cluster

are assigned with di�erent weights and numerical values and aggregated together to

form an index, bounded between zero and one, for each country. Countries receiving

greater scores in these two indices thus have higher de jure CBI.

Yet, as I described in Chapter 2, these existing measures of CBI are inadequate

empirical indicators for testing the empirical implications of my theoretical models.

The problems of using these indicators are more with conceptualization than with

their measurements of CBI; in fact, both measures provide perhaps more calibrated

measures of CBI than the binary decision variable ζ of my theoretical model could

possibly capture. There are at least two reasons why these two indices for this. First,

as with most institutional variables, CBI is a sluggish variable and changes only

slowly over time. Both the GMT and CWN indices use decade-average measures for

four distinct periods (1950-59, 1960-69, 1970-79, 1980-89) with each country having

at most four distinct numerical values for CBI. From reading their numerical val-

ues, both indices can tell us the extent to which a country's de jure CBI increases

or decreases over time without informing us the sources of these changes. Secondly

and due largely to both indices' �decade-average" measure, one will have a hard time

identifying the more short-term e�ects of time-varying variables, such as the balance

of political power υ, on CBI. To be sure, previous analysts have used the CWN index

as a right-hand-side control variable (Clark and Hallerberg, 2000; Broz, 2002) or as-

sumed CBI as being absorbed by country-speci�c �xed e�ects (Kaplan 2013, Ch. 3),
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which are justi�able approaches when CBI is not the theoretical variables of interest

or when cross-sectional variance is the locus of causal inference. Since my models at-

tempt to identify the link between the incidence(s) of CBI reforms (that alter existing

levels of CBI) and the marginal change in theoretical variables that provide the im-

petus for these reforms, I therefore focus my empirical attention on the country-year

observations in which these reforms occurred and adopt binary dependent variable to

accommodate this conceptualization.

In the model I analyzed in Chapter 3, CBI is an binary decision variable that

takes a value of one if CBI reform occurred (ζ = 1) and zero otherwise (ζ = 0).

For this reason, I use Acemo�glu et al.'s (2008) dummy coding of CBI reform variable

(cbi_dummy) that takes a value of one in every year after a major reform to the consti-

tution or the central bank law leading to increased independence, and zero otherwise.

That is, this dummy variable focuses exclusively on de jure rather than de factor

central bank reforms because legal reforms are clearly laid out in o�cial documents

and easier to identify. Acemo�glu et al.'s sample includes 52 OECD, Latin American,

and Asian countries for which information on the content and dates of change in cen-

tral bank legislation were reported by Arnone, Laurens and Segalotto (2006), Jácome

and Vázquez (2005), Polillo and Guillén (2005) and these countries' central bank

websites, with observations beginning in 1972 (where the end of the Bretton Woods

System forced countries to look for alternative monetary commitment institutions,

including CBI) and ending in 2005. All former socialist and African countries were

not included �since central bank reforms in these countries are hard to identify and

interpret" (Acemo�glu et al., 2008, 375). Following Acemo�glu et al., I also use these

52 countries as my main sample since it covers most Third Wave countries in which

democratization and a bundle of institutional reforms took place and are therefore

most theoretically relevant to this study.1

1 Including OECD countries (where CBI reforms did not occur during the timeframe of obser-
vation) alongside Latin American and Asian countries ensures that I did not select my cases
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In order to obtain longer longitudinal coverage to account for the exogenous shock

of 2008 global �nancial crisis and to include important democratization country cases

which I have described elsewhere or will discuss more fully in subsequent case studies

chapters, I extended the time series to 2010 and consulted Crowe and Meade (2008)

and Arnone and Romelli (2013) for information on central bank legislations after

2005 and widened the sample by including �ve additional countries: Egypt, South

Africa, Taiwan, Thailand, and Vietnam. Information on these �ve countries' CBI

were obtained from their central bank websites and coded by me following Jácome

and Vázquez's and Polillo and Guillén's criteria.2 Doing so increases my sample size

to 57 countries from 1972 to 2010. However, my coding also di�ers from that of

Acemo�glu et al. in that I coded all subsequent country-year CBI dummies after the

year of major reform for a given country as zero because I focus mainly on identifying

the country-year(s) in which CBI reform occurred as a function of the theoretical

variables but not the conditioning e�ect of CBI as Acemo�glu et al. did in their study.

All 57 countries in the sample and the year(s) in which major CBI reforms took place

are listed in Table 4.5 in the Appendix.

I also study the robustness of my results using the CWN index. As most coun-

tries' earlier CWN indices (and particularly those of the OECD countries) do not

vary much, I follow Acemo�glu et al. (2008) by taking these countries' 1980-89 values

and assume these values hold for 1990-99 period and use the 2003 values reported by

Crowe and Meade (2008) for all post-2000 periods.

on the dependent variable (King, Keohane and Verba, 1994, 141-2) and therefore mitigates the
e�ect of �selection bias" in statistical inference (Geddes, 1990).

2 For Taiwan's CBI legislations, I referenced the website of the Bank of the Republic of China
(CBC) and works by Zhang (2005) and Hueng (2010). I identi�ed 1979 as the year in which
legal reform aimed at enhancing CBC's political independence occurred. This judgment is
corroborated by Wade's description in Wade (1990, 209). I also referred to Bank of Thailand
Act No.4 (2008) and the paper by Vorapongse (2014) and coded Thailand's CBI dummy in 2008
as one because these two sources all agree that this transitional provision tightens the limit on
the Bank of Thailand's lending to the government and enhances its economic independence
relative to the executive.
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Balance of Political Power

To test the e�ect of the change of the balance of political power between the authori-

tarian elites and the majority citizens on the incidence of CBI requires an empirical in-

dicator for υ, the key theoretical as well as independent variable of my argument. For

this, I employ the commonly used 21-point Polity Scores from the Polity IV dataset,

Cheibub, Gandhi and Vreeland's (Cheibub, Gandhi and Vreeland, 2009) dichotomous

measure of political regime, and the recently constructed Uni�ed Democracy Scores

(Pemstein, Meserve and Melton, 2010) as proxies for this time-variant political vari-

able. I explain the rationale behind my choice of these particular data sources and

their measures below.

Scholars of comparative democratization have developed a variety of indicators to

measure the intertemporal variation of a country's political system that alters the way

by which the ruling elites and the majority citizens interact. These indicators include

(but not limited to): Polity Scores, Przeworski et al.'s (2000) Political and Economic

Database (and the Classi�cation of political regimes of democracy and dictatorship

database extended from this project by Cheibub, Gandhi and Vreeland (2009)), the

Database of Political Institutions (Beck et al., 2001), winning coalition (Bueno de

Mesquita et al., 2003), and, more recently, Boix, Miller and Rosato's (2013) dichoto-

mous coding of democracy and the Uni�ed Democracy Scores (hereafter, UDS).3

These indicators are generally constructed as composite indicators operationalized

from a set of binary or ordinal indicators measuring a country's (1) leadership re-

cruitment process, (2) executive constraint, (3) competitiveness of political participa-

tion, (4) institutionalization or legal independence of the non-executive branches of

government, (5) fractionalization/polarization, and (6) the extent of su�rage, albeit

with di�erent theoretical focuses. Table lists the country and year coverage of these

3 Przeworski et al.'s (2000) ACLP Political and Economic Database, Classi�cation of political
regimes as democracy and dictatorship, and Boix-Miller-Rosato dichotomous coding of democ-
racy use dichotomous coding of political regime (authoritarianism or democracy).
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indicators, their measurement scales and the speci�c political regime characteristics

that these indicators try to address. In line with Przeworski's (1991) and Przeworski

et al.'s theoretical underpinning of �o�ces" and �contestation,"4 their ACLP Political

and Economic Database and Cheibub, Gandhi and Vreeland's dichotomous measure

of political regime focus on the process by which the top executive and legislative

o�ces are �lled (i.e., elections) and calibrate how open and competitive this process

is. Similarly, the Boix-Miller-Rosato dichotomous coding of democracy classi�es a

political regime as democracy if its leader is chosen through free and fair elections

and satisfy a threshold value of su�rage (at least half of men are enfranchised). On

the other hand, the Database of Political Institutions attends to the polarization

of economic orientation among di�erent parties in the executive and the legislative

branches, and its indicator has been employed by analysts to model how political po-

larization a�ects the stability of economic policy outcomes (such as monetary policy

(Keefer and Stasavage, 2003)). Finally, the measure of the ratio between the size of

the winning coalition and the selectorate advocated by Bueno de Mesquita et al. aims

to capture the over-time change in the proportion of the population pivotal to the

rulers' political survival and its e�ect on the rulers' preferences for public or private

good provision.5

While these indicators all attempt to identify some distinct features of democracy

and provide analysts with a handy way to identify a country's political system at

di�erent time points, not all of their theoretical focuses and scales of measurement

adequately approximate the causal process hypothesized by my theoretical model. To

recap, my model predicts that, by extending franchise, democratization introduces

uncertainty into authoritarian rulers' political survival calculus and recalibrates their

views on the political control of monetary policy-making, which ultimately in�uences

4 Przeworski de�nes democracy as �a system in which parties lose elections" (Przeworski, 1991,
10).

5 Readers can refer to Table 4.5 for a comparison of these indicators of political regimes
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the incidence of CBI: the more salient the issue of economic inequality the stronger

the incentive to manipulate monetary policy to o�set the democratic advantage of

the more numerous citizens, the more uncertain the election outcome the greater the

incentive to implement CBI to minimize the anticipated cost of future democratic

rule. Clearly, the over-time change of the balance of political power between author-

itarian elites and the citizens, υ, is the catalyst for these two causal mechanisms.

Although the ACLP, Cheibub, Gandhi and Vreeland's, and Boix-Miller-Rosato's di-

chotomous political regime measures may certainly be (and perhaps more) consistent

with the empirical implications of my theoretical model, namely, allowing a country's

top executive and legislative o�ces to be �lled through plebiscitarian votes by the

now much larger selectorate, the almost �after-the-fact" dichotomous measure of po-

litical regime may fail to account for the more �gradual" nature of change in υ and

its implied uncertainty in the transition from authoritarian rule, as informed by a

large body of democratization literature. Whereas the dichotomous measure of polit-

ical regime serves as an informative dependent variable as a function of other right-

hand-side explanatory variables to predict the incidence of democracy, the biggest

concern regarding the use of dichotomous measure of political regime as a right-

hand-side variable to predict the variance in CBI (as the dependent variable) actually

lies in the fact that because it is classi�ed as authoritarianism or democracy for a

given country-year observation, regimeit (by meeting the criteria theorized by data

coders), this dichotomous variable will come down to a series of (0, 1) authoritarian-

and democratic- period dummies and convey little information on the e�ects on CBI

attributable to the marginal change in the balance of political power between the au-

thoritarian elites and the citizens (following the extension of franchise) or that across

di�erent countries. Thus, the inference one can draw from such statistical relationship

will be largely period-speci�c or cross-sectional. That is, CBI tends to be low (high)
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under authoritarianism (democracy).6 This regime classi�cation and coding scheme

seriously limits our ability to make statistical inference on how over-time change in

balance of political power between the authoritarian elites and the citizens - in the

transition from authoritarianism - in�uences the incidence of CBI. We must therefore

settle for using graded measure of democracy as a compromise.

Since my argument maintains that, following the onset of democratization, there

will be an increase in competitiveness in the recruitment process for �lling top exec-

utive and legislative o�ces and, because of that, a concomitant rise in o�ce seekers'

political accountability to their selectorates (which increases incumbent o�ce holders'

incentives to manipulate public policies in�uence selectorates' decisions), I resort to

the most commonly used Polity Scores variable (Polity2) as my primary time-varying

empirical indicator of the balance of political powers between the authoritarian elites

and the citizens, υ. The reason being that Polity Scores is an aggregate measure com-

bining information on competitiveness and openness of executive recruitment, regula-

tion and competitiveness of political participation, and executive constraint coded on

di�erent scale weights and aggregated on an additive scale (0 to 10 for democracy, 0

to -10 for autocracy, with 0 being �neutral"). Polity scores thus also correspond to the

key institutional features of democracy highlighted by my argument and provide po-

tentially more intertemporal variances for statistical inference, although with slightly

6 The �rst e�ect can be interpreted as within-country variance, βa(xit − xit−1); yet, because a
full-scale regime transition is a rare instance, a country's regime type remains either authori-
tarian (0) or democratic (1) most of time under the dichotomous political regime classi�cation,
regimeit receives a value of 1 only when country i has become a democracy at time t. As a
result, the expected value for the coe�cients of most βa(xit − xit−1) is 0 as most countries
did not experience regime transition during at any time period t− 1 to t, the numerical value
of regimeit is most likely to be the same as its nearest neighbors, regimeit−1 and regimeit+1.
The second e�ect can be interpreted as cross-sectional variance between di�erent countries, say
i and j, βb(xit − xjt) ∀ i 6= j; in this case, βb 6= 0 only when one is comparing an autocracy (0)
to a democracy (1). The �rst case constrains analysts to make statistically inference equivalent
to period-speci�c e�ect since a full-scale regime transition does not occur frequently, one would
expect the value of political regime indicator to stay constant (either 0 or 1) for an extended
period of time. The second case does not allow us to extract much information from transition-
ing regimes (the regime type of most theoretical interest in this study) and draw inference on
the e�ect of over-time change in balance of political power on the incidence of CBI.
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more measurement error in the weight assigned to each component (Jackman and

Treier, 2008).7 Following much of previous scholarships that employed Polity Scores

in their empirical tests, I rescale this measure by adding 11 to each country-year

observation and transform it into a 21-point continuous indictor with higher scores

indicating the balance of political power more favorable to the citizens relative to

the authoritarian elites or the opposition candidates being more popular than their

authoritarian counterparts. Given that Polity Scores are a weighted estimate of the

competitiveness and constraint on incumbents' decisions, the results of the formal

analysis in Chapter 3 should carry through so long as the balance of political power is

more favorable to the citizens in more democratic regimes (i.e., higher Polity Scores).

Also, my theoretical model suggest that incumbent authoritarian rulers are more

likely to implement CBI as the election outcome becomes more uncertain, I there-

fore use Pemstein, Meserve and Melton's Bayesian-style UDS to test this empirical

implication. Similar to the speci�cation of my theoretical model, the UDS treats the

DGP of the abovementioned empirical indicators of democracy as consisting of a la-

tent variable (the true level of democracy) and idiosyncratic rater bias (which forms

the variance), by which the estimation for the true level of democracy is obtained by

averaging all indicators' estimates for the level of democracy of country-year i (repre-

senting di�erent raters' �agreement" on the true level of democracy for this i-th obser-

vation) and rater bias can be estimated using multi-rater ordinal probit (Johnson and

Albert, 1999) to adjust for the di�erent scales used by di�erent indicators. The UDS

7 Criticisms on the Polity Scores's measure usually center on the validity of its numerical value
in representing a country's real level of democracy. For example, China's Polity Scores changed
from 8 to 7 in 1975, most likely re�ecting its constitutional reform the same year that stipulates
the duties of the President as Head of State were to be performed by the Chairman of the Na-
tional People's Congress, implicitly connoting an increase in executive constraint, but this says
nothing about the Chinese Communist Party was broadening political participation by the cit-
izens or enhancing its own political accountability�the bywords for �democracy." My response
to this concern is not to argue for ignoring this obvious misalignment between measurement and
empirical fact (which does cause substantial idiosyncratic error in each constituent component,
as Jackman and Treier have shown) in favor of the �gradedness" a�orded by the Polity Scores
but rather to address this issue with the UDS proposed by Pemstein, Meserve and Melton
(2010) in extended analysis (explained in the following paragraphs).
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thus leverages the measurement e�orts of many previous theoretical scholarships and,

because its conceptualization is similar to the analytical relationship between popu-

larity mean µ and variance (υ− µ)2, using the UDS as the dependent variable allows

us to test the uncertainty e�ect of the marginal increase in anti-authoritarian bias

among the citizens in a context in which the speci�cation of the empirical indicator

is structurally similar to its corresponding parameter in the formal model.8 Another

(but more minor) advantage of using the UDS is because Polity Scores often did not

exhibit much longitudinal variation, using the UDS as an alternative measure for υ

therefore allows us to exploit its greater within-country variation and better assess

its e�ect on the dependent variable, the incidence of CBI.9

Economic Inequality

I use the measures of both market (gross) and net income (taking account of the

net e�ect of taxes and transfers by the governments) inequality constructed by Solt

(2009) and employ Solt's data from the ongoing Standardized World Income Inequal-

ity Database (SWIID Version 4.0) project derived from this lead paper. Below I

brie�y describe Solt's data and the procedure I used to impute missing data.

Solt's SWIID is based on United Nations University World Institute for Develop-

ment Research's (UNU-WIDER) World Income Inequality Database (WIID) which

8 In Pemstein, Meserve and Melton's (2010) speci�cation, the relationship between existing em-
pirical indicator tij (i.e., the observable), the true level of democracy zij (i.e., the unobservable),
and rater bias eij for country-year observation i rated by rater j is speci�ed as tij = zij + eij .
Rearranging, yields zij − tij = −eij , which is similar to the relationship between the unob-
servable anti-authoritarian bias and the popularity mean, υ − µ = ς, except for the signs of
their error terms (which are negligible as both are assumed to be normally distributed without
any prior assumptions on the direction of error). Their intuitions are the same, the more the
raters's (incumbent authoritarian rulers') judgments deviate from the true level of democracy
(the citizens' real anti-authoritarian bias), the more uncertain the outcomes (tij or φ(.)) they
get.

9 About σw
2

σw2+σb2
= 0.4422

0.4422+0.8292 ' 77.9% of the total variance in UDS of my sample come from

within (country) variance, for Polity Scores, this �gure is about 4.1712

4.1712+5.0902 ' 45%.
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contains measures of income inequality by the traditional Gini coe�cient (which has

a theoretical range bounded between zero and one, with zero indicating an equal

share of income among each reference unit and one indicating all income are concen-

trated in a single reference unit (say, top income group)), the Luxembourg Income

Study (LIS), and the dataset assembled by Deininger and Squire (1996) for the World

Bank. Yet, the most commonly found criticism on Gini coe�cient is that this coef-

�cient stays constant if the income of each reference unit in the society experienced

the same rate of growth (but not the absolute amount of income growth), alternative

absolute measure suggested by Kolm (1976a,b) has been proposed and used but it

also has the alleged problems of not being able to take into account the income re-

distribution e�ect of government transfer on income inequality - since this coe�cient

measures primarily the private incomes of reference units - and would require users

to convert incomes into the same currency for cross-national comparability purpose;

the LIS, a standardized household income-based measure, has the advantage of being

the most comparable income inequality measure but covers only limited number of

countries and with most observations became available only after 1993 (Smeeding,

2005); �nally, the Deininger and Squire measure provides more cross-national and

longitudinal coverage though at the cost of comparability across countries as a result

of di�erent countries employ di�erent income de�nitions (e.g., market (gross) or net)

and reference units (e.g., households or individuals).

The goal of Solt's SWIID is therefore to maximize the comparability of measures

of income inequality across countries while maintaining the widest possible coverage

across countries and over time (Solt, 2009, 234). The procedure for constructing this

composite measure is by �rst listing over two dozen di�erent reference units, suggested

by WIID and related previous studies (e.g., Babones and Alvarez-Rivadulla, 2007),

under �ve distinct categories: (1) household per capita, (2) household adult equiv-

alent, (3) household without adjustment, (4) employee, and (5) person. Data from
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di�erent sources are collected, accordingly, based on these units. These observations

are then sorted using LIS's de�nitions, which use microdata from national-level house-

hold income surveys; observations that do not provide information on the nineteen

reference units listed in LIS-standard survey are eliminated. Finally, two separate se-

ries of LIS data (market and net income inequality) are generated by averaging over

data points (that provide information on LIS's nineteen reference units) for country

i in year t.

The last step is to calculate the ratios between each pair of the two LIS series

(say, a and b), ρ̂abit, such that missing observations in θmisait (θmisbit ) can be calculated by

multiplying available data in b (a) by ρ̂abit,10 yielding

θ̂misait = θobsbit × ρ̂abit,

where mis and obs are abbreviations for missing and observed.

From Solt (2009)'s SWIID data, I compiled two separate data series on the market

(gross) and net income inequality for 53 countries in the period 1972 to 2010. Market

income inequality measures the dispersion of private income among di�erent refer-

enced income groups while the net income inequality captures the impact of income

redistribution through taxes or government transfers on private income inequality.

The summary statistics of extracted SWIID data series for market and net income

inequality are listed in Figure, it can be seen that the levels of market income inequal-

ity clearly are higher than net income inequality across all range of values and have

slightly lower standard deviation. These two measures therefore allow us to assess the

e�ect of economic inequality on the governments' monetary policy-making (following

the onset of democratization), the impact of these electorally-induced public policies

on private income inequality and, most importantly, their e�ects on the incidence of

10 ρ̂abit is estimated by �tting a Loess curve point-by-point through available data in series a and
b.
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CBI, which I will turn to in subsequent statistical analyses.

This data construction technique has at least two major advantages. First, ρ̂abit

provides information about what the ratios of missing data in series a or b are likely

to be, country/time-speci�c factors - redistributive public policiesit, consumption

patternsit - that a�ect available data point in θobsait and θobsbit also exert proportional

e�ects on θ̂misbit and θ̂misait via ρ̂abit, it therefore minimizes the di�erences (i.e., compa-

rability) between the two series. Secondly, because ρ̂abit is not constant, it allows

economic inequality (usually treated as a time-invariant country-speci�c variable) to

not only vary across countries and but also change slowly over time.

However, one major drawback of using ρ̂abit to extrapolate missing data is that

it is only directly calculable when data are available in in both series for a given

country-year observation (Solt, 2009, 236); if data are missing in both series, then

ρ̂abit is not calculable and we cannot obtain θ̂misait and θ̂misbit for missing observations

in series a and b. In Solt's original dataset, several Latin American and Caribbean

countries, such as Bolivia, Honduras, Nicaragua, and Guyana, have most of their

data missing before 1990, and this creates a serious problem not just for statistical

estimation due to data missingness but, more importantly, for statistical-based causal

inference because many of the data points in the CBI variable of my data denoting

the incidence of CBI (CBI = 1) are distributed within a relatively short period from

late 1980s to early 1990s. To tackle this problem, I use Amelia, a multiple imputation

program developed by Honaker et al. (2011) for imputing missing cells in the data

matrix.11

To �x idea, Amelia makes two assumptions that (1) the complete data parameters

in a data matrix are distributed multivariate normal θ = (θ̄, Σ), and that (2) missing

data, θmis, and the missingness matrix (M) are missing at random, so the probability

of missingness in the complete data, θ, is equal to the probability of missingness in the

11 This program implements the ideas developed in King et al. (2001) and Honaker and King
(2010). Also, see Schafer (1999).
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observed data, that is, p(M |θ) = p(M |θobs).12 Using this assumption and by Bayesian

rule

p(θobs,M |N ) = p(M |θobs)p(θobs|θ), so that

L(N|θobs) ∝ p(θobs|θ), and the posterior is

p(N|θobs) ∝ p(θobs|θ) =

∫
p(θ|θ)dθmis. (4.1)

The above says that because the likelihood of observed data (θobs, M) under the

multivariate normality assumption is the posterior of the probability of missingness

conditional on observed data times the probability of observed data conditional on

complete data, L(θ|θobs) and p(θobs|θ) are proportional to each other. Because of this

attribute, the missing data can be computed by bootstrapping θmis from the posterior
∫
p(θ|θ)dθmis and simulatingm times to generatem datasets.13 The parameters of θmis

can then be imputed as a linear regression of θmis on the draws of the posteriors of θ.

Following Honaker et al.'s procedure, I treat each of the two series of Solt's SWIID

data (market and net income inequality) as a linear combination of the data sources

used to construct SWIID. I then match all country-year observations with the Gini co-

e�cients from UNU-WIDER WIID and the household-based income inequality mea-

sure from Estimated Household Income Inequality Data Set (EHII) by the University

of Texas Inequality Project. The data I extracted from the SWIID has about 15% of

the observations having both market and net income inequality entries missing (331

out of a total of 2201 observations). Fortunately, the EHII data series ameliorates

this problem somehow by providing wider cross-country and longitudinal coverage

and has 47% overlapping rate with SWIID's market and net income inequality se-

12 This assumption means that the pattern of missingness depends only on the observed data,
θobs, which thereby makes imputation more tractable.

13
∫
p(θ|θ)dθmis is the posterior of θ, which is the parameter matrix of the complete data θ that

we try to make inference based on observed data, θobs
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ries,14 which provides us with su�cient �common support" of the posteriors of N to

estimate θmis. Finally, I use EHII and WIID Gini are regressors to impute θmis and

simulate this bootstrap estimation �ve times.

The above procedure gives me �ve simulated datasets from my original data. I

then average the imputed θmisit and θobsit (which is not imputed and maintains its origi-

nal value assigned by SWIID) for each country-year observation over the �ve datasets.

This still leaves us with 135 missing observations (about 6.1% of total observations)�

concentrating, in particular, in former and extant socialist countries (e.g., Mongolia,

Vietnam, and China) and developing countries who did not report their data back

in the early 70s. Because these countries have no entries in the four inequality data

series in those country-year observations, we cannot impute their missing values. For

this, I take the �ve-year average of preceding years' values (θi,t−5 + θi,t−4 + θi,t−3 +

θi,t−2 + θi,t−1)/5 to approximate the missing values for country i in year t or, if no

long-enough series are available from preceding years, I use the values of the adjacent

years to substitute for the missing country-year entries and �ll in all remaining miss-

ing observations in this data. The distribution of the original and imputed data are

shown in Table 4.5 in the Appendix.

Since economic inequality is a so-called �sluggish variable" in that it only changes

slowly over time, so using the values of closest previous years to approximate the level

of inequality in the missing country-year observations should be a valid approach. As

an additional check, I list in the appendix the summary statistics of the data series

extracted from SWIID with missing values, data series with imputed missing observa-

tions, and the fully imputed data (with missing observations imputed using Honaker

et al.'s method or �lled in with average values of closest previous years), the distri-

butional patterns are indeed very similar and lend support to the approaches I used

to impute missing data.

14 The overlapping rate between the WIID Gini coe�cient and SWIID's market and net income
inequality is 37.5%. The overlapping rate between EHII and WIID Gini coe�cient is 17.1%.
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Control Variables

To control for the potential confounding e�ects of other contextual factors which are

not of direct theoretical interest to this study but allegedly in�uence the incidence of

CBI according to previous studies, I include a list of political and economic control

variables in the regressions in the following sections and brie�y describe them at be-

low. While these variables are less carefully-speci�ed (as compared to my theoretical

variables), they nevertheless exert some sort of conditioning e�ects which allow us to

check the robustness of the relationship between democratization, economic inequal-

ity, and CBI.15

For monetary control variables, I include annual year-end consumer price index

(CPI), capital account openness, and exchange rate type. CPI is included because

CBI is often adopted as part of a broader anti-in�ation package (in addition to �xed

exchange rate) to tame in�ation but not as a political strategy plotted against suc-

cessor governments.16 Data and measure of capital account openness come from

Financial Openness Index (kaopen) compiled by Chinn and Ito (2006) who took an

aggregate of four dichotomous dummies indicating the presence of multiple exchange

rates, restrictions on current and capital account transactions, and the requirement of

the surrender of export proceeds and rescaled this measure to zero and one.17 I adopt

Shambaugh's (2004) Exchange Rate Regime Classi�cation in which Pegtype = {1, 2,

3, 4} indicating less stringent peg in the order of numerical value. It is assumed that

15 Achen (2002, 2005), for example, argues against including long lists of right-hand-side variables
into regressions in the hope that the true explanatory variables will have the best chance to
triumph and advocates (though not in a strict law-like manner) instead that applied statistical
analysts should only include up to three well-speci�ed explanatory variables.

16 One prominent example is Argentina where CBI was introduced in 1992, less than two years
after a currency board was established to �x the exchange rate to the dollar upon the advice
by the IMF.

17 This measure has been used in some previous scholarships that engaged in research topics
similar to this study, such as Pepinsky (2009), among others.
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under a Mundell-Fleming open economy setting, greater capital openness and a �xed

exchange rate will constrain the policy autonomy of the monetary authority, which

may reduce a government's incentive to introduce CBI.

Finally, I include union membership and political polarization between the chief

executive's party and the opposition parties. Previously political economy literature

on coordinated wage bargaining (Franzese, 1994, 1999; Iversen, 1999) have suggested

that highly coordinated wage bargaining institutions can help to restrain workers'

wage demands, which alleviates the political pressure for in�ationary monetary pol-

icy and therefore provide a propitious environment for the existence of CBI. I use trade

union density (as % of paid employment) statistics from the International Labour Or-

ganization (ILO) to approximate this institutional feature. However, because these

statistics are reported by member governments and may be subject to di�erent re-

porting standards, the results should be interpreted with caution.18

4.2 Democratization and the incidence of CBI: A

Global Test

What is the relationship between democratization and CBI? Before turning to various

modeling strategies to pursue this relationship from a host of potential confounding

e�ects, I plot the proportion of CBI reform occurrences over the transformed Polity

score (1-21) drawing on Acemo�glu et al.'s (2008) original data, without distinguish-

ing regime types and whether the countries have undergone democratization in the

sample period 1972-2010, to get a unre�ned visual perusal of this bivariate relation-

ship. The distribution of actual incidences of CBI reform shown in the Figure 4.1 (A)

18 email communication with Hiep Nguyen, ILO research assistant on September 1st, 2014.
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Figure 4.1

Distribution of ζ across υ

(a) Full sample (b) Restricted sample

supports the more general positive relationship between democratization and CBI

identi�ed by previous analysts, with the highest proportion of CBI reforms occurred

at Polity = 21, meaning that when countries have reached full democracies. Polity =

21 alone accounted for nearly 40% of the cases observed in the data. Yet, and a small

spike in the range of autocracy near Polity = 4. Once we restrict the sample to (i)

countries that had experienced democratization in the sample period and (ii) in years

when they have not fully democratized, the density of CBI reform occurrences shifted

to the range Polity ∈ {3, 5} with a small spike at Polity = 8, as displayed in Figure

4.1 (B). They account for over 50% of observed CBI reform occurrences. These bi-

variate visual evidences strengthen our con�dence that the �institutional insulation�

and �monetary �nancing" mechanism that tends to occur prior to the transition to

democracy�as suggested by the theoretical model�is supported by empirical data.

I now turn to the �rst set of statistical tests using the concepts and measures

de�ned in the previous sections. The key empirical implication from Chapter 3 is

that existing economic inequality can condition the alleged positive relationship be-

tween democracy and CBI despite the maintained claim that an increase in the level

of democracy tends to promote CBI. As suggested by my formal analysis, the demo-

cratic threat posed by the newly-enfranchised citizens actually motivates political
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survival-maximizing incumbent authoritarian rulers to suppress CBI in order to ma-

nipulate monetary policies to increase their chances of electoral victory at the ballot

box, it is the interaction of the possibility of regime change implied by this broadened

executive recruitment process with existing economic inequality � to the consterna-

tion of the economically privileged authoritarian elites � that increases incumbent

authoritarian rulers' incentives to implement CBI. To map my hypotheses to a di-

chotomous statistical models estimating the probability of ζ (the incidence of CBI),

we can assume ζ as the dichotomous realization of incumbent authoritarian rulers'

latent monetary policy preferences for future democratic period as a function of their

perceived democratic threat. A straightforward approach to test the e�ects of the

theoretical variables {υ, θ} on the realization of ζ is to posit a set of interactive lo-

gistic models of the following form

logit
(
p(ζit = 1)

)
= log

(
p

1− p

)
= α + υitβ1a +Xitβ + εit, (4.2)

modeling the relationship between democracy and CBI suggested by much of existing

scholarship, and

logit
(
p(ζit = 1)

)
= log

(
p

1− p

)
= α+υitβ1b

+θitβ2 +(υit ∗θit)β3 +Xitβ+εit, (4.3)

for the theoretical model I advanced in this study, which will also be the workhorse

model of this part of the analysis. The error terms, εit, in both models follow binomial

distribution B(n, p(1− p)) and Xit is the row vector of control variables.19 Equation

(4.2) and (4.3) di�er only by two right-hand-side variables, economic inequality (θ)

and its interaction with the level of democracy (υit ∗ θit), which allows us to compare

and to evaluate to what extent does existing level of economic inequality in�uence

19 Accordingly, the scalar of parameters {α, β1a , β1b , β2, β3,
Xit} are estimated by maximizing the log-likelihood function
ΣiΣj .

[
ζit · p(ζit = 1|υit, θit, Xit) + (1− ζit) · (1− p(ζit = 1|υit, θit, Xit))

]
.
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the relationship between democracy and CBI.

According to my theoretical models, holding everything constant, an increase in υ

promotes the incidence of ζ, so its �marginal e�ect" (in terms of its logit coe�cient,

β1a) on the log-likelihood of p(ζ) is positive; yet, in the presence of economic inequal-

ity θ, the hypothesized monetary �nancing e�ect suggests that marginal increase in

υ can reduce the incidence of ζ (i.e., β1b
< 0) but will tend to promote incidence of

ζ at higher levels of θ (i.e., β3 > 0). Conditional on these expected e�ects, I ran two

fully-pooled logistic models for (4.2) and (4.3) using robust standard errors each as

preliminary tests without imposing further assumptions on the data and error term

structures (which I will attend to immediately). I include in Xit annual year-end

CPI, Chinn and Ito's normalized capital account openness measure, (Shambaugh,

2004)'s dichotomous exchange rate regime classi�cation, and a series of year dum-

mies as proxies to account for the regional policy shocks of the creation of European

Monetary Union (EMU, 1994), the European Central Bank (ECB, 1998) and ECB

membership,20 as well as the exogenous shock caused by the 1997 Asian Financial

Crisis and 2008 Global Financial Crisis that allegedly induced the governments of my

sample countries � regardless of their regime types � to enhance CBI as part of a

broader set of adjustment policies during those periods, as can be seen in the cluster-

ing of the frequency of CBI reforms in some particular sets of countries in these four

years reported in Table 4.5 in the Appendix. In addition, I also include ILO measure

of average union density as a proxy for the e�ect of coordinated wage bargaining on

the degree of CBI.

20 This means ECB member countries will have to aline their central banking clauses in order to
coordinate their monetary policies after 1998.
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Table 4.1

Democratization, Economic Inequality, and the incidence of CBI (pooled
logistic regression). DV: Country-year in which CBI reform occurred (ζ

= 1)

Exp. Model 1 Model 2 Model 3
Variable SignOdds-

ratio
(robust
s.e.)

Odds-
ratio

(robust
s.e.)

Odds-
ratio

(robust
s.e.) w/
lags

Democracy − 1.063 0.061* 0.697 −0.361* 0.859 −0.152
(Polity score) (0.028) (0.146) (0.135)
Inequality 0.000 −14.540* 0.001 −6.616
(SWIID) (6.841) (5.589)
Democracy* + 2.720 1.001** 1.517 0.417
Inequality (0.367) (0.314)
CPI −0.000 −0.000 −0.000

(0.000) (0.000) (0.000)
Trade Openness 0.059 0.342 −0.380

(0.349) (0.368) (0.453)
Fixed Exchange 0.080 0.141 −0.004
Rate Regime (0.125) (0.127) (0.132)
EMU 1994 1.248 1.158 1.535

(0.808) (0.845) (1.015)
ECB 1998 2.797*** 2.727*** 3.374***

(0.684) (0.700) (0.705)
ECB dummy −1.202* −1.439* −0.002

(0.546) (0.564) (0.592)
Asian Financial 1.203 1.348 1.376
Crisis 1997 (1.084) (1.131) (1.204)
Financial Crisis 0.201 0.102 −0.568
2008 (0.737) (0.732) (0.479)
Avg. Union Density −0.006 −0.008 −0.004

(0.010) (0.010) (0.008)
Constant −4.180*** 1.807 −1.126

(0.634) (2.807) (2.439)
N 1872 1810 1805
pseudo-R2 0.0382 0.0536 0.2487

Note: Fully-pooled estimate, lag dependent variable not included.
* p < .05, ** p < .01, *** p < .001

The estimation results are reported in Table 4.1, and the point estimates and 95%
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Figure 4.2

Marginal Effects on the incidence of CBI reform (ζ = 1)
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(b) Model 2
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(c) Model 3

con�dence interval for the variables in each model are plotted in Figure 4.2 for ease

of visual inspection. The estimates from these relatively simple models support my

hypothesis that economic inequality conditions the over-time variance in the relation-

ship between democracy and CBI. In model 1, marginal increase in υ is positively and

signi�cantly associated with the log of the odds that important CBI reforms will be

implemented in the same country-year with β1a = 0.061 at .05 signi�cance level. This

is exactly what current academic consensus would have predicted: more democratic

political systems are associated with greater degree of CBI. However, this positive

bivariate correlation turned negative after economic inequality and the interaction

term (υ ∗ θ) were added to the speci�cation of (4.3). In fact, not only has the es-

timated coe�cient of democracy changed sign (β1a = −0.361), but the interaction

term also exerts a signi�cant negative e�ect on CBI having an estimated coe�cient

β3 = 1.001; that is, an increase in the level of democracy in more unequal countries

tends to promote the incidence of CBI.21 Also, economic inequality itself exhibits a

signi�cant and seemingly very strong negative relationship with CBI (β2 = −14.540),

supporting my discussion in Chapter 2 that social preferences for economic policies

21 To interpret this statistically: marginal increase in υ is associated with greater log-odds of ζ
when evaluated at higher levels of θ.
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may be greater in more unequal countries (Woo, 2009), which hinders the emergence

and the persistence of CBI (although such mechanism cannot be directly identi�ed

from the estimation of β2 and, as I will discuss immediately in the next paragraph, the

substantive e�ect of this estimated coe�cient cannot be interpreted by its numerical

value).

These estimates are indeed encouraging preliminary evidences for my claim be-

cause, from a statistical standpoint, there is no a priori reason to expect the coe�cient

of democracy (β1a) to change sign when economic inequality is included into the spec-

i�cation other than through their interaction term.22 The fact that the coe�cient of

democracy (β1b
) changed to negative after economic inequality and the interaction

term are included into (4.3) and that marginal increase in democracy tends to have a

positive e�ect on CBI at higher levels of economic inequality suggest that the hypoth-

esized mechanisms underlying the relationship of democracy and economic inequality

to CBI are quite plausible.

To interpret the e�ects of these logit coe�cients more meaningfully, I took the

exponentials of log
(
p/(1− p)

)
in (4.2) and (4.3) to get the odds-ratios of {β1a , β1b

,

β2, β3}, so that these transformed coe�cients can be interpreted as the ratios of the

probability that CBI occurs to the probability that it does not for p ∈ (0, 1).23 For

equation (4.2), exp(β1a) = 1.063 means the odds (p/(1 − p)) that CBI reforms will

be implemented is 1.063 times larger than the odds of it not being implemented ((1

− p)/p) as a function of one unit increase in the level of democracy, holding other

22 Although not reported here, I also estimated a version of (4.2) by including only economic
inequality in the speci�cation, the estimated coe�cients for υ and θ are 0.062 and 3.220, re-
spectively, and both are signi�cant at .05 signi�cance level.

23 Such transformation allows for linear relationship between the log-odds of the dependent vari-
able and right-hand-side variables of interest, because exp(log(p/(1− p))) implies p/(1− p) =
expα+Xβ . In fact, as Gould (2000) demonstrates, compared to log-odds coe�cient estimates
(which may vary across cohort and case-control studies), the constancy of the odds-ratio makes
it a useful tool to interpret logistic regression models. Another attractive property of odds-ratio
is that it is a monotonic transformation (of log-odds) so that greater odds-ratio implies greater
log-odds of the occurrence of the phenomenon of interest. Alternatively, the estimated log-odds
coe�cient is simply the di�erence in the log-odds, log(p/(1 − p)) = log(p/(1 − p)) − log((1 −
p)/p) = log(expβ0+β1) − log(expβ0) = β1.
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variables constant. Yet, in equation (4.3), the odds-ratio that CBI reforms will be

implemented reduces to 0.697 after the e�ects of economic inequality and its interac-

tion with democracy have been taken into account, meaning that marginal increase

in the level of democracy is now less likely to promote the incidence of CBI. Indeed,

inserting the odds-ratios of β1a and β1b and solving p/(1 - p) = odds-ratio*(1 − p)/p

for equation (4.2) and (4.3) yield p ' 0.507 and 0.455, respectively. Thus, the proba-

bility that CBI reforms will occur owing to one unit increase in the level of democracy

reduces by 5.2% after controlling for the level of economic inequality. Meanwhile, the

interaction term (υ ∗ θ) and economic inequality itself are each associated with 2.720

times and 0.000000475 time the odds of CBI reformed being implemented than not

being implemented, which translate into 0.2% more and almost zero probability of

CBI being implemented associated with marginal increase in the level of democracy

and economic inequality, respectively.24

I also brie�y discuss the e�ects of control variables that have been the theoretical

focuses of some previous analysts. First, capital account openness and exchange rate

regime type failed to gain any traction in these two models, despite important em-

pirical �ndings by previous analysts arguing for an undermining of the central bank's

policy autonomy by the market force of ever-increasing capital account openness and

the trade-o� between �xed exchange rate regime and CBI as a choice of monetary

commitment mechanism. Secondly, the list of policy and exogenous shock indicators

are all insigni�cant with the exception of EU-area speci�c 1998 year dummy and

ECB membership indicator (both are signi�cant at .01 signi�cance level); apparently,

these two dummies strongly explained the incidence of CBI in ECB member coun-

tries. Finally, the signi�cance level of average union density (in terms of percentage

of paid membership) does not lend much support to the claim that the strength of

24 The estimated p(ζ = 1) for marginal change in υ ∗ θ and θ are 0.731 and 0. The reason for the
estimated coe�cient of economic inequality being larger than normal while having an almost
non-existential, e�ect on CBI is that its having a rather large con�dence interval in equation
(4.3).

165



coordinated wage bargaining is positively associated with CBI, at least for the sample

of countries and time period examined here.

Figure 4.3 plots the marginal e�ect of an one-unit increase in Polity score (υ),

as a function of the level of economic inequality (θ) on the x-axis, using the result

obtained in Model 2 of Table 4.1, the light grey horizontal bars show the empirical

(actual) frequency distribution of cases and the dark ticks at the bottom represent

the density of data.25 Figure 4.3 supports my main hypothesis about the e�ect of

democratization: the unconditional e�ect of democratization can be either positive

or negative (the value of θ where the marginal e�ect of υ is zero occurs at about θ

= 0.35, which fells between the minimum and the 25th quantile (θ = 0.39) range),

depending on the level of economic inequality. As the level of economic inequality

increases, the marginal e�ect of over-time increase in the level of democracy tends to

have a positive �institutional insulation" e�ect on the incidence of CBI reform.

To better gauge the impact of economic inequality on the relationship between

democracy and CBI numerically, I scaled back the empirical indicator, Polity Score,

to its original (-10, 10) scale (so that a political regime receiving a score between

(-10, 0) is classi�ed as �authoritarian" and �democratic" if having a score ∈ [0, 10)).26

I then simulated the predicted probability of p(ζ = 1) as a function of υ across its

full range of values (-10, 10) based on estimated {β1b, β2, β3} with all other variables

set at their sample means.27 and replicated this procedure by setting θ = 0,28 the

minimum (0.27), 25th (039)., mean (0.44), 75th (0.49), and the maximum (0.79) of

the sample θ.29

25 Figure 4.3 is plotted using Berry, Golder and Milton's (2012) Stata code. The quantile distri-
bution of cases are marked at the bottom of light grey horizontal bars.

26 Note that this does not change the coe�cient estimates of (4.3).
27 Note that exp(β2) ' 0, so it can be omitted here.
28 This corresponds to an ideal (though hypothetical) world in which there is no income inequality.
29 Simulation using Mathematica 9.0 (student version).
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Figure 4.3

Marginal effects of υ and θ on the incidence of CBI reform (ζ = 1)
across the range of empirical distribution. Using the specification

of Model 2 in Table 4.1
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The result is plotted in Figure 4.4. Two features are readily discernible from Figure

4.4. First, the marginal e�ect (β1bυ + β3(υ ∗ θ)) on the probability of the incidence of

CBI occurring due to an increase in the level of democracy is negative at lower levels

of economic inequality, but it then turns positive as the level of economic inequality

increases; at the maximum level of economic inequality (θ = 0.79), an increase in

the level of democracy has a strong positive marginal e�ect on the probability of the

incidence of CBI.30 Second, once the �threshold" of democracy has been crossed (υ >

0), marginal increase in the level of democracy has a relatively weak (though positive)

e�ect on the probability of the incidence of CBI. In country-period(s) where economic

inequality is low,31 marginal increase in the level of democracy does not seem to pro-

vide incumbent rulers with a strong incentive to strengthen CBI, instead, at very low

level of economic inequality, an increase in the level of democracy tends to a weak

30 In fact, at the higher end of υ, p(δ = 1) almost shoots up to 0.98 (not shown in Figure 4.4).
31 Note that equation (4.3) is estimated as a pooled model, so the basic unit of statistical inference

is country-year.

167



Figure 4.4

Numerical simulation of the effects of the level of democracy (υ)
and economic inequality (θ) on (ζ = 1) across the range of possible

values
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negative e�ect on the probability of the incidence of CBI. In sum, economic inequality

alters the alleged positive relationship between democracy and CBI, at higher levels

of economic inequality, marginal increase in the level of democracy tends to promote

the incidence of CBI.

I then pursue the structure and the sources of error of my data with better-speci�ed

logistic models. With 57 countries but only 39 observations per panel (country), we

do not have su�cient longitudinal information to estimate panel-speci�c coe�cients

of correlation for dichotomous dependent variable, so it is not feasible to apply the

�panel-corrected" standard errors (PCSE) recommended by Beck et al. (1998). My

remedy for heteroskedasticity and contemporaneous correlation across panels (coun-

tries) is to �rst use lag dependent variable to tackle autocorrelation with robust and

clustered (by country) standard errors for heteroskedasticity,32 and then shift gear to

the commonly used error term decomposition methods (�xed versus random e�ects)

for a diagnostic of the sources of the variances in the dependent variable. It is worth

emphasizing beforehand that if the two previous pooled models explain the e�ects of

the theoretical variables relatively well, then it may not be necessary to re-approach

32 See Wooldridge (2003) for an overview of applications of this technique.

168



the same set of statistical relationships with more complicated models and derive

statistical inference from them at the expense of ine�ciency; instead, these extra

exercises can be seen as robustness check and sensitivity probes that will serve to

enhance the validity of the �ndings from (4.3).

I begin with the �rst set of tasks. I �rst ran Augmented Dickey-Fuller (ADF) test

and Phillips-Perron test to check for stationary and unit-root since I have way more

zero than one in the dependent variable (whether CBI reforms was implement in a

given country-year) in entire sample and each panel (country) within it. The test

statistics reject the presence of stationary and unit-root in the data. I then set possi-

ble lag range to 12 (which is fairly lenient) and conducted Elliott-Rothenberg-Stock

unit root test (DF-GLS test) and inspect the range within which the lags remain

signi�cant as a reference and then employed Akaike (AIC), Hannan-Quin (HQ), and

Schwarz (SC) information criteria and �nal prediction error (FPE) to select the opti-

mal number of lags from the original lag length of 12,33 which gives me the followings

Criterion DF-GLS AIC HQ SC FPE
Optimal lag 4 6 5 4 6

By the consensus of these di�erent criteria, I add �ve lags (t − 1,..., t − 5) of the

dependent variables into the right-hand-side of the (4.3) and use clustered (robust)

standard errors for estimation.34 The result of this model (model 3) is listed in Table

() from which we see that it obtains the same relationship pattern as Model 2, only

that the three main theoretical variables � the level of democracy, inequality, and

their interaction term � become insigni�cant at any conventional levels. I suspect

this is because I have not yet explicitly modeled the sources of variance in (4.3),

33 The results of the time-series diagnostic tests described in this section are listed in Appendix.
34 I have experimented with up to six lags (as suggested by the AIC and FPE criteria), the esti-

mation results are very similar to the model including only �ve lags, except that the estimated
coe�cients of the three theoretical variables become slightly smaller.
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causing the variance of the dependent variable to be driven by its lagged values.

I turn to �xed and random e�ects speci�cations to pursue the sources of the

variance in the dependent variable. The rationale for resorting to these speci�ca-

tion strategies is to leverage �xed e�ects' within transformation and between-cluster

(country) variances associated with random e�ects to explore whether within coun-

try (over-time) variation attributable to time-varying variables (such as the level

of democracy) or country-speci�c, relatively time-invariant or the so-called �rarely

changing" variables (such as economic inequality) account for more variance in the

incidence of CBI in the sample. To �x idea, reconsider model 3, the �xed e�ects is

obtained by demeaning all right-hand-side variables

logit
(
p(ζit = 1)

)
= α +

(
υijt −

∑N

i=1

N

∑J

j=1

J
υijt

)
β1 +

(
θijt −

∑N

i=1

N

∑J

j=1

J
θijt

)
β2

+

(
(υijt ∗ θijt)−

∑N

i=1

N

∑J

j=1

J
(υijt ∗ θijt)

)
β3 +

(
Xijt −

∑N

i=1

N

∑J

j=1

J
Xijt

)
β

+

(
uij −

∑N

i=1

N

∑J

j=1

J
uij

)
+

(
εijt −

∑N

i=1

N

∑J

j=1

J
εijt

)

=
J∑

j=1

αj + υWβ1 + θWβ2 + (υ ∗ θ)Wβ3 +XWβ + εW ,

∀ i ∈ N , t ∈ T and j ∈ J countries,

(4.4)

where the superscript W denotes the �within" variation of each right-hand-side vari-

able and uij is the unobservable unit-speci�c e�ect with E(uij|υijt, θijt, Xijt) 6= 0.35 As

is clear from the above expression, because all the residual e�ects (i.e., essentially the

proportion of the e�ects of all right-hand-side variables that do not vary across T for

each 1 of the J countries) of demeaned variables are absorbed by cluster (country)-

35 This is the commonly encountered omitted variable bias.
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speci�c intercepts αj (which comes down to J unique country-speci�c intercepts), so

equation (4.4) estimates the within (country) e�ects of the right-hand-side variables

on the dependent variable and should be interpreted as such.36

On the other hand, the random e�ects speci�cation takes a slightly di�erent ap-

proach on α and uij by assuming

αj = α + uij, (4.5)

and Corr(εijt, uij) = 0. In (4.5), all country-year observations share one common

intercept α but now the unobserved unit-speci�c e�ects uij is treated as the second

(country)-level errors (clustered by country (j)) and is orthogonal to the idiosyncratic

error εijt and all �rst-level un-demeaned right-hand-side variables in the original spec-

i�cation of model 3. Thus, higher proportion of total variance (ε2
ijt +u2

ij, attributable

to between-country variances u2
ij) implies heteroskedasticity across countries.

Because of these properties, applied researchers usually run their models with

both �xed and random e�ects speci�cations and adjudicate their relative e�ciency

(in term of which one has smaller asymptotic variance) using Hausman test (Haus-

man, 1978), and then decide for themselves the types of inference (within or between

(if cluster-level variables exist)) to use given the error term assumption favored by

the Hausman test. Although the heteroskedasticity of the error term is not of direct

theoretical interest to this study, I can still exploit the within and between properties

associated with the �xed and random e�ects speci�cations to partial out the links

between the theoretical variables and CBI and facilitate causal inference.

36 Also, since αj the all the residuals of demeaned right-hand-side variables, so it is orthogonal to
them.
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I re-run Model 3 with both �xed (Model 4) and random e�ects (Model 5) spec-

i�cations and report the results in Table 4.2. The results are consistent with the

pattern shown in previous estimates, except that the three main theoretical variables

are only signi�cant in the random e�ects model. The ρ (about 0.01) statistics listed

at the bottom of Table 4.2 suggests that the variance in the occurrence of CBI re-

form is more longitudinal than cross-sectional;37 however, this measure reveals very

little about the sources of variance in the independent variables that are driving this

result. For example, the result of Model 4 might suggest that some country-speci�c

variables that are �xed in the short run are may be more important in accounting for

the variance in ζ than the intertemporal change in the theoretical variables.

Instead of using Hausman test, a form of speci�cation test, to adjudicate the

relative weight of these di�erent sources of variances on estimating ζ, I construct a

Mundlak-type mixture model (Mundlak, 1978) by keeping both the demeaned υ, θ,

and their interaction term (υ ∗ θ) and their country-speci�c means as regressors but

leaving all other variables to their original forms,38, which can be expressed formally as

logit
(
p(ζit = 1)

)
= αj + υWijtβ1w + θWijtβ2w + (υWijt ∗ θWijt)β12w︸ ︷︷ ︸

within e�ects

+ υMij β1m + θMij β2m + (υMij ∗ θMij )β12m︸ ︷︷ ︸
�xed e�ects

+Xijt + εijt

αj = α + uij

∀ i ∈ N , t ∈ T and j ∈ J countries, (4.6)

where the superscript M and the subscript m denote country-speci�c means of the

37 The ρ statistic is a measure of intra-class correlation (ICC), if the overall within-group variance
of dependent variable is high relative to the between-group variance, then ρ is low. For the
dependent variable ζ, the estimated between-country standard deviation is about 0.065 and
0.178 for within-country standard variation.

38 This is similar in spirit to the Hausman-Taylor type transformation in Bartels (2008). Also, see
the discussion in Baltagi (2006). I thank Enrique Pinzón for pointing me to this technique.
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theoretical variables, and then run this model with random e�ects speci�cation. So

that the coe�cients {β1w, β2w, β12w} in the �rst line of (4.6) are interpreted as the

�within" (intertemporal) e�ects of (only) the theoretical variables, while {β1m, β2m,

β12m} in the second line of (4.6) are the country-speci�c ��xed e�ects."39 Equation

(4.6) therefore enables us to estimate the within-country e�ects and country-speci�c

�xed e�ects of the theoretical variables of interest in one swoop while, in the mean-

time, allowing for the evaluation of heteroskedasticity across countries through its

random e�ects speci�cation uij.

The estimation result is listed separately in Table 4.3. As the result shows, this

speci�cation renders a starkly di�erent interpretation of the e�ects of the theoretical

variables. For the within e�ects, only the over-time change in the level of democracy

and economic inequality exhibit statistically signi�cant association with the incidence

of CBI; interestingly enough although as expected by my theoretical prediction, as

the link between democracy and CBI has been �partialled out" through demeaning,

the coe�cient of υWijt (β1w) becomes positive and signi�cant while the coe�cient of

θWijt (β2w) remains negative and signi�cant and the interaction term loses signi�cance

(due, perhaps, to the limited within country variance in θWijt). On the contrary, the

�xed e�ects of the theoretical variables are all statistically signi�cant and the signs of

their coe�cients are aligned with those from the pooled estimates in model 3. Again,

taking the exponential of these log-odds coe�cients to obtain their odds-ratios for

more meaningful interpretation, equation (4.6) predicts that marginal increases in

the level of democracy and economic inequality within a given country are associated

with 1.088 times greater and (almost uninformative) 0.003 time the odds of CBI re-

forms occurring than not occurring. For the �xed e�ects, the means of the level of

democracy, economic inequality, and their interaction term are associated with 0.765,

39 As discussed previously, the demeaned �within" variables are orthogonal to their �mean" coun-
terparts (see the variance-covariance matrix of these three pairs of variables in Appendix), and
this allows us to partial out the relationship between democratization and CBI (as in equation
(4.2)) from the e�ects of economic inequality.
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0.001, and 1.863 times greater the odds of CBI reforms occurring than not occurring.

Jointly, these country-speci�c �xed e�ects indirectly support my hypothesis that the

institutional insulation e�ect of democratization on CBI is more observable in more

unequal countries (i.e., higher θMij ).

Finally, I look at the potential bias in estimation owing to binary data having too

many no events (here, this means too many observations with ζ = 0) and too little

variation in the dependent variable and its impact on causal inference. I then address

this problem with bootstrapped standard errors and rare events logistic regression rec-

ommended by King and Zeng (2001a,b). The problem with binary data having too

many observations with dependent variables coded as zero is that the density of event

occurrence (ζ = 1) will be poorly estimated and its probability being underestimated

(resulting in the estimated coe�cient being too small) as a result of too few data points

with ζ = 1 and the density estimate of ζ = 1 being pulled to the left by the much

denser distribution of ζ = 0 in the overlapping area max(x|y = 0)−min(x|y = 1).40

Also, because the estimation is biased, the estimated standard error may be incon-

sistent (as it is sensitive to the proportion of no events in the sample). To anchor the

discussion into the context of two commonly used data collection strategies, cohort

studies allows the dependent variable to be randomly selected within the categories

de�ned by explanatory variables while choice-based sampling or case-control design

(Breslow, 1996; King, Keohane and Verba, 1994, 141-2) purposefully collect obser-

vations for which events occurred but randomly select observations for no events as

controls, the former represents an ideal situation for testing the e�ect of the variable

of interest on the population, while the latter is problematic because the imbalance in

the distribution of events occurrence versus no events in the collected data. King and

Zeng (2001a,b) recommend researchers to �prior correct" the intercept by adjusting

the ratio of event occurrences to no events in the sample by the inverse ratio of be

40 See King and Zeng (2001a, 145-7) and the companion relogit in Zelig vignette for a fuller
discussion on this.
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the true population proportion of event occurrences if the prior is available, or to

�weighting" to compensate for di�erences in the sample and population proportions

of event occurrences induced by choice-based sampling to obtain consistent coe�cient

and standard error estimates.

As I described previously, the dichotomous dependent variable (whether impor-

tant CBI reforms occurred in a given country-year) used in this study is extended

from Acemo�glu et al.'s (2008) pre-selected sample, which is clearly not representa-

tive of the population of country-year(s) in which CBI reforms occurred;41 in fact,

most empirical researchers of CBI (myself included) often draw their cases from the

country-year(s) covered in CWN's or GMT's original cross-national databases or a

small set of countries that motivated their research interests (e.g., Boylan (2001a,b)),

and then expend their country-year coverage or collect cases of no events to use as con-

trols. This sequential data collection method (or data generating process) employed

by most of existing studies of this topic is akin to case-control design. Moreover,

with only 82 out of a total of 2201 (3.73%) country-year observations for which CBI

reforms occurred, my sample �ts the rare events data threshold (below 5% or so)

suggested by King and Zeng's simulation results, which also raises concerns that the

aforementioned pitfalls associated with case-control design for �nite sample or rare

events might also plague my logistic models.

41 As Acemo�glu et al. (2008, 375) themselves acknowledged, �We exclude all former socialist
countries, because data for these countries before CBI are limited, ... We also exclude Africa,
since central bank reforms in these countries are hard to identify and interpret," (italics mine).
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Table 4.3

Mundlak-test of the effects of Democratization and Economic
Inequality. DV: Country-year in which CBI reform occurred (ζ =

1)

Within E�ect Between E�ect
Variable Odds-

ratio
(robust
s.e.)

Variable Odds-
ratio

(robust
s.e.)

DemocracyW 1.088 0.084** DemocracyM 0.765 −0.268***
(Polity score) (0.033) (Polity score) (0.073)
InequalityW 0.003 −5.851* InequalityM 0.001 −7.446**
(SWIID) (2.556) (SWIID) (2.718)
DemocracyW* 1.554 0.441 DemocracyM* 1.863 0.622***
InequalityW (0.580) InequalityM (0.185)

Coef.
Variable (robust s.e.)
CPI −.000

(0.000)
Trade Openness −0.110

(0.360)
Fixed Exchange 0.004
Rate Regime (0.127)
EMU 1994 1.872

(1.166)
ECB 1998 3.539***

(0.785)
ECB -0.400

(0.616)
Asian Financial −1.296
Crisis 1997 (1.317)
Financial Crisis −0.645**
2008 (0.243)
Avg. Union Density −0.002

(0.010)
Constant −0.629

(1.338)
N(countries) 1805(48)
log pseudo-likelihood −225.74047
σu 0.0008708
ρ 0.0000002

Note: Lag dependent variable estimated but not reported. σu: country-speci�c
error, ρ: intra-class correlation (ICC).
* p < .05, ** p < .01, *** p < .001
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To check for potential estimation bias induced by case-control design for rare

events data, I run 100 times bootstrapped re-sampling to obtain consistent estimate

of the standard errors for the variables in Model 3 (but without asymptotic re�ne-

ment)42 in both �xed (Model 6) and random e�ects (Model 7) speci�cations and

compare their results with that of Model 3. The estimated log-odds coe�cients and

their exponentially-transformed odds-ratios and standard errors obtained in Model 7

(random e�ects speci�cation) are almost identical to their counterparts in Model 3;

event for speci�cation where the theoretical variables did not reach any conventional

level of signi�cance (Model 6), the estimated coe�cients and odds-ratios are quite

close to those of Model 3.

How would rare events logistic regression render the results di�erently? I re-

estimate Model 3 with rare events logistic regression as a �nal verdict and report the

result in the �fth column of Table 4.2. For this, I follow King and Zeng's (2001a)

�prior correction" method by using the sample fraction of event occurrences (3.73%)

to specify an upper and lower bound [0.03, 0.04] for the possible range of the true

(but unknown) population fraction of even occurrences, and the function uses built-in

robust Bayesian methods to compute a con�dence interval for each regressor (which

should be at least as great as the actual coverage). I also cluster observations by

country to let observations to be independent across countries but not within its own

country cluster.43 We can compare the estimation result with the pooled estimate of

Model 3 and the estimate using bootstrapped consistent standard errors (Model 7),

the values of estimated coe�cients of rare events logistic regression are very close to

those of Model 3 and Model 7, and the ranges of estimated standard errors, at least

42 This imposes additional assumption requiring the limit distribution of the statistic to be uncon-
ditional on unknown statistics (the so-called �asymptotically pivotal statistic") and is therefore
not pursued as the purpose of using bootstrapped standard errors is to make use of its consis-
tency in �nite sample. See Cameron and Trivedi (2010, 430) and Wooldridge (2010, 439-40).

43 This is the only heteroskedasticity option in the Stata version of this function. The R variant
does not support clustered standard errors although it will still return consistent estimates of
coe�cients (but not standard errors), so this model is estimated in Stata.
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for the three theoretical variables, are distributed between the bootstrap estimates

(Model 7) and the original speci�cation (Model 3). It does not seem that the high

proportion of no events present in my sample has led to inconsistent coe�cient and

standard error estimates.

Overall, these statistical evidences re-a�rm the competing e�ects of democratiza-

tion on CBI and the condition under which CBI reform is more likely to occur that

I identi�ed in the baseline model (4.3). In addition, the rare events logistic analysis

expelled the concern of bias in estimation due to the inclusion of too many no events

in the sample and provides additional support to the �ndings presented in this section.

4.3 Testing the institutional insulation e�ect of de-

mocratization: Economic Inequality and CBI

In this section, I narrow down my scope by focusing on identifying the relationship

between democratization and the incidence of CBI only in countries that have under-

gone democratization. This is important and also necessary for two reasons. First,

the statistical evidences presented in the last section have suggested that, conditional

on a country's existing level of economic inequality, the onset of democratization can

have opposing e�ects on CBI, by which the positive institutional insulation e�ect of

democratization is more observable at higher levels of economic inequality. Focusing

our statistical probe within countries that have undergone democratization in the

sample period thus allows us to identify this positive e�ect attributable to the com-

binatory condition (marginal increase in the citizens' political power in more unequal

countries) suggested by my theoretical model. Secondly and because of the �rst point,

previous results show that some region/time-speci�c factors (such as the establish-
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ment of the ECB in 1998) strongly determined the incidence of CBI reforms in at

least some countries that are outside the explanatory domain of my theory, selecting

cases on the key explanatory variable (democratization) restricts our estimation sam-

ple to be cases whose CBI outcomes have some positive probability of being a�ected

by democratization (and thus more relevant to the theory), which helps to improve

estimation e�ciency and the validity of statistical inference.44

I begin my analysis of the e�ect of democratization in democratizing countries by

�rst estimating a logistic model including only countries that have undergone demo-

cratic transition during the sample period (1972-2010) of the data; for this, I cross-

reference both ACLP, Cheibub, Gandhi and Vreeland's, and Boix-Miller-Rosato's

dichotomous indicators to determine if democratization has taken place in a given

country within the sample period and include it in the sub-sample, which leaves me

with only 23 countries. I then further restrict the membership of this reduced sample

by selecting on country-year(s) with above-average economic inequality. According

to my theory, if the statistical evidences marshalled in the previous section were to

hold, the relationship between democratization and CBI should be positive in more

unequal countries even if economic inequality is not speci�ed in the right-hand-side of

the estimation model. Thus, we should expect to observe such positive relationship

in this particular sub-sample.

An important concern about estimating dichotomous outcome on this sub-sample

44 This case selection strategy can perhaps be better explained by way of the fundamental problem
of causal inference (Holland, 1986, 947). Although we are interested in gauging the average of
di�erences in observed outcomes as the average-treatment (causal)-e�ect (ATE) of an explana-
tory variable on the population on whom this variable is expected to have an e�ect (Rubin,
1974), because we do not observe if an unit itself is more or less likely to have exhibited the
same outcome were it not exposed to the variable of interest, we can never know the true
ATE of this variable. We must therefore settle for the average-treatment-e�ect-on-the-treated
(ATT) that takes the average of observed outcomes across units that have been exposed to the
treatment (i.e., the variable of interest) and have some positive probability of being a�ected by
this variable. Hence, �treated" units are irrelevant to the estimation. Doing this limits the gen-
eralizability of the ATT estimates to out-of-sample units, but this is a feasible and appropriate
approach for the DGP used by many social scientists, as in the cohort vs. choice-based data
collection strategies I discussed in the previous section.
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immediately comes to mind, however. With the dimension of the data now changed

from 57 countries and 39 years to 23 countries and 39 years, it may be tempting

to reconsider Beck et al.'s modeling strategy by �rst tackling temporal dependence

in binary TSCS data using (natural cubic) spline transformation of time dummies

and then followed by their recommended PCSE method to correct for disturbance

across panels as we have more intertemporal information (i.e., T > N) to estimate

panel-level standard errors. However, as Carter and Signorino (2010) have noted, the

issue with temporal dependence is �quasi-complete separation" in which some time

dummies occurred at later times (close to the end of observation period) perfectly

predict the value of the dichotomous dependent variable.45 Since I do not have a

strong theoretical prior for the number of knot points to select and where to place

them, and given the fact that �time" is not a variable of much theoretical interest, I

use Carter and Signorino's 2010 cubic polynomial approach by simply including t, t2,

and t3 in the logistic regression � where t is the i-th year in o�ce of incumbent ruler

from ACLP and Cheibub, Gandhi and Vreeland's original coding (and extended by

myself) � as a third-order Taylor series approximation for the temporal dependence

induced by t in order to better evaluate the relationship between democratization and

CBI.46 I use clustered standard errors to limit the variance-covariance to be country-

speci�c and include lag dependent variables to account for serial correlation along

45 This problem is most evidently present in many canned statistical software like Stata in which
the software automatically drops regressors that perfectly predict the value of the dependent
variable and prints the reason for why they were dropped in the output or log �le. This
separation problem also occurs in my logistic estimation here, causing most lag dependent
variables to be dropped because they perfectly predict the non-occurrence of CBI (ζ = 0). See
Zorn (2005).

46 In fact, any time dummies that tend to perfectly predict the value of the outcome variable (and
thus induces separation problem) can be used as t. I did not use the gap time between the
occurrence(s) of CBI (i.e., time since last CBI occurrence) because the time variable counting
gap time is left-truncated at �rst observation point (t1 (year 1972), where all countries �rst
entered into observation) and right-censored at last observation point (year 2010, where all
countries exited the osbervation) for each country in the data. This means gap year(s) before
the �rst observation time point are discarded and coded as 0 at t1, and t therefore does not
re�ect the temporal dependence induced by the actual gap time between the occurrence(s) of
CBI. Consider the situation depicted by the following �gure:
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with annual year-end CPI growth rate and average union density as control variables

to ensure that CBI was not enacted merely as a counter-in�ation policy instrument

or as a weighted outcome of national-level collective wage bargaining.

Table 4.4 reports the estimation results. Model 1 estimates a logistic model with-

out cubic polynomial. Model 2 uses the same speci�cation but includes cubic polyno-

mial. Model 3's speci�cation is the same as Model 2 but includes only countries with

average level economic inequality above sample mean (θ = 0.44). Model 4 builds on

Model 3 but excludes three early democratizers (Greece, Portugal, and Spain, who

stay democratic throughout much of the duration) to let countries in this sub-sample

to have a more balanced length of duration within which CBI outcomes are more

sensitive to the e�ect of marginal change in υ. As the results show, marginal change

in the level of democracy has a signi�cant positive e�ect on the incidence of CBI: the

estimated coe�cient of υ is 0.052 for Model 1, 0.075 in Model 2, 0.146 in Model 3,

and 0.156 in Model 4, and this positive e�ect becomes more pronounced (in terms

of its statistical signi�cance) as one moves from Model 1 to Model 4 although the

1 2 3 4 5 6
ti

0 0 0 1 0 0 }CBI (ζ)
0 1 2 3 0 1 }gap time
14 15 16 17 1 2 }tenure (i-th yr)

The second row contains a series of dichotomous indicators noting the occurrence(s) of CBI,
the third row counts the gap time between the occurrence(s) of CBI and resets to 0 after
last incidence of CBI. The fourth row is ACLP's coding for incumbent ruler's years in o�ce
in country i. It is easy to see that, at least for the research question pursued here, using
years in o�ce as t more faithfully captures the temporal dependence of time dummies because
it preserves more of the temporal information prior to the left-truncation time point than gap
time counter (which is left-truncated at �rst observation point for all countries). Take Thailand
for example, its �rst central law was promulgated in 1942 and did not receive any substantial
revision until 2008. Taking 1972 as the left truncation point for counting gap time runs the
risk of underestimating temporal dependence of at least 30 third order Taylor series! Another
minor justi�cation for using years-in-o�ce as t is that, particularly in authoritarian countries,
length of tenure tends to be highly correlated with years of political control of monetary policy,
which can potentially induce separation problem. Thinking of a more extreme example, if CBI
were to occur at the �rst observation time point t1, then using gap time as an approximation
for t to account for temporal dependence is not informative at all, because all prior temporal
dependence e�ects are truncated at the gap year (0). An empirical implication of this association
is that the �rst order e�ect of t on the incidence of CBI is expected to be negative as longer
tenure provides less of an incentive for incumbent authoritarian rulers to promote CBI.
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sample size also reduces by almost half. Also, it is worth noting that after including

cubic polynomial in Model 2 to account for temporal dependence, the coe�cient of

υ becomes signi�cant at .05 signi�cance level, as compared to model 1 in which υ is

only marginally signi�cant at .01 signi�cance level. Exponentiating these coe�cients

to get a more substantive odds-ratio interpretation, one unit increase in Polity score

leads to 1.053 times greater odds of the incidence of CBI reform (than non-incidence)

in model 1, 1.078 times greater odds in model 2, 1.157 times greater odds in model 3,

and 1.168 times greater odds in Model 4. Excluding the three South European early

democratizers from the sample does not a�ect the estimated coe�cients of υ nor does

it alter the substantive interpretation of these coe�cients. The two control variables,

average union density and CPI, are statistically insigni�cant. Finally, the �rst order

e�ect of temporal dependence t is negative but insigni�cant, which lends only weak

evidence to the tenure security hypothesis.

The marginal e�ects (with 95% con�dence interval) of υ of model 1-4 are plotted

in Figure 4 for a quick visual comparison and as these graphs show, the marginal

change in the level of democracy has an unambiguous positive e�ect on the incidence

of CBI. Although the inclusion of cubic polynomials in model 2 tends to increase the

disturbance of the estimates, as indicated by the much-widened con�dence interval

in the upper-right panel, the marginal e�ects of υ remains positive and becomes even

more signi�cant in the sub-sample with above-average inequality level (as indicated

by the signi�cantly narrower con�dence intervals in the graphs representing model 3

and model 4).47 In short, the increase in the citizens' political power through democ-

ratization tends to increase the probability of the incidence of CBI reform in more

unequal countries.

47 Also, note that the exclusion of Greece, Portugal (in model 4), and Spain did not change the
shape and contour of the marginal e�ect of υ, meaning that the estimates of model 3 is quite
robust to this small change in the sample.
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Despite these strong statistical evidences supporting the positive though condi-

tional relationship between democratization and CBI in more unequal countries, there

are country-speci�c studies linking the eventual delegation of monetary policy-making

to the central bank to the political authority's inability to defend its pre-announced

exchange rate peg in which countries gradually widens the �bands" of their peg to

accommodate increased exchange rate volatility until this practice becomes futile and

gives rise to CBI reforms as a monetary commitment mechanism substitution.48 This

might suggest that incumbent governments' exchange rate commitments and their

abilities to defend the pegs may be the real driving force behind the incidence of CBI

under authoritarianism, which is certainly a plausible international political economy-

driven rival hypothesis to the domestic politics-based explanation I advocated here.

To quell this concern, I estimate two Generalized Method of Moments (GMM)

instrumental logistic regressions of Model 3 and Model 4 using one-step method (Im-

bens, 1997) and weight matrix obtained from the original cluster standard errors

speci�cation of Model 3 and Model 4. I then replace the variable CPI with Sham-

baugh's (2004) dichotomous exchange rate peg indicator (peg = {0, 1}, which approx-

imates a government's ability to uphold its exchange rate commitment, as informed

by Leblang's (2003) exchange rate defense framework) and use the �rst di�erence of

foreign exchange rate movement (FOREX, measured by the nominal value of one unit

of anchor currency in domestic currency term) and the amount of foreign exchange

reserves (in US$) as instruments for peg. The result is listed in Table 4.5.

48 To this, Carstens and Werner's (1999) recount of Banco de México's policy operation in the
country's transition from �xed to �oating exchange rate regime during 1994 Peso crisis is a
case in point. Pepinsky's (2008, 2009) comparative analyses of the destabilizing impact of 1997
Asian �nancial crisis on the breakdown of Suharto regime in Indonesia and the besieging of
Malaysia's Mahathir government � both tried desperately to maintain their exchange rate pegs
� suggest that the subsequent strengthening of Bank Indonesia's and Bank Negara Malaysia's
policy autonomy and legal status after 1998 may very well be part of the post-crisis adjustment
program, rather than an institutional response to the opposition's growing political prowess.
However, it is worth noting that the survival of Mahathir government leads to only limited
political reforms in the 2000s despite the existence of competitive elections, and the latest (and
only) central bank legislation that substantially increases the bank's policy autonomy did not
come into e�ect until 2009, as noted in my data.
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Table 4.5

GMM tests of the incidence of CBI in countries that have
experienced democratization. DV: Country-year in which

CBI reform occurred (ζ = 1)

GMM1 GMM2a

Variable Odds-
ratio

(clustered s.e.) Odds-
ratio

(clustered s.e.)

Democracy 1.191 0.175 1.194 0.177
(Polity score) (0.092) (0.092)
Avg.UnionDensity 0.005 0.005

(0.010) (0.009)
t −0.323 −0.413

(0.342) (0.351)
t2 0.065 0.076

(0.044) (0.045)
t3 −0.002 −0.002

(0.001) (0.001)
Instrumented
Variable
Fixed Exchange 0.702 0.696
Rate Regime (1.268) (1.152)
Hansen's J statistic 0.002168 0.002027
p-value 0.962 0.964
N 517 491

Note: One-step estimator using original matrix. Lag dependent variable
estimated but not reported. Fixed exchange rate regime instrumented
by the �rst di�erence of foreign exchange rate movement and the log of
foreign reserves.
∗ Spain, Portugal, and Greece excluded.
* p < .05, ** p < .01, *** p < .001

I brie�y discuss the result here. First, the Hansen J -statistics from overidenti�-

cation test indicates that FOREX and foreign exchange reserves are valid instruments

for peg. Yet, the estimated coe�cients of peg in both models (0.702 (GMM model

1) and 0.696 (GMM model 2)) failed to obtain any conventional levels of statistical

signi�cance. The estimated coe�cients of υ (0.175 (GMM Model 1) and 0.177 (GMM

Model 2)) are marginally signi�cant at .05 signi�cance level, which imply 1.191 and
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1.194 times greater odds of CBI reform occurring, respectively, as a function of one

unit increase in the level of democracy. Even after taking account of the impact of

exchange rate misalignment, my preferred theoretical variable, over time change in

the level of democracy, is still signi�cantly associated with greater odds of the inci-

dence of CBI reform in this more unequal sub-sample.

Also in Table 4.6, I relax the exogeneity assumption and estimate another set of

logistic regression models by regressing FOREX and foreign exchange reserves on

Shambaugh's dichotomous exchange rate peg indicator and the four-category pegtype

exchange rate classi�cation (ranked in order by the width of the band, of which wider

band implies a country is less able to defend its preannounced peg) using logistic and

ordered logistic models, respectively. The predicted values of peg and pegtype from

the two equations are then entered as right-hand-side variables in Model 1 to Model

4 of Table 4.6, which are then estimated logistically. The results from these two spec-

i�cation exhibit the same associational pattern and similar magnitude of e�ects for

the regressors (and particularly the main theoretical variable, the level of democracy)

found in previous estimates. So the estimation result reported in Table () is quite

robust to alternative speci�cations.
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Table 4.6

Logistic regression using predicted values of exchange rate regime (peg)
and the volatility of currency peg (pegtype) as regressors. DV:

Country-year in which CBI reform occurred (ζ = 1)

Logistic Model 1 Model 2 Model 3 Model 4a

Variable (w/o cubic
polynomial)

(w/ cubic
polynomial)

(θ ≥ 0.44) (θ ≥ 0.44)

Democracy 0.054 0.082* 0.156* 0.156*
(Polity score) (0.030) (0.038) (0.064) (0.070)
Avg.UnionDensity 0.003 0.006 0.003 0.003

(0.005) (0.006) (0.008) (0.008)
p̂eg −0.425 0.132 0.564 0.582

(1.156) (1.092) (1.213) (1.224)
t −0.221 −0.341 −0.423

(0.264) (0.354) (0.363)
t2 0.035 0.066 0.076

(0.031) (0.045) (0.046)
t3 −0.001 −0.002 −0.003

(0.001) (0.002) (0.002)
N(countries) 653(22) 653(21) 450(14) 428(13)
log pseudo-likelihood −111.95312 −111.95312 −70.576088 −66.365156
Ordered logistic Model 1 Model 2 Model 3 Model 4b

Variable (w/o cubic
polynomial)

(w/ cubic
polynomial)

(θ ≥ 0.44) (θ ≥ 0.44)

Democracy 0.054 0.082* 0.154* 0.155*
(Polity score) (0.030) (0.038) (0.068) (0.069)
Avg.UnionDensity 0.003 0.006 0.003 0.002

(0.005) (0.006) (0.007) (0.008)
̂pegtype = {1, 2, 3, 4} 0.508 −0.153 −0.558 −0.582

(1.394) (1.285) (1.375) (1.383)
t −0.221 −0.343 −0.424

(0.263) (0.354) (0.363)
t2 0.035 0.066 0.076

(0.031) (0.045) (0.046)
t3 −0.001 −0.002 −0.003

(0.001) (0.002) (0.002)
N(countries) 653(21) 653(21) 450(14) 428(14)
log pseudo-likelihood −113.74282 −111.95343 −70.588262 −66.377304
Note: Robust standard errors used. Constant term and Lag dependent variable estimated
but not reported. type and pegtype are instrumented by the �rst di�erence of foreign
exchange rate movement and the log of foreign reserves and estimated with logistic and
ordered logistic model, respectively.
ab Spain, Portugal, and Greece excluded.
* p < .05, ** p < .01, *** p < .001
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More prone to insulate? Country-speci�c characteristics and

the incidence of CBI

The statistical �ndings presented so far have presented persuasive longitudinal evi-

dences of a positive relationship between over-time increase in the level of democracy

and greater likelihood of CBI reforms occurring, and the �scope conditions" (Ragin,

2000, 61; Mahoney and Goertz, 2004) set up by the conditioning variable, economic

inequality, suggests that this relationship is more observable in more unequal coun-

tries. But if the theory developed here were to possess any predictive power, it should

be able to inform us if, for the same amount of increase in the level of democracy,

countries with higher level of economic inequality are more likely to experience the

incidence of CBI in the transition to democracy, given that our previous analytical

results uniformly predict that democratization tends to promote CBI in more unequal

countries. To recapitulate, the tests in the previous sections identify a time period

(democratization) during which a sub-population with a certain characteristic (high

θ) are more prone to incur CBI; yet, for those that fall within the domain circum-

scribed by the scope conditions, some more informative questions to ask would be,

do some countries have greater hazards (and thus shorter duration) of incurring CBI

(given that, by �tting the scope conditions, they all subject to some positive prob-

ability of experiencing CBI)? How do the theoretical variables increase or decrease

the hazard of experiencing CBI? Do they account for multiple sequence of CBI occur-

rences? Will the e�ects of these theoretical variables on CBI vary across authoritarian

and democratic state {A, D}?

Indeed, as reported in Table 4.5 in the appendix, out of all 24 countries that have

undergone democratization at some points during the sample period, six had CBI

reforms occurred prior to or in around the year of democratic transition and four had

CBI reforms taking place in the intervals between two distinct spells of democratiza-
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tion,49 and South Africa experienced two successive CBI reforms in a relatively short

time spell prior to its transition in 1994, while the rest of the democratized country

cases did not experience CBI reforms until years after their transition to democracy.

Clearly, there exists some sort of unit heterogeneity in the hazard of CBI occur-

rence: some are more prone to the incidence of CBI than others during democratic

transition, some are only susceptible to the hazard of CBI under democracy. Such

unit heterogeneity can plausibly undermine the validity of the con�rmatory statisti-

cal evidences presented earlier. At below, I employ two variants of duration models,

repeated events and conditional frailty models, which are just an extension of the

logistic regression (when the true shape of the hazard is unknown) I used earlier, to

pursue these puzzles.50

The purpose of using repeated events model is to account for the fact that the

occurrences of second and subsequent events are likely to be in�uenced by the �rst

event � similar to autocorrelation in regression analysis � that will lead to incorrect

estimates of standard errors if we were to treat each event occurrence as independent

(Zorn, 2000; Gordon, 2002; Box-Ste�ensmeier and Zorn, 2002). From the theoretical

standpoint, the e�ects of the theoretical variables, particularly the level of democracy

(a time-varying covariate), can vary from one event to the next as incumbent author-

itarian rulers may perceive the intensity of democratic threat di�erently and respond

accordingly. To illustrate this point more concretely, incumbent authoritarian rulers

may feel less threatened at the early stage of democratization when the citizens are

less organized and therefore prefer to withhold CBI reform for as long as possible, but

as the citizens' political power strengthens, authoritarian rulers may decide to imple-

ment a series of CBI reforms within a short spell of time as the democratic threat now

appears more imminent; in duration analysis, this will lead us to conclude that higher

49 The six countries are Indonesia, Taiwan, Chile, Mexico, and South Africa. The four countries
are Pakistan, Nepal, Peru, and Ecuador.

50 In this subsection, I use the term �covariate" (as commonly used in duration models) inter-
changeably with the term �variable" as is standard in most linear and non-linear models.
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levels of democracy (higher υ) have higher marginal e�ects on the incidence of CBI,

while in actuality the magnitude of these marginal e�ects is dispersed across multiple

CBI reforms. Moreover, as the insulationist argument has emphasized, incumbents

only tend to implement CBI reforms when their loss of political power is almost cer-

tain, and because of this, once this threshold has been crossed, over-time increase in

the level of democracy in the rest of the sample period should be less relevant to the

hazards of subsequent CBI reform occurrences.51

A simple solution is to stratify the incidences of CBI reform by their sequences.

This way, a country can have di�erent baseline hazards for each sequence of CBI oc-

currence it experienced during the sample time frame: a country is not at risk for the

incidence of the k-th CBI reform until it has experienced the (k − 1)-th CBI reform.

Since I do not presume the density distribution of this model to take any particular

form, I therefore choose the more �exible Cox model (that does not have the shape

parameter) and estimate the following hazard function

hk(t)exp(Xikβ),∀k = 1, ..., K-th incidence of CBI, (4.7)

and partial likelihood

L(β) =
n∏

i=1

K∏

k=1


 e(Zik)Xikβ′

∑n

l=1
Ylk (Xik) e

(Zik)Xikβ′




δik

,

where Zik is the observed (conditional) time when k-th CBI reform occurred, l de-

notes the l-th recurrent CBI reform, and δik = {0, 1} is a censoring variable indicator.
51 This behaviorial pattern is captured by the certainty equivalent consideration, u(c(CBI)),

depicted in the formal analysis chapter: if the expected return from engaging in an election with
electorally-induced monetary policy falls below the utility promised by the certainty equivalent,
then an incumbent authoritarian ruler can do no better than to play CBI all along until she
steps down from power. Alternatively, as with the rationale of �reservation price" in second-
price auction (Milgrom, 2004), one can think of the di�erence between the levels of democracy
at the beginning and the end of the �rst sequence of CBI reform occurrence as incumbent
authoritarian rulers' �reservation value," if the citizens' political power were to increase beyond
the upper bound of this value, then authoritarian rulers will simply withdraw from the bid and
switch to alternative option (i.e., CBI) that preserves much of their utilities.
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Three Cox repeated events models � unstrati�ed (Model 1), strati�ed (Model 2),

strati�ed and excluding three early democratizers (Model 3) � are then estimated

using Polity scores and CPI as time-varying covariates (by interacting them with Z2

(time to k-th CBI reform occurrence)) and including country-level average economic

inequality (a time-invariant covariate) and cubic polynomial as control variables, and

clustered standard errors are used to account for country-speci�c variance-covariance

matrix.

Table 4.7 reports the results of these three models and hazard-ratio is reported to

facilitate the interpretation of estimated coe�cients. The impact of event dependence

on hazard rate estimation is clearly visible, the strati�ed models all have higher and

more statistically signi�cant hazard-ratios (1.117 for Model 2 and 1.129 for Model

3) than the estimated hazard-ratio (1.066) of the unstrati�ed model (model 1). The

cumulative hazards of these three models are plotted in Figure 4.5 for a visual com-

parison of their baseline hazards as a function of time, the short grey ticks at the

bottom of the x-axis indicate the density of the data. As Figure 4 shows, the hazard

of the �rst incidence of CBI reform is increasing in time as a function of over-time

increase in the level of democracy, particular in around the middle of the time period

(circa late 80s to early 90s) when the hazard rate began to pick up. On the other

hand, the almost �at cumulative hazards of the second and the third sequence of CBI

reform occurrence show that the hazards of these subsequent CBI reform occurrences

are invariant with respect to time (i.e., no duration dependence), at least within the

sample period covered by the data. The political dynamics of democratization appear

to be more important in accounting for the �rst incidence of CBI than subsequent

CBI reforms, which also lends empirical support to incumbent authoritarian rulers'

hold o� behavior toward CBI reforms as implied by my theoretical model.
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Table 4.7

Cox conditional gap time analysis of CBI reform occurrences in
countries that have experienced democratization. DV: Country-year in

which CBI reform occurred (ζ = 1)

Model 1 Model 2 Model 3a

(Unstrati�ed) (Strati�ed) (Strati�ed)
Variable Hazard-

ratio
(robust
s.e.)

Hazard-
ratio

(robust
s.e.)

Hazard-
ratio

(robust
s.e.)

Democracy 1.066 0.063* 1.117 0.110** 1.129 0.121**
(Polity score) (0.031) (0.042) (0.044)
CPI −0.000 −0.000 −0.000

(0.000) (0.000) (0.000)
Avg.Inequality 0.640 1.744 −0.406

(1.410) (3.231) (2.858)
t −0.729** −0.608* −0.530*

(0.275) (0.271) (0.269)
t2 0.109** 0.093* 0.083*

(0.038) (0.036) (0.036)
t3 −0.004** −0.003* −0.003*

(0.001) (0.001) (0.001)
N 995 995 878
log pseudo-likelihood −214.66762 −190.78551 −168.78968
Note: Efron method used for ties. Democracy, CPI, Avg.Inequality are TVC inter-
acted with t2.
a Spain, Portugal, and Greece excluded.
* p < .05, ** p < .01, *** p < .001

However, along with CPI, economic inequality does not play a signi�cant role in

accounting for the hazard of CBI reform occurrence in all three models. I suspect

this is because specifying economic inequality as a time-invariant country-speci�c co-

variate in these models cannot properly account for the e�ect of such unit (country)

heterogeneity on the hazards of CBI reforms across the full sample. As Zorn (2000)

has noted, ignoring unit heterogeneity can lead to �spurious" duration estimates if

some units are inherently more prone to experience the event of interest than others

owing to unobserved unit-level heterogeneity, such as the level of economic inequality
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Figure 4.5

Estimated cumulative hazards for each sequence of CBI reform
occurrence in the period 1972-2010
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(that is shared among observations belonging to the same country but di�ers across

countries) central to this study. Hence, I approach this issue using the modeling

strategy recommended by Zorn (2000), Box-Ste�ensmeier and De Boef (2005), and

Box-Ste�ensmeier, De Boef and Joyce (2007) by specifying a hazard function

hj(t) = h0νj(t)e
Xjβ, ∀ j = 1,...,J, (4.8)

where νj = e
Wjψ and Wj ∼ N(0, 1) is the frailty term measuring country j's frailty to

experience CBI reforms. It is easy to see that νj enters multiplicatively into (4.8) as

J random e�ects,52 so the e�ects of all covariates contained in Xj are now conditional

on Wj.53 According to my discussion of the result in Table 4.7, democratization

appears to only a�ect the hazard of the �rst CBI reform but not those of subsequent

reforms that occurred mostly in democratic period, I generated a time-dependent

52 This is the so-called �frailty model," which is equivalent to Cox model with random e�ects
(Duchateau and Janssen, 2008).

53 If the parameter ψ = 0 or when νj = 1, then the standard proportional hazard (PH) model or
standard hazard function is obtained. The expected value of the conditional survival function
of (4.8) can be derived by integrating (4.8) over some variable x

194



regime type indicator (post-transition) to split each country panel into authoritarian

(posttran = 1)and democratic periods (posttran = 0), the former of which assigns

�membership� to those observations in the authoritarian period (posttran = 1). By

this, I then generated an authoritarian period-speci�c time-varying democratization

variable by interacting Polity scores (in the authoritarian period) with the square

of authoritarian period time dummies t2a,
54 so that over-time change in the level of

democracy only a�ects the hazard of CBI reform in authoritarian period through

this time-varying covariate. In order to model economic inequality as a unit-speci�c

frailty term, I standardize average economic inequality, so that this country-speci�c

inequality measure is distributed N(0, 1), as with the distributional assumption of

W . I also include CPI (as time-varying covariate) as additional control variables.

I estimate two Cox frailty models assuming gamma distribution for the frailty

term ν. The two models di�er only by the original measure of Polity score which is

included only in model 2 to capture the e�ect of the level of democracy across the full

sample period. As with previous estimates, three early democratizers are excluded

from the sample to get a more balanced risk period across units. Table 8.1 reports

the estimation results (in hazard-ratio). The results are mixed but nonetheless sup-

S(t,X, ν) = exp

(
−
∫ t

0

h(x|ν)dx

)

= exp

(
−ν
∫ t

0

h(x)dx

)
.

Note that because ν has been integrated out, the part of the estimation for the e�ect of frailty
is reduced to estimating the variance ofW . A larger variance thus implies greater heterogeneity
across units (Rondeau, Commenges and Joly, 2003).

54 By interacting Polity scores with the square of time dummies, the marginal e�ect of over-time
change in the level of democracy on the hazard of CBI reform is increasing in the time to
democratization by ∂(υt2d)/∂td = 2υtd, which is proportional to twice the political risk induced
by marginal increase in υ (the citizens' political power). The result is conceptually similar to
Arrow-Pratt measure of risk-aversion, measured as twice the risk premium an agent is willing to
pay to a unit of variance of risk. The implication of this measure to the institutional insulation
e�ect of my theory is that marginal increase in the level of democracy can make incumbent
authoritarian rulers feel more insecure about their tenures (and this e�ect ampli�es along the
time (td) to democratization) and increase their incentives to implement CBI.
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portive, the authoritarian period-speci�c time-varying e�ects of democratization are

signi�cant in both Model 1 and Model 2, but their associated hazard-ratios stand at

the almost uninformative 1.0003 (Model 1) and 1.0004 (Model 2). Marginal increase

in the level of democracy under authoritarianism only weakly increases the hazard

of CBI reform in the authoritarian period. Meanwhile, the e�ects of other covariates

are insigni�cant to account for the hazard of CBI reform; however, the e�ect of the

time-dependent regime type indicator on the hazard of CBI reform changed substan-

tively from negative (hazard-ratio = 0.847 (Model 1)) to positive (hazard-ratio =

1.083 (Model 2)) after the time-invariant e�ect of the level of democracy has been

taken into account.

Finally, I look at the impact of country-level frailty, average level economic in-

equality, on the hazard of CBI reform. It should be noted that the purpose here is

to diagnose if this between-country heterogeneity makes some countries more prone

than others to incur CBI reforms even for the same amount of marginal increase in

the level of democracy, but not for gauging the substantive e�ect of frailty per se. The

p-value of LR tests of both models show that average economic inequality signi�cantly

accounts for country-level frailty at .05 signi�cance level, suggesting the existence of

unit (country) heterogeneity in the hazard of experiencing CBI reforms.55

55 Here, the LR test tests if the estimated variance around the frailty term is di�erent from zero.
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Table 4.8

Shared frailty analysis of CBI reform occurrences
in countries that have experienced democratization
using economic inequality as a measure of frailty (θ).
DV: Country-year in which CBI reform occurred (ζ

= 1)

Variable Hazard-
ratio

Model 1 Hazard-
ratio

Model 2

Democracy 0.941 −0.061
(Polity score) (0.076)
Democracy(TV C) 1.0003 0.0003*** 1.0004 0.004***

(0.00006) (0.00009)
CPI(TV C) −0.002 −0.002

(0.004) (0.004)
Post-transition −0.166 0.080

(0.729) (0.835)
t −0.899* −0.902*

(0.409) (0.410)
t2 0.127* 0.126*

(0.061) (0.061)
t3 −0.004 −0.004

(0.002) (0.002)
N(countries) 509(23) 509(23)
log-likelihood −124.40814 −124.60923

LR test of θ 3.45 3.26
p-value 0.032 0.036

Note: Efron method used for ties. Spain, Portugal, and Greece
excluded in both models.
* p < .05, ** p < .01, *** p < .001

I plotted the estimated frailty for each country-year observation in Figure 4.6

by the time periods (authoritarian or democratic) in which they were observed to

distinguish the period-speci�c e�ect of over-time change in the level of democracy

(which tends only to a�ect the incidence of CBI in authoritarian period). The y-axis

measures the extent of frailty (standardized average economic inequality) and the

x-axis is represented by the level of democracy (Polity scores), observations above
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the 0 line are interpreted as more �frail" to experience CBI reforms. The connections

between the country-year(s) in which CBI occurred as reported in Table 6 and those

country-year observations located above the 0 line in the left panel (authoritarian

period) of Figure 5 are readily discernible. Most �frail" cases are those Latin Amer-

ican countries with high economic inequality,56 and out of these frail cases, actual

CBI reforms in Brazil, Ecuador, Mexico, Peru, and South Africa did occur at about

the levels of democracy indicated at the x-axis for these countries in the left panel;

yet, for those countries that are constantly frail to CBI reforms (i.e., having multiple

observations lie above the 0 line) but, with hindsight, where the domestic political

dynamics of elites-citizens interaction are less explicit in the democratization process

(e.g., El Salvador, Nicaragua),57 CBI reforms did not occur until the early 90s when

these countries have become democracies.

Two quick remarks on the �ndings of this section. First, the result from repeated

event (conditional gap time) analysis is consistent with the microfoundation underly-

ing incumbent authoritarian rulers' motivation for CBI reforms in that they respond

to the over-time increase in democratic threat but tend to �hold out,� and once the

�rst CBI reform has been implemented, the increase in the level of democracy has

little impact on the incidence of subsequent CBI reforms. Secondly, the result of the

frailty analysis suggests that countries whose income distribution are more unequal

are more likely to experience CBI reforms as the level of democracy increases. Over-

all, the empirical implications of my theoretical model are well-received by the results

obtained from these di�erent duration models.

56 For a short list: Argentina, Brazil, Chile, Ecuador, El Salvador, Nicaragua, and Peru. The
appearance of Egypt (at relatively low level of democracy) in this set of frail cases may look
like a puzzle; however, the Central Bank of Egypt (CBE) had undergone a series of banking
management restructuring in 2003, culminating in the legislation of Law No. 88 despite the
fact that these measures are generally not viewed as constituting a major reform that enhances
the CBE's political and operational independence.

57 The re-democratization in El Salvador and Nicaragua are very much the end-products of third-
party mediation of prolonged civil wars. See, for example, Wilkerson (2008)
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Figure 4.6

Frailty estimate for all country-year observations in the sample
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4.4 Assessing the Causal links between Democrati-

zation and CBI

Having con�rmed the strong empirical association between democratization and the

incidence of CBI and the condition under which this link is more observable through

di�erent statistical tests, in the rest of the chapter, I shift gear to pursue the causal

e�ects and causal mechanisms of my theoretical model by way of more �design-based"

modeling approaches.

A crucial distinction between �model-based" and �design-based" approach for

causal inference is that the former relies heavily on distributional assumptions and jus-

ti�cation for included/omitted variables in order to accommodate for the non-random

nature of its DGP,58 and models are chosen for their usefulness for testing a partic-

58 The issue of omitted variable bias is technically termed �ignorability" in statistical literature
and the inclusion of control variable(s) chosen by the analysts is meant to ameliorate the e�ect
of such bias on statistical inference. We will come to the �ignorability" issue shortly in the
following sections.
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ular theoretical claim (Clarke and Primo, 2007), which I did extensively in previous

sections of this chapter, while the latter approach bene�ts from its well-executed re-

search design in a fully controlled experimental environment in which treatment (i.e.,

variable of interest) and control are, by design, as-if randomly assigned to units, and

the proportion of treatment/control units as well as the intensity of treatment can

adjusted according to researchers' particular theoretical purposes (Dunning, 2010a).

Because of this, design-based approach allows researchers to make valid inference of

the �causal e�ects" of their theoretical variable(s) by the mean or percentage di�erence

between treatment and control groups in way similar to the Neyman-Rubin-Holland

causal model I raised in Footnote 44, a goal which model-based researchers can never

achieve or can only attempt to approximate to the extent possible through some sort

of statistical control (Abadie, Diamond and Hainmueller, 2010, 2014) and adjust-

ment methods (Ho et al., 2007; Sekhon, 2009) that allows them to make inference as

if treatment and control are randomly assigned among their samples.

In the following sections, I take the second path by using statistical methods

to probe the causal e�ects of the theoretical variables and the hypothesized causal

mechanisms (from which these e�ects are generated) to the fullest extent possible. I

approach this task in two steps. First, I use causal mediation analysis, a statistical

identi�cation tool designed to assess the causal paths of theoretical model, based on

the assumption of sequential ignorability (SI, Imai, Tingley and Keele 2010, Imai,

Keele and Yamamoto 2010, Imai et al. Imai et al.). The purpose of this analysis is

to identify and estimate the direct monetary �nancing e�ect generated by democra-

tization itself and the more indirect institutional insulation e�ect of democratization

mediated through the level of economic inequality � as described by my theoretical

model � without over�tting the statistical models with particular functional form

or distributional assumptions. After ascertaining the causal paths and the relative

importance of the two competing e�ects of democratization with mediation analysis,
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I turn to structural estimation to derive a probability model based on the formal

model described in Chapter 3 and then estimate the parameters (i.e., {υ, θ, υ ∗ θ})

associated with that model. Estimating a statistical model that mimics the structure

of the formal model allows me to directly assess the testable hypotheses generated

from the exact formal model regarding the two competing e�ects of democratization

on observational data.59

Before turning to causal mediation analysis, two quick words are in order, however.

First, the two statistical inference approaches I pursue here should not be seen as an

extension to each other; instead, they cater to di�erent aspects of causal inference

and are built upon di�erent assumptions. Causal mediation focuses on unpacking

the process in which the variable of interest causally a�ects the outcome and is less

dependent on the models chosen by theorists. On the other hand, structural esti-

mation aims to emulate the functional form and distributional assumptions of the

underlying theoretical model through which the testable comparative static e�ects

are derived. Secondly, because both approaches try to engage in more substantive

design-based causal inference by disengaging themselves from their model-based ori-

gins, this means less statistical attention will be paid to correct for the non-random

DGP, the estimated coe�cients and their standard errors are expected to diverge

from my previous, more model-based estimations and some of they may even lose

the desiderata of model-based causal inference, that is, statistical signi�cance. Nev-

ertheless, this undertaking still represents an attempt to improve causal inference on

observational data to buttress my theory. The following sections will explore these

aspects in more details.

59 This approach is more formally referred to as empirical implications of theoretical models
(EITM) among theorists who attempt to derive empirical tests of their formal models of be-
havior. It can be described as a process through which a formal model is built and then
behaviorial predictions are derived and evaluated with applied statistical analogues (Granato,
Lo and Wong, 2010). Illustrative examples can be found in McKelvey and Palfrey (1995, 1996,
1998), Signorino (1999), and Kedar (2005).
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Identifying Causal Paths: Assessing the Mediation E�ect of

Economic Inequality

The goal of this section is to identify the causal paths through which the e�ects of

democratization in�uence the incidence of CBI, particularly on where and how these

e�ects arise. Identifying the causal mechanisms is not only necessary to test the com-

peting e�ects of the same theoretical variable (democratization),60 but it also helps to

suggest the valid of the formal model developed in Chapter 2. If the �story" depicted

by my formal model � that democratization itself suppresses CBI by its monetary

�nancing e�ect but also promotes CBI by the institutional insulation e�ect working

through economic inequality � were to retain some empirical validity, then these

e�ects of democratization should be identi�ed in these hypothesized causal paths. At

below, I use causal mediation analysis to identify these causal mechanisms and, in

particular, the role of economic inequality that mediate the e�ect of democratization

on the incidence of CBI.

The rationale behind causal mediation is based upon existing framework of lin-

ear structural equation modeling (LSEM) that operationalizes each hypothesis as

a causal pathway and statistically tests these pathways using linear models (Baron

and Kenny, 1986; MacKinnon, 2008); however, its conceptualization di�ers from the

LSEM by placing the analysis within the counterfactual framework of causal infer-

ence, treating the observed outcome as potential outcomes of the treatment variable

and assuming the e�ects of treatment on outcome to be mediated by some some in-

termediate variables (i.e., mediators) that lie in the causal pathway between them,

which makes this approach pertinent to analyze the causal framework hypothesized

by my theoretical model. In my theoretical model, economic inequality (θ) assumes

the role of mediator that renders part of the negative monetary �nancing e�ect from

60 I follow Brady and Collier (2010)'s and Bennett and George's (2005, Ch. 10) de�nitions by
conceiving causal mechanism as the process by which an e�ect is produced.

202



democratization (i.e., treatment) into the positive institutional insulation e�ect that

promotes the incidence of CBI. However, empirically, we only observe if CBI reforms

occurred but cannot identify the following �potential outcomes"

Outcome 1: ζ|υ, θ(υ ≥ υ̂)

Outcome 2: ζ|υ, θ(υ < υ̂)

Outcome 3: ζ|υ ≥ υ̂, θ(υ)

Outcome 4: ζ|υ < υ̂, θ(υ),

because those other potential outcomes are unobservable. Outcome 1 and Out-

come 2 state that the mediation e�ect of θ is a function of υ, in correspondence to

my claim that democratization can increase the political salience of economic inequal-

ity; however, it may fail to raise the salience of this particular dimension of politics

in countries where income distribution are more equal. Outcome 3 and Outcome

4 convey the opposite, they capture the e�ect of the onset of democratization on the

incidence of CBI (ζ) while holding the level of economic inequality constant. Note

that the e�ect of democratization is only identi�ed when its parameter value is greater

than or equal to its estimated mean, υ ≥ υ̂, 61 thus, ζ|υ, θ(υ < υ̂) and ζ|υ < υ̂, θ(υ)

can never be observed for any unit. Because of this, we cannot identify if economic

inequality mediates the relationship between democratization and CBI, nor estimate

the proportion of the e�ect of democratization mediated through economic inequality.

Following Imai, Tingley and Keele (2010), we can treat ζ|υ, θ(υ < υ̂) and ζ|υ <

υ̂, θ(υ) as potential outcomes of Outcome 1 and 3, using a dummy indicator to

denote treatment status (0, 1) for continuous treatment variable (level of democracy,

61 Here, �identi�cation" means the causal mediation e�ect or the direct e�ect of the theoretical
variable can be consistently estimated as in conventional regression analysis. Putting iden-
ti�cation issue back to theoretical context, if marginal increase in the level of democracy is
insigni�cant, then both the DE and CME of democratization may not be identi�ed.
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υ), the average causal mediation e�ect (ACME) of economic inequality can be de�ned

as

CME(υ) ≡ ζi(υ, θ(1))− ζi(υ, θ(0))

≡ Outcome 1 − Outcome 2. (4.9)

Here, CME represents the indirect e�ect of over-time change in the level of democ-

racy on the incidence of CBI rendered by the mediator variable, economic inequality

(θ), which corresponds to the formal expression of comparative static result in Chap-

ter 3, ∂2η/(∂υ∂θ). If CME is statistically signi�cant, then there exists evidence that

economic inequality mediates the relationship between democratization and CBI. Sim-

ilarly, the direct e�ect of democratization on the incidence of CBI is de�ned as

DE(υ) ≡ ζi(1, θ(υ))− ζi(0, θ(υ))

≡ Outcome 3 − Outcome 4, (4.10)

equivalent to the comparative static result, ∂η/∂υ.

Thus, the total e�ect of democratization is the sum of these components

TE ≡ ζi(1, θ(1))− ζi(0, θ(0)) =
1

2

1∑

υ=0

[CME(υ) +DE(υ)]. (4.11)

As with most regression estimates, the average causal mediation, direct, and total

e�ect of democratization are calculated by averaging (4.9), (4.10), (4.11) over the rel-

evant population in the sample to obtain average causal mediation e�ect (ACME),

average direct e�ect (ADE), and average total e�ect (ATE). By implication, ACME,

ADE, and ATE each constitutes a testable hypothesis, representing, respectively, the

204



monetary �nancing e�ect, the institutional insulation e�ect, and the total e�ect on

the incidence of CBI.

ADE, ACME, and ATE can be estimated jointly by the following set of equations

Mediator model θi(υi) = α1 + υiβ1 +X1ξ
>
1 + εi1(υi) (4.12)

Outcome model logit(p(ζ = 1)) = α2 + υiβ2 + γθi +X2ξ
>
2 + εi2(υi, θi(υi)),

(4.13)

where Xi for i = 1, 2 is the row vector for control variables (called �pre-treatment

covariates" in causal mediation terminology), εi1
iid∼ N(0, 1) and εi2 is distributed bi-

nomial. The ADE of democratization is denoted by β3 and the estimated ACME is

obtained using the product of coe�cients method, γ̂β̂1, although this does not equate

the �interaction e�ect" of υ and θ (which I will discuss shortly). And the proportion

of total e�ect mediated through economic inequality is therefore

ACME(υ = 0) + ACME(υ = 1)

2 ∗ TE . (4.14)

In Table 4.9, I estimate several versions of this set of equations using di�erent com-

binations of theoretical variables (democratization, economic inequality) and a list

of control variables to gauge the robustness of estimated values in the presence of

potential confounders.62 Robust standard errors are used and computed using quasi-

Bayesian Monte Carlo method with 100 simulations (Tingley et al., 2014). As this

analysis attempts to identify the causal paths of the main theoretical variable, de-

mocratization, so my interpretation of estimation results focuses on the sign and

62 Note that I did not add time and unit (country) subscripts (t, j) into the speci�cation, as
this modeling approach intends to capture the causal e�ects of theoretical variables without
imposing too many distributional assumptions. Also, since robust standard errors are used, the
concern of panel (country)-speci�c disturbance can be ameliorated.
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signi�cance of democratization (conditional on the speci�cation of each model) and

the proportion of TE mediated by economic inequality and its signi�cance, rather

than explaining the substantive e�ects of estimated coe�cients.

Table 4.9 reports the estimates for ADE, ACME, ATE, and the proportion of

total e�ect mediated through economic inequality. The point estimates for the four

models are plotted in Figure 4.7. Model 1 estimates the DE and ACME of democra-

tization without the interaction term. As it turns out, all three e�ects are very small

and the estimated ACME is not even signi�cant. However, the signs of the coe�-

cients of ADE and ACME are in the same direction as with those of (4.2) in the �rst

set of global logistic regression tests: absent the interaction between democratization

and economic inequality, the estimated ADE of the level of democracy exhibits a

positive and signi�cant e�ect on the incidence of CBI, in line with its estimated coef-

�cient in (4.13). The result does lend some credence to the mediator role of economic

inequality: approximately 10% of the ATE of democratization is mediated through

economic inequality and this ACME is signi�cant at .01 level.

I then look at Model 2 which includes the interaction term of democratization

and economic inequality. There are two reasons that warrant the inclusion of the

interaction term instead of treating the estimated ACME as the �interaction e�ect"

(υ ∗ θ). First, the ACME term γ̂β̂1 itself does not account for the �xed values of the

causal variable (i.e., the parameter value of the level of democracy) in the unit-level

equation (4.13), so the ACME depends only on the value of the mediator variable,

regardless of the value of the causal variable�which does not quite capture the struc-

ture of my theoretical model.63 Second, because the assignment of the values of the

mediator, economic inequality, cannot be randomized, there may exist correlation

between the two residuals in equation (4.12) and (4.13), ρ(εi2, εi3), and we cannot

estimate the e�ect of democratization on economic inequality in the outcome model

63 Glynn (2012, 262-4) provides a formal proof of this. Also, see Robins (2003) and Imai, Tingley
and Yamamoto (2013).
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for the same unit i in equation (4.13).64 To equate γ̂β̂1 with the interaction e�ect of

υ ∗ θ may therefore be misleading (Imai, Tingley and Keele, 2010; Glynn, 2012). A

feasible solution to this is to include an interaction term υ ∗ θ in (4.13), estimated on

sub-sample(s), or use some sensitivity tests to check if and to what extent does the

presence of ρ(εi1, εi2) render the ACME inconsequential (Glynn, 2012). The second

column in Table 7 reports the result of model 2 (which includes the interaction term

υ∗θ in unit-level equation (4.13)),65 similar to the result of (4.3), the sign of estimated

ADE of democratization changed to negative although it is only signi�cant at .10 sig-

ni�cance level. On the other hand, the sign of estimated ACME mediated through

economic inequality becomes positive though insigni�cant at any conventional levels.

Moreover, the results show that up to 9% of the TE of democratization is mediated

through economic inequality and is signi�cant at .05 signi�cance level. However, the

statistical and theoretical implications implied by this result di�er from those of Model

1. First, the estimated ADE and ACME now carry the same signs as the estimated

coe�cients of υ and its interaction term with θ in (4.3), which is inconsistent with the

received wisdom of a direct positive link between democracy and CBI. Secondly and

statistically, this result may suggest that the degree of interaction between the main

causal variable (the level of democracy) and the hypothesized mediator (economic

inequality) is not constant across individual units (countries) because of the correla-

64 For ease of exposition, assuming both mediator and outcome models are linear models and
both εi2 and εi3 are distributed normally, (εi2, εi3) ∼ N(0, Σ), where

Σ =

[
1 ρσ
ρσ σ2

]
. (4.15)

ρ ∈ [-1, 1] is the correlation between the errors in the mediator and outcome models, it can
thus be interpreted as the extent to which unobserved covariates explain the variances in both
the mediator and the outcome models.

65 I did not specify the interaction term as a the product of υ in the unit-level equation and
estimated θ̂ from (4.12), υ ∗ θ̂, but using both υ and θ from the unit-level equation instead
(υ∗θ). According to Kraemer et al. (2008, 103-5), the coe�cient of estimated mediator (from the
mediator model) and that of the product of the treatment variable (in the unit-level (outcome)
model) and the estimated mediator variable should be statistically indistinguishable in order
for ACME to exist.
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tion between the constituents of ACME (γ, β1)�which violates the SI assumption.66

More speci�cally, this implies both the sign and the magnitude of ACME for the

same unit increase in the level of democracy are not constant when mediated through

di�erent levels of economic inequality. I tackle this puzzle at subsequent paragraphs

after discussing the results of Model 3 and 4.

Based on this preliminary �nding, I include a list of control variables into (4.13)

to specify Model 3 and use the same set of control variables with country �xed e�ects

for Model 4. In Model 3 and 4, the same set of control variables are applied to both

(4.12) and (4.13) and the two equations di�er only by the θ and υ ∗ θ terms on the

right-hand-side of (4.13). However, as the results in the third and the fourth columns

show, none of the estimated coe�cients of Model 3 and 4 are statistically signi�cant

at any conventional levels of signi�cance albeit the estimated ADE, ACME, ATE

of model 3 and 4 maintain the same signs as the results of previous models. In Model

3, although the estimated proportion of ATE mediated through economic inequality

rise to above 12%, its insigni�cant p-value does not warrant much validity of such

optimistic evaluation. In Model 4, all estimated coe�cients shrink to almost minus-

cule size after country �xed e�ects have been included. The result only gets worse

as I add more variables into the model. These results thus connote the limitation on

the scope of causal inference we can draw from this analysis; we cannot extend our

inference to cross-sectional and intertemporal e�ects of theoretical variables, as I did

in (4.4).

66 See Glynn (2012, 260-1) and Imai and Yamamoto (2013, 159).
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Figure 4.7

Point estimates of ACME and ADE of the level of democracy on
the incidence of CBI reform
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Since the results suggest that the extent of causal inference of the e�ects of de-

mocratization should be limited to simpler speci�cation (Model 2), I therefore use

Model 2 as the baseline model and proceed with sub-sample tests and sensitivity

analysis to diagnose the potential impact of the correlation between residuals in me-

diator and outcome models on the ACME of democratization. First, according to

my theoretical model along with the incongruent ACME and ADE sign estimates

between Model 1 and Model 2, there are reasons to believe that the mediation e�ect

may be stronger at higher levels of inequality, so I re-estimate Model 2 and compare

the estimated ACME and ADE at 25th quantile of θ to those at 75th quantile of θ

and, similarly, the estimated values at the minimum of θ compared to those at the

maximum of θ, which tests the signi�cance of �moderated" mediation e�ect of the

mediator (Tingley et al., 2014, S. 3.2). However, the p-values of both tests reported

in Table 4.9 suggest that there are no signi�cant di�erences in the ACME and ADE

of democratization across di�erent levels of economic inequality. Yet, this could be

because I only estimated the local e�ects on the full sample. Hence, I split the sam-

ple into two sub-samples by the mean value of country-speci�c average-level economic

inequality (θi = 0.44) and obtain the ACME and ADE estimates for each. Table

4.10 shows the contrasting results of ADE estimated from the two sub-samples. Not

only are all estimated coe�cients in Model 1 (θ > 0.44) statistically signi�cant at

.05 level (while those of Model 2 (θ ≤ 0.4) are not), the estimated ADE of democ-

ratization, along with its ATE, changes from negative (in Model 2) to positive (in

Model 1), meanwhile, economic inequality still mediates about 3.3% of the ATE of

democratization into a negative e�ect on the incidence of CBI. Although I could not

o�er an exact answer to why the estimated ACME(s) of economic inequality all carry

negative sign in both sub-samples, the maintained claim remains the same: in more

unequal countries, marginal increase in the level of democracy tends to promote the

incidence of CBI, and it is plausible that at higher degree of this change (meaning
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that the loss of political power is more imminent), the positive e�ect of democrati-

zation is stronger and smaller proportion of this e�ect is mediated through economic

inequality.

Finally, I return to the issue of the relationship between SI and ACME. As

mentioned earlier, the validity of ACME (and consequently, the mediator role of

economic inequality) hinges crucially on the SI assumption by which (1) the treat-

ment is independent of all potential values of the outcome and the mediator, and (2)

the observed mediator (i.e., the estimated θ̂ in (4.12)) is independent of all potential

outcomes given the observed treatment and pre-treatment covariates (i.e., X2);67 yet,

because the SI assumption (and particularly (2)) is not directly testable, I conduct

a R2-based sensitivity analysis recommended to gauge how important the interaction

term θ ∗ υ is in the relationship between the mediator (4.12) and the outcome model

(4.13). The intuition is to treat θ ∗ υ as part of the unobserved confounders � which

captures the proportion of unexplained variances in the mediator and outcome models

through their product ρ(εi2, εi3) (Imai, Tingley and Keele, 2010)68 � and then esti-

mate its impact on the relationship between ρ and the extent to which SI is violated.

I then plot ρ as a function of (1 − R2
M) and (1 − R2

Y ) across the range of values by

which the estimated ρ can occur.69

67 That is, if the correlation between the residuals in the mediator and outcome models, ρ(εi2, εi3),
exists, it implies some unobserved pre-treatment confounders a�ect both the mediator and the
outcome, then SI is violated and the estimated ACME no longer holds. The �rst assumption
can partially be satis�ed if we assume the level of democracy to be unrelated to the level of
economic inequality, so that ζ(υ′, θ), θ ⊥⊥ υ| Xi = x, but the second assumption is hard to
satisfy as we cannot observe post-treatment confounders.

68 ρ is calculated as sgn(λMλY )R̃M R̃Y /
√

(1−R2
M )(1−R2

Y ), where λM (R2
M ) and λY (R2

Y ) are
estimated coe�cients (R2) of unobserved confounders in the mediator and outcome models,
respectively (not to be confused with the redistribution policy parameter (λ)). ρ is therefore a
product of the unexplained proportion of variances in the mediator and outcome models that
might be attributed to unobserved confounders. See Imai, Tingley and Keele (2010, 323-4).

69 I use Hicks and Tingley's (2011) Stata code for this.
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Figure 4.8

ACME as a function of ρ

(a) w/o interaction term υ ∗ θ
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Figure 4.8 lists the graphs representing the models without and with the interac-

tion term θ ∗ υ � corresponding to Model 1 and Model 2 in Table 4.9, respectively

� with their estimated ρ, residual and total variances required to nullify ACME re-

ported at the bottom. Graph (a) shows that, in the absence of θ ∗ υ, in order for the

ACME to be zero (meaning that SI is entirely violated), ρ has to be about 0.2, and

the proportion of residual variance in the mediator and outcome models explained

by potential confounders must be about 4% (for total variance, this �gure has to

be about 3.4%). However, after the interaction term θ ∗ υ has been included into

the speci�cation (ref. Graph (b)), ρ increases to −0.3 and changes sign, while the

proportion of residual variance explained by confounders required to render ACME

= 0 jumps to 9% (for total variance, this �gure also rises to 6.9%). That is, after the

addition of θ∗υ, unobserved confounders now have to explain more residual and total

variances in order to nullify the ACME mediated through economic inequality; in
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other words, economic inequality not only mediates the e�ect of the level of democ-

racy, but it also in�uences CBI outcome through the interaction term θ ∗ υ. Note

that this R2-based interpretation also suggests that the results of Model 1 and Model

2 reported in Table 7 do not necessarily contradict each other, because even though

marginal increase in the level of democracy has a positive ADE on the incidence of

CBI reforms in Model 1 (which is predicated on the assumption that θ is distributed

randomly and its mediation e�ect is constant across units), after the interaction term

has been included (Model 2), democracy can have both a negative ADE by itself and,

on average, a positive e�ect when it is interacted with certain values of unit (country)-

level economic inequality. Indeed, as the strati�ed estimation of the same interactive

speci�cation in Table 4.10 has shown, in more unequal countries, marginal increase in

the level of democracy has a positive ADE (signi�cant at .001 signi�cance level) and

a negative ACME (signi�cant at .05 signi�cance level) mediated through economic

inequality: that is, the positive direct e�ect of democratization is more pronounced

in more unequal countries, relative to the negative monetary �nancing e�ect. Hence,

the claim that democratization tends to promote the incidence of CBI reform in more

unequal countries and the mediator role of economic inequality highlighted here are

both well-supported by the results of this section.70

Overall, the causal mediation evidences presented in this section support the me-

diator role of economic inequality and suggest the validity of the causal paths of

democratization theorized in Chapter 3.

70 Another way to consider the e�ect of the interaction term υ∗θ in the causal framework involving
the level of democracy, economic inequality, and the incidence of CBI reform is to look at the
sign test, sgn(λMλY ), which captures whether the sign of coe�cient of the omitted confounder
is the same (+) or di�erent (−) for the mediator and outcome equations. As the ρ statistics in
Table () indicate, the coe�cient of υ ∗ θ in the mediator (λM ) and outcome equations (λY ) has
to carry di�erent sign in order for ρ < 0, relating back to the ACME (Imai, Tingley and Keele,
2010, 316, Theorem 2). This result also echoes the �competing" e�ects of democratization on
CBI outcome, as argued in this study.
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Structural Estimation of the Theoretical Model

As I discussed in section (4.4) and elsewhere throughout this chapter, to directly test

the validity of the relationship among democratization, economic inequality, and the

incidence of CBI derived from the formal model developed in Chapter 2 will require

constructing a structural model that renders the statistical relationships among the-

oretical variables in way similar to the causal links described by the formal model.

Simply put, the structure of the statistical model should approximate, to the extent

possible, the links between the theoretical variables and the outcome variable and the

DGP implied by those causal links. In this section, I estimate several functionally

more complicated structural models to test the following claims, relevant to answer-

ing the questions pursued in this study: How does marginal change in the citizens'

political power (υ) and its variance in�uence the probability of democratic transition

(φ(.))? To what extent does the survival of the authoritarian regime depend on re-

distributive public spending, monetary policy, and the citizens' political power that

are determined jointly by the parameter values of λ, g(π), and υ? Given that these

variables in�uence the probability of democratic transition, by what way do they in-

�uence incumbent authoritarian rulers' decisions to implement CBI reforms? What

is the role of economic inequality in this relationship?

At below, I begin by brie�y discussing the empirical foundation of structural es-

timation, I then discuss the issues of model speci�cation, followed by a discussion of

result.
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Figure 4.9

Statistical conceptualization of the theoretical model

ζ

Status Quo(A)

0¬CBI

φ

1 CBI

s = A

UA
e

1-pDλg(πCB) > υ

s = D

UD
e

pD λg(πCB) ≤ υ

1

(a) Structure of the formal model

ζ

Status Quo(A)

0

0log
(

1−p
p

)

φ

1 log
(

p
1−p

)

s = A

UA
e

1-pDXAβA + εA

s = D

UD
e

pD XDβD + εD

1

(b) With regressors

A Structural Model of Democratic Transition and CBI Reforms

The theoretical model formalized in Chapter 3 imposes certain DGP assumptions

through its functional form speci�cation and predicts the marginal e�ects of theoret-

ical variables by way of comparative static analysis, so the most direct way to assess

the hypotheses derived from this model is to estimate a statistical model that cor-

responds to the structure of the theoretical model. To �x ideas, it will be useful to

conceptualize the sequence of the CBI reform decision by presenting it as an extensive

form game in graph (a) of Figure 4.9. Graph (a) shows that incumbent authoritarian

rulers make two decisions simultaneously: one regarding the choices from the policy

set {λ, g(φ)} to increase their marginal probability of electoral victory (φ) conditional

on the citizens' political power υ, and one on whether to implement CBI, conditional

on φ. Inducing backward, it is clear to see that CBI decision is conditional on as

well as a function of the estimated φ∗ (from the parameter values of {λ, g(φ), υ});

in other words, λ, g(φ), and υ in�uence the incidence of CBI reform through their

e�ects on φ that interacts with economic inequality and thereby in�uences incum-

bent authoritarian rulers' CBI preferences. As my theoretical model has elucidated,
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the decision of incumbent authoritarian rulers to implement CBI reforms to reduce

the uncertainty of possible future democratic rule around their economic interests

depends on how they perceive their probability of victory in a given election φ. If

φ is high (low), then incumbent authoritarian rulers have less (greater) incentive to

implement CBI reforms, so the two decisions are correlated. We can therefore specify

a two-stage model � one predicts the probability of authoritarian electoral victory

φ and one estimates the occurrence of CBI reform, ζ = {0, 1} � and conceptualize

the theoretical variables {λ, g(φ), υ, θ}) as regressors at each stage to estimate the

relationship of these theoretical variables to the incidence of CBI reform.

Graph (b) in Figure 4.9 conceptualizes the theoretical model statistically, it shows

that the observed CBI outcome (whether CBI reform occurred) can be estimated se-

quentially in a two-stage model: one �rst estimate a probabilistic function in the

second stage (φ) to obtain the predicted value for φ∗ using a list of regressors ap-

proximating parameters {λ, g(φ) λ}, then incorporating the uncertainty from the

second stage estimation into the CBI decision function by multiplying authoritarian

elites' expected returns under authoritarianism (UA
e ) and democracy (UD

e ) with their

associated (estimated) probability from the second stage regression, {p̂A, 1 − p̂A} ∈

(0, 1). Finally, using these transformed regressors to estimate ζ logistically.

Now referring back to the equations and notations de�ned in Chapter 2 to corre-

spond with the theoretical model, the procedure for estimating this two-stage struc-

tural model are as follows:

(1) De�ne the probabilistic function φ using {λ, g(φ) λ} as regressors.

(2) Estimate φ to obtain {p̂A, 1 − p̂A}.71

71 This can be estimated with either probit or logit, the model of choice will not a�ect the sub-
stantive statistical inference drawn from the result. Since I did not de�ne φ as distributed
binomially, I use probit model for estimation to better correspond with the DGP of the original
formal model.
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(3) De�ne the utility functions associated with authoritarian elites' utility at dif-

ferent states {U e
A, U

e
D} and represent these utilities with regressors.

(4) Transform the regressors of the CBI decision equation by multiplying them with

either p̂A or (1 − p̂A).

(5) Estimate ζ to obtain the coe�cients of these regressors.

(6) Use bootstrap method to get consistent standard errors for the coe�cients ob-

tained in (5).

I will explain each step at below.

First, recall the probability function of authoritarian electoral victory de�ned in

expression (3.9) of Chapter 3

φ
(
λg(πCB)− υ

)
,

where φ is the CDF of a standard normal. Incumbent authoritarian rulers can ma-

nipulate both the proportion (λ) and the total amount (g(πCB)) of public spending

to increase the amount of redistributive public spending targeted toward the citizens,

λg(πCB), to o�set the democratic advantage (or anti-authoritarian bias) of the citizens

υ, conditional on the central bank's monetary policy πCB. If incumbent authoritar-

ian rulers intend to increase λg(πCB), then the central bank will have to increase its

money supply πCB accordingly to accommodate this �scal expansion. The probability

of authoritarian electoral victory and regime change can thus be formalized as





s = A with pA if λg(πCB) > υ

s = D with (1 − pA) if λg(πCB) ≤ υ.

(4.16)
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And (4.16) can be estimated by a probit model using λ, g(φ), and υ as regressors

Prob(sit = A|Xit, ζ) = α + λitβ1 + g(πCBit )β2 + (λt ∗ g(πCBit ))β3 + υitβ4 + ε

= pA · (sit = A) + (1− PA) · (sit = D), (4.17)

where the �public policy parameters� (β1,β2, and β3) are expected to be positively

associated with pA (since they increase incumbent authoritarian rulers' electoral ad-

vantage) with β4 negatively associated with pA because an increase in υ threatens

authoritarian regime's electoral prospect.72

We can then �nd empirical indicators for λ, g(φ), and υ to estimate (4.17). For λ,

because country-year data on government public/social spending in IMF Government

Finance Statistics (GFS) are not available for most developing countries and for in-

dustrialized countries, observations are only available from mid 90s onward, and even

so, the GFS de�nition for social spending changed in 1990 and there exists notice-

able di�erence in countries's public/social spending classi�cation,73 which therefore

causes discrepancy in pre- and post-1990 GFS data and raises concern on the com-

parability of cross-national measures of public/social spending, I therefore subtract

the net inequality series from the market inequality series from SWIID dataset to

form a crude measure for the proportion of public/social spending (λ) as the di�er-

ence between these two series captures the impact of income redistribution through

taxes or government transfers on private income. I then use total government spend-

ing as % of GDP to calculate annual total government spending g(πCB) (measured

in constant U.S. Dollar) and multiply this �gure by λ to obtain the amount of re-

distributive public/social spending λg(πCB) to be used as the third RHS variable in

72 Note that I omitted unit (country) subscript by assuming the DGP to be the same across all
country-year observations in the sample.

73 Note: GFS data recorded prior to 1990 (1972-1989) using IMF GFSM 1986 format are referred
to as Historical Government Finance Statistics (HGFS) data by the IMF.
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(4.17). Finally, I use the transformed Polity scores as proxy for υ ∈ (1, 21) and

ACLP dichotomous regime coding as the dependent variable (by replacing pA with

its complementary probability pD (= 1 − pA) and using pD as the dependent variable

instead since democracy is coded as 1 in ACLP dataset).74

In Chapter 3, I specify υ as distributed uniformally on
[
− 1

2φ
+ µ, 1

2φ
+ µ
]
with

a non-zero mean µ and assume incumbent authoritarian rulers to formulate their

electorally-induced policy pair around this mean. Incumbent authoritarian rulers win

the elections whenever λg(πCB) − υ > 0 → s = A, conversely, s = D when λg(πCB)

− υ ≤ 0. The probability that democratization (pD) occurs is therefore calculated as

Prob(sit = D|Xit, ζ) = 1− φ(λg(πCB)− υ > 0)

= φ(λg(πCB)− υ ≤ 0), (4.18)

where φ is the CDF of (λg(πCB)− υ), as de�ned previously in Chapter 3.

However, as in the original formal model, the regressors in (4.17) � λ, g(πCB),

and λg(πCB) � are themselves functions of other variables (e.g., economic inequality,

government spending, M2 supply), meaning that they are endogenous and have to be

instrumented with these exogenous variables.75 Note that replacing λg(πCB) with the

estimate of µ, µ̂, solves (4.18) such that E(λg(πCB) − υ) = 0. The estimated mean

of (λg(πCB)− υ) is thus the method of moments (MM) estimator for (4.18), which is

also the maximum likelihood of (4.18)

74 Also, the expected signs of the coe�cients are also reversed accordingly.
75 This also corresponds to the functional form of the formal model. In the formal model, these

parameters are speci�c functions of other parameters (such as g(.), which is a concave function
of πCB), although we will not be able to directly specify and test these functions in their original
forms here, instrumenting these functions with theoretically correlated exogenous variables still
helps to probe the validity of these links. Also, the overidenti�cation test (Hansen's J-statistic)
shows that these exogenous variables are valid instruments for the regressors in (4.17).
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∂pD
∂µ

=
N∑

i=1

(λg(πCB)− υ)µ′.

The solution to this endogeneity problem is simply to instrument the regressors

in (4.17) with exogenous variables (z: economic inequality, government spending, M2

supply) along with other variables (such as CPI, which conditions the e�ects of all

three regressors and the list of variables in z) that are strongly associated with these

regressors but only weakly related to the dependent variable and estimate (4.18) with

two-stage GMM method,
∑N

i=1
(λg(πCB) − υ)z′. The estimation procedure runs as

follows

(1.1) Instrument regressors in (4.17) with z.

(1.2) Use only cases that are identi�ed by z for (4.17).

(1.3) Estimate (4.17), using robust standard errors.76

One speci�c concern should be raised before proceeding to estimation. Although

(4.17) is purposefully speci�ed to represent the relationship of the parameters in the

formal model, it is entirely plausible that the functional forms of the regressors in

(4.17) and the relationship among them are interactive, quadratic, or even polyno-

mial, so (4.17) may fail to capture the true DGP of these regressors and thus render

the structural estimation meaningless. For this, I employ bootstrapped basis regres-

sion with adaptive LASSO, a variable selection technique that assigns zero weight to

tease out insigni�cant variables from a pool of polynomial basis expansion and mul-

tiplication of the RHS variables, suggested by Kenkel and Signorino (2011, 2013a).77

76 Weight initials are unadjusted and assumed to be independent across all observations.
77 The �least absolute shrinkage and selection operator" (LASSO) is a form of penalized regression

that assigns zero weight to variables having large smoothly clipped absolute deviations (SCAD)
estimators (Fan and Li, 2001). One major advantage of LASSO is its oracle property, which
ensure that relevant variables (and hence, the correct model) will be selected with high prob-
ability in su�ciently large samples (Zou, 2006) without over�tting the model with redundant
power series of the same variable(s) and/or multiplicative interaction terms. Because of this
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I run a bootstrapped basis regression on a third degree polynomial expansion of

component terms λ, g(πCB), and υ via 10-fold cross validation in each of the 20 boot-

strap iterations.78 The relationship between each theoretical parameter (including

the multiplicative term λg(πCB)) and the predicted outcome (while holding all other

parameters at their means) are plotted in Figure 4.10 with 95% con�dence interval

for a quick visual diagnosis; as Figure 4.10 shows, λ has a positive albeit very noisy

estimated e�ect on φ, g(πCB) itself exhibits a quadratic relationship with φ, while the

estimated e�ect of υ is straightforwardly positive linear, and the interaction e�ects of

each �xed value of g(πCB) across the range of λ are displayed in graph (c). The boot-

strap estimation result reported in Table 4.11 shows that except for the λ term and

the multiplicative term λg(πCB), all regressors speci�ed in (4.17) having estimated

coe�cients signi�cantly di�erent from 0 and carry the expected signs, while all other

higher-order and multiplicative terms obtain estimated coe�cients close to 0 and/or

are insigni�cant.79 The result thus partially validates the speci�cation of (4.17).

useful property, LASSO can easily be adapted as a (mis)speci�cation test.
78 The estimation was performed using Kenkel and Signorino's (2013b) polywog package in R.
79 The λg(πCB) term being insigni�cant maybe due to its component term λ̂ being insigni�cant

though its coe�cient carries the expected negative sign (-3.182). Note in Table 4.11, the square
of g(πCB) is signi�cant at .05 signi�cance level, this might indicate g(πCB)2 better represents the
true functional form of government expenditure than g(πCB), as indeed captured by the curve
shown in graph (b) of Figure 4.10. This is indeed something I cannot properly explain at current
level of analysis, but a plausible explanation would be g(πCB)2 picks up the e�ect of diminishing
marginal return of per unit of government expenditure (with an estimated coe�cient -0.095),
that is also picked up by the concave function g(.) in the formal model.

223



Figure 4.10

Fitted values for theoretical parameters in the 1st stage model
across the range of values

 

    λ 

(a) Redistribution parameter λ

 

    g  

(b) Government expenditure g(πCB)

 

    g  

(c) The effect of g(πCB) across the
range of λ

 

    ν 

(d) Citizens' political power υ

224



Table 4.11

LASSO estimates from the formal model with
baseline functional form φ(λg(πCB)− υ) using third
degree polynomial. DV: ACLP dichotomous coding

for democracy s = {A, D} = {0, 1}.

Functional form speci�cation Coe�cient (s.e.) t-value

λ 19.547 (39.69) 0.492
g(πCB) 0.818 (0.363) 2.251
υ 1.219* (0.568) 2.147
λ2 0 (29.62) 0
λ ∗ g(πCB) −3.182 (6.268) −0.508
λ ∗ υ 0 (1.938) 0
g(πCB)2 −0.095* (0.042) −2.274
g(πCB) ∗ υ 0 (0.052) 0
υ2 −0.112 (0.060) −1.856
λ3 0 (475.3) 0
λ2 ∗ g(πCB) −6.460 (16) −0.404
λ2 ∗ υ 10.293 (13.34) 0.772
λ ∗ g(πCB)2 0.124 (0.241) 0.513
λ ∗ g(πCB) ∗ υ 0 (0.130) 0
λ ∗ υ2 0 (0.009) 0
g(πCB)3 0.002 (0.001) 1.863
g(πCB)2 ∗ υ 0.0011 (0.001) 1.901
g(πCB) ∗ υ2 0 (0.002) 0
υ3 0.004 (0.002) 1.968
Constant −8.173*** (1.835) −4.454
Penalization parameter 0.3975
N 2066

Note: Regressors representing the original functional forms in
φ(λg(πCB)− υ) are highlighted in red.
* p < .05, ** p < .01, *** p < .001
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Table 4.12

1st stage model: GMM probit estimation for pD.
DV: ACLP dichotomous coding for democracy s = {A, D} =

{0, 1}.

Mean-variance
Expected sign Graded measurea ratio (UDS)b

Variable (robust s.e.) (robust s.e.)
Prop. redistributive − 15.174* 14.556
spending (λ) (0.635) (14.857)
Gov. expenditure − −0.0005 0.015

(0.0538) (0.074)
Total redistributive − −0.00010 −0.00009
spending (λg(πCB)) (−0.00057) (0.00010)
Anti-authoritarian + 0.481***
bias (υ) (0.156)
Mean-variance + 0.319

ratio
(

µ

ς2

)
(0.273)

Constant −6.974*** −0.756
(2.747) (1.027)

Hansen's J statistic 0.9628 4.6132
p-value 0.3265 0.0996
N 878 878

Note: a RHS regressors instrumented with λ, g(πCB), λg(πCB), annual M2
and CPI growth rate, and υ.b RHS regressors instrumented with λ, g(πCB),
λg(πCB), annual M2 and CPI growth rate, UDS Bayesian mean and stan-
dard errors.
* p < .05, ** p < .01, *** p < .001

Table 4.12 reports the estimation results of (4.17). As expected, the signs of es-

timated coe�cients are largely consistent with the comparative statics predictions of

the formal model and the result of overidenti�cation test (0.962803 with a p-value

= 0.3265) suggest that the exogenous variables used to instrument the regressors

in (4.17) are valid instruments. At �rst glance, the positive-signed coe�cient of λ

(signi�cant at .05 level) may give us an impression that increasing the proportion of

redistributive public/social spending serves to reduce incumbent authoritarian rulers'

electoral competitive edge; however, this is not the case because this parameter is a
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component term of λg(πCB) and its e�ect needs to be interpreted jointly with that of

g(πCB) � it is the e�ect of the multiplicative term λg(πCB) that we really care about.

I then look at the e�ect of total government spending (g(πCB)), which is minuscule

and insigni�cant. Yet, when this government spending parameter is multiplied by

λ, their interaction e�ect (representing the e�ect of electorally-induced �scal policy)

turns negative and signi�cant (at .1 level) albeit the size of its e�ect is still very

small. Finally, the estimated coe�cient of υ carries the expected positive sign and

is signi�cant at .001 level. Overall, the estimated coe�cients of g(πCB) and υ still

partially support our previous comparative statics predictions: an increase in the size

of redistributive public/social spending by incumbent authoritarian rulers tends to

decrease the probability of democratic transition through o�setting the democratic

advantage of the citizens (that increases the probability of democratic transition).

To get a more substantive interpretation of the impacts of these parameters on the

probability of democratic transition, I calculate the marginal e�ects of g(πCB) and υ

by multiplying their probit coe�cients with parameter values of interest and setting

other parameter values to their sample means. First, I compare the marginal e�ect of

10% (about 0.1 unit) change in the proportion of redistributive public/social spending

(λ) with g(πCB) evaluated at each country's mean value. Jointly, the marginal e�ect

of 1 unit increase in λ on pA through its direct e�ect (β1) and its interaction e�ect

with (β3) is associated with 0.922 increase in the probability of democratic transi-

tion;80 however, when evaluated individually, the marginal e�ect of 0.1 unit increase

of λ in the λg(πCB) term is associated with -.595 decrease in the probability of demo-

cratic transition.81 For the measure of the citizens' political power (υ), one unit (1)

increase in υ is associated with about 0.481 increase in the probability of democratic

80 The e�ect of 4λ works through β1 and β3. To express this formally
4λβ1 + g(πCB)β2 + (4λ ∗ g(πCB))β3.
4λ does not a�ect β2. In addition, note that θ ∈ (0, 1).

81 Here, the e�ect of λ only works through β3.
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transition (which is exactly the size of its coe�cient), holding everything constant.82

As an extension of this analysis, I use Pemstein, Meserve and Melton's (2010)

Bayesian UDS mean (uds_mean, which represents the a country's true level of democ-

racy in a given year (corresponding to the anti-authoritarian bias among the citizens

that is unobserved by authoritarian rulers), divided by the square of its Monte Carlo

standard error (uds_sd) to obtain an alternative measure of υ with this structure,

φ′(.)/Var(φ′(.)),83 This mean-to-variance ratio indicator captures the �uncertainty"

(or, equivalently, incumbent authoritarian rulers' �prediction errors") of υ (in which

higher (lower) ratio of φ′(.)/Var(φ′(.)) implies less (more) uncertain estimate of the

true υ). I then re-estimate (4.17) and report the result in the right panel of Table

4.12. The estimated coe�cient of this indicator (0.319) is insigni�cant (though pos-

itively signed as expected), but the result is nevertheless informative as it suggests

that democratic transition becomes more likely when the information on the increase

in υ becomes less noisy (hence, more certain) to incumbent authoritarian rulers.84

How does the uncertainty of democratic transition through electoral defeat in�u-

ence the incidence of CBI reforms? To assess the impact of the uncertainty of pA

on observed outcome (ζ = {0, 1}), I �rst de�ne the utilities associated with each

political state s = {A, D} corresponding to my formal speci�cation (step 3 of (4.4))

and then transform the regressors representing these utilities with pD (or (1 − pD))

to incorporate the uncertainty of pA into the estimation of ζ.

According to the formal model, under authoritarianism , a θ share of total national

income y goes to authoritarian elites and subject to real in�ation shock

θy = θ(yn + ϕ[π − πCB]), (3.1), (4.19)

82 Note: λ is proxied by 21-point Polity score, so the measurement unit is 1.
83 See Appendix C of Chapter 2 for a formal exposition.
84 The reduction of �uncertainty" of λ has implications for CBI, to quote from Boylan (2001a,

236), �authoritarian governments ought to wait until it is absolutely clear that they will need
to step down from power before delegating authority to an independent agency."
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where yn is the natural rate of growth and parameter ϕ renders the e�ect of real

in�ation to output growth. When s = A, authoritarian elites can expect the central

bank to stabilize expected in�ation by setting πCB = π � just enough to meet local

consumption demand � such that θy = θyn. In addition, authoritarian elites also

receive government transfer of (1 − λ) share of public/social spending, so their ex-

pected total utility under authoritarianism is

U e

A = θ[y + (1− λ)g(πCB)], (3.4). (4.20)

U e
A can therefore be de�ned as a linear combination of authoritarian elites' share of

national income (measured by log of GDP per capita, constant US Dollar (World

Bank World Development Indicators)) and public/social spending (g(πCB))

U e

A = θit ∗ log(GDP per capita) + (1− λ) ∗ public spendingit, (4.21)

which are then transformed by multiplying each regressor in (4.21) by (1 − p̂D).

I then de�ne U e
D. Under democracy, authoritarian elites still derive θ share of total

national income, but expect to receive no government transfer through g(πCB) (i.e., λ

= 0) due to majoritarian control of �scal policy-making by the citizens. In addition,

the φ parameter may �uctuate as a function of the di�erence between π and πCB (i.e.,

real in�ation): if the succeeding democratic governments hold a more expansionary

�scal policy vision, they will request the central bank to increase money supply to

accommodate their �scal goals (if the central bank has only limited goal autonomy)

and therefore exert a negative e�ect on y (and θy) when πCB > π. So the impact of

democratization on authoritarian elites' utility is captured by the real in�ation e�ect

(ϕ) of democratic control of monetary policy-making. Hence, I de�ne U e
D as a linear

combination of authoritarian elites' share of national income, annual year-end CPI
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and M2 growth rate.85

U e

D = θit ∗ log(GDP per capita) + θit ∗ CPIit + θit ∗M2 growth rateit︸ ︷︷ ︸
real in�ation (ϕ)

, (4.22)

and transform each regressor in (4.22) by multiplying them with p̂D. It is easy to

see that the e�ect of real in�ation (ϕ) on U e
D is greater at higher levels of economic

inequality.

The transformed (4.21) and (4.22) are then estimated jointly in a single logistic

model with economic inequality and the log of GDP per capita that appear in both

expressions86

logit
(
p(ζit = 1)

)
= p̂DU

e

DβD+(1−p̂D)U e

AβA+θitβθ+log(GDP per capita)βGDPpc+εit.

(4.23)

It follows that

ζ =





1, if p̂DU e
DβD + (1− p̂D)U e

AβA > U(¬CBI),

0, if U(¬CBI) ≥ eq. p̂DU e
DβD + (1− p̂D)U e

AβA,

and U(¬CBI) is normalized to zero for identi�cation purpose. By rearranging, ζ = 1

if p̂DU e
DβD > (1− p̂D)U e

AβA and 0 otherwise, which corresponds to the maximization

conditions, (3.31) and (3.32), laid out in Chapter 3.

To embed the above estimation procedure into our theory literally, incumbent au-

thoritarian rulers �rst compare their groups' utilities under di�erent political states

(in the absence of CBI, ¬CBI), they then reason backward by incorporating this

di�erential (which is denoted as η in the formal model) in combination with the in-

formation on pD into their CBI reform decisions ζ.

85 Data from IMF, OECD, and each sample country's statistical bureau.
86 These two variables are not included in the two transformed expressions pDUeD and (1 − pD),

because pD and (1 − pD) add up to 1.
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As Bas, Signorino and Walker (2008) has demonstrated, because p̂D is estimated

value, an easy way to consistently estimate (4.23) is to use bootstrapped standards

errors for the regressors in (4.21) and (4.22).87 So I �rst estimate (4.23) and then

run 200 bootstrap samplings to obtain consistent standard errors for the regressors

in (4.21) and (4.22).88 The result is reported in panel (a) of Table 4.13 with point

estimate and 95% con�dence interval for each variable displayed in the middle for

visual comparison.

To the support of social polarization argument (e.g., Woo (2009)) and Latin

America-based country-speci�c studies that are part and parcel of the two mechanisms

I emphasize in this study, when entering individually as a RHS variable, economic

inequality (θ) shares a negative relationship with the incidence of CBI reforms regard-

less of regime types, with an odd-ratios ≈ 0.001. Yet, when the e�ect of economic

inequality enters probabilistically into the transformed regressors in (4.21) and (4.22)

through pD (and the complementary probability, 1 − pD), it in�uences incumbent

authoritarian rulers' state-dependent preference for CBI. Although the signi�cance

level of these estimated coe�cients do not warrant much con�dence about the rela-

tionship between these transformed regressors and the incidence of CBI reform, the

signs of these coe�cients are indicative of the risk-aversion behavior analogized by

my theoretical model. For the regressors in (4.21), conditional on the probability of

the political state staying authoritarian (1 − pD), government transfer (1 − λ)g(πCB)

and income share θy are uninformative about the odds of CBI reforms occurring, as

both having odds-ratio close to 1. On the other hand, with respect to the prospect

87 Note that because (4.18) does not use any estimated values from other equations as regressors,
its estimated standard errors are consistent. For (4.23), the uncertainty of p̂D a�ects the con-
sistency of estimated standard errors but not that of coe�cients. The reported bootstrapped
standard errors actually provide wider con�dence interval estimates for the transformed regres-
sors than their original logistic counterparts.

88 The model is estimated without constant term because I do not assume there exists any common
�baseline e�ect" between pDUeD and (1− pD)UeA.
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of electoral defeat (of probability pD), higher income share accruing to authoritarian

elites (θy) decreases the odds of the incidence of CBI reforms (having an odds-ratio

' 0.86), while the anticipated real in�ation shock (ϕ) is associated with 1.893 times

greater the odds of CBI reform occurring than not occurring; both e�ects are ampli-

�ed, multiplicatively, through the inequality term, θ. In other words, faced with the

unpalatable scenario of future democratic rule, higher levels of economic inequality

can make authoritarian elites less risk-averse in that it raises their incentive to head

o� the possibility of democratic rule by the majority citizens by proposing their agent

(the incumbent authoritarian ruler) to increase g(πCB) to o�set the citizens' political

power υ, which hinders the incidence of CBI reform. On the other hand, the an-

ticipated real in�ation shock under democracy can also enhance authoritarian elites'

risk-aversion and increase their preference for a highly insulated independent central

bank to dispel any politically-driven uncertain policy impact on their economic in-

terests. This positive CBI-promotion e�ect is increasing in θ because authoritarian

elites have more to lose from real in�ation shock. Thus, the total e�ect can be either

positive or negative, depending on pD and the parameter value of θ: the higher the

probability that incumbent authoritarian rulers were to lose the election and the more

unequal the income share, the more likely that CBI reforms will occur.

As a robustness check, I re-run this model by adding a list of regional and macroe-

conomic control variables and lag dependent variables that I used in the �rst set of

tests in this chapter to see whether these contextual factors or lag e�ect a�ect the

statistical inference of this more direct, theory-driven structural estimation. The re-

sult is reported in panel (b) of Table 4.13. Yet, the same pattern maintains though all

transformed regressors remain insigni�cant, note that the positive e�ect of real in�a-

tion is now more pronounced�it is now associated with 2.542 times greater the odds

of CBI reform occurring than not occurring, holding everything constant. Although

this result does not permit us to make strong inferences on the predictive power of
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the formal model in the empirical world, they do provide some useful evidences on

the microfoundation of the two competing mechanisms suggested by the theory and

are supportive of other statistical evidences presented in this chapter.

4.5 Democracy and CBI revisited: Evaluating Large-

N Evidence

What new perspective do these statistical analyses o�er us to re-render the relation-

ship between democracy and CBI? Previous comparative democratization scholars

have seldom systematically theorized political regime change to institutional reforms

in the economic domain,89 particularly in policy area that governs a country's long-

run growth, because, after all, transition politics centers only on short-term polit-

ical regime change. One important contribution of Broz (2002) was that he pre-

sented cross-sectional associational evidence of a positive relationship between levels

of democracy and the degree of CBI, a link which previous analysts of monetary

commitment institution choices have failed to consider. In the same spirit, Boylan's

(2001a; 2001b) comparative case studies tell the political story of why the threat of

democratic transition may provide incumbent authoritarian rulers with an incentive

to promote CBI and thus complements Broz's (2002) large-N �nding. The history

of central bank reforms in many Latin American countries on the eve of democratic

transition supplies ample con�rmatory evidence to the empirical implications of these

existing studies. Yet, there are cases where the onset of democratization led to �scal

89 To cite two close examples. Brown, Earle and Gehlbach (2009) evaluates the impact of state
bureaucracy size on the e�ectiveness of privatization in postcommunist Russia. Oi (1999)
traces the foundation of economic success of China's rural regions to the �scal decentralization
incentive provided by the reform process. However, the essence of the political dynamics of
these two works di�er substantially from the explanatory variable (democratization) of this
study.
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manipulation and the suppression of CBI � as informed by some recent empirical

studies of competitive authoritarianism � that runs counter to the general claim of

the received wisdom.

The goal of this study is to develop a theoretical model to reconcile existing claims

and the contradictory �ndings raised by the emerging competitive authoritarianism

literature, and the statistical evidence presented in this chapter shows that the condi-

tioning variable, economic inequality, emphasized by the theoretical model does help

to explain the variance in CBI outcomes. Indeed, my analysis does not contradict

the positive relationship between democracy and CBI hypothesized by these previous

analyses. The logistic regression results in the �rst two sections of this chapter show

that, when estimated individually, the level of democracy has a strong positive e�ect

on the incidence of CBI reforms. Thus, my analysis is clearly in line with Boylan's

and Broz's existing �ndings. However, this study departs from their causal claims by

arguing that there is another e�ect working through the interaction between the onset

of democratization and domestic economic inequality that can hinder the incidence of

CBI as the level of democracy increases. This alternative �monetary �nancing" e�ect

also receives empirical support from the interaction models estimated in the �rst two

sections of this chapter: as the models show, when estimated in combination with

economic inequality, marginal increase in the level of democracy itself has a negative

e�ect, but it also exerts a positive and signi�cant �institutional insulation" e�ect on

the incidence of CBI through its interaction term with economic inequality. The same

interactive relationship persists under di�erent model speci�cations. My analysis thus

suggests that an increase in the level of democracy may promote or hinder CBI, de-

pending on whether political survival at present or defending economic interests in

the future features more prominently in authoritarian elites' strategic calculus.

More important, the contribution of this chapter lies not just in re-assessing the

relationship between the level of democracy and CBI by introducing another condi-
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tioning variable to explain the variance in CBI outcomes, instead, the purpose of the

preceding analyses is to use a variety of statistical tools to evaluation of my theo-

retical claims from the perspectives of di�erent empirical implications that helps to

answer two core questions. If the onset of democratization can have both a positive

and a negative e�ect on CBI, do these e�ects actually work through the �mechanism"

hypothesized by the theoretical model? If domestic economic inequality conditions

the relationship between democratization and CBI, to what extent does economic

inequality condition such relationship?

In section (4.3), I show that more unequal countries are more �frail" to experience

CBI reforms in the transition to democracy than their more equal counterparts. The

causal mediation analysis in section (4.4) identi�es the causal paths hypothesized by

my theoretical model: marginal increase in the level of democracy has a direct posi-

tive e�ect on the incidence of CBI, but this e�ect turns negative when it is mediated

through the level of economic inequality. My further causal mediation analysis also

shows that the mediation e�ect is not parametrically identi�ed across the full range of

the level of economic inequality due to the correlation (interaction) between the causal

variable (democracy) and the mediator (economic inequality), both the hypothesized

positive direct institutional insulation e�ect and negative monetary �nancing indirect

are only identi�ed in more unequal countries. Based on these causal path evidences, I

took advantage of recent statistical advances in model discrimination to evaluate the

speci�cation of the formal model and test the comparative statics predictions derived

from the model. The structural estimation implemented in section (4.4) not only

suggests the validity of the formal model, but also shows that it is the anticipated

loss of political power (pD) that raises authoritarian elites' concern for real in�ation

shock on their assets (resulting from future democratic politicians' discretionary mon-

etary policy-making), which then in�uences their preferences for CBI. As my analysis

shows, corresponding to my theoretical claims, redistributive public spending that
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forms the basis of monetary �nancing e�ect is negatively associated with democratic

transition, while the mechanism that generates institutional insulation e�ect is more

observable only when the probability of democratic transition and the level of eco-

nomic inequality (θ) are both high. In sum, the analysis in this chapter adjudicates

the sources of competing e�ects of democratization on observed CBI outcomes and

clari�es the causal paths through which these e�ects occurred, which therefore pro-

vides the empirical foundation to the theoretical claims made in the previous chapters

from a large-N perspective.

Admittedly, the theory examined here is just one of many plausible accounts

explaining the origin of CBI reforms and, like model-based causal inference, the �va-

lidity" of the theory are sensitive to model speci�cation, the DGP of RHS variables,

and even the units (e.g., countries, regions) and time period covered by the data.

Since I have dealt with a number of speci�cation and DGP issues in previous sec-

tions, here, I focus on discussing the problems associated with data coverage on causal

inference. For example, Max�eld (1997) attributes the wax and wane of CBI to in-

ternational credit liquidity. Incumbent political leaders will do nothing more than

necessary to promote CBI to attract scarce international capital as a way to boost

their political credentials; yet, when international capital becomes abundant, CBI, a

window-dressing institution, matters less to incumbent political leaders. On this, the

39-year time frame (1972-2010) of the sample data seems to provide a long enough

time frame to evaluate this stochastic claim. For that matter, the clustering of CBI

reform occurrences around late 1980s to early 1990s listed in Table 3a in the appendix

warrants substantial concerns about omitted variable bias in our previous estimation

results. In other words, the scramble for international capital may synchronize the

timings and locations of CBI reforms. Recent cross-national empirical study by Bodea

and Hicks (Forthcoming) echoes this claim but also shows that international capital

only reacts positively to enhanced CBI where political institutions allow the central
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bank to commit to property right protection (measured by Moody's and S&P rat-

ing) favored by the investors.90 For this reason, I included regional and event-speci�c

dummy variables in some of the pooled regressions to absorb (though not perfectly)

this �common shock" to partial out the links between the level of democracy , eco-

nomic inequality, and CBI. Moreover, even though the analytical results reported

in this chapter are supportive to my theoretical claims, there exists concerns about

whether the units (countries) covered in the sample are geographically representative

enough to substantiate the generality of these claims. Indeed, as I noted in footnote

(41), many of the former socialist and African countries were excluded arbitrarily

from the analysis as a result of my use of Acemo�glu et al.'s (2008) data. Yet, the

biggest challenge is not just because central bank reforms in these countries are hard

to identify, but owing more to the fact that the essences of political change in these

countries/regions di�er from the causal process I emphasized in this study or are

simply hard to identify as well. I therefore settled on this rather limited geographic

coverage in the trade-o� between concept stretching and generality.

To be sure, these justi�cations cannot perfectly account for the potential bi-

directional relationship between democracy and CBI that casts doubt on the causal

arrow posited by this study,91 nor can they compensate for the generality of the ar-

gument undermined by my arbitrary omittance of certain regions. There certainly

leaves ample room for re�nement by way of more rigorous diagnostic test, such as

conducting an out of sample test or, alternatively, collecting more data to increase

sample size. Here, however, I have to emphasize that the analysis performed in this

chapter is purported to assess the empirical implications drawn from the formal model

and evaluate the extent to which the relationships between the theoretical variables

90 I thank Raymond Hicks for making his manuscript and data available to me.
91 For �bi-directional" causation, I mean the relationship between democracy and CBI could be

mutually reinforcing. Eichengreen and Leblang (2008), for example, argues that the wave-
like di�usion of democracy is triggered by economic integration (globalization) and region-wide
democratization further reinforces such integration pattern. This argument may certainly apply
to the bivariate democracy-CBI relationship examined here.
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in the data are consistent with the underlying theory that informs them. This is a

crucial step toward exploring the causal process suggested by the theory before I turn

to individual case study to further pursue the relationship of democracy and economic

inequality to CBI and explain the variance in outcomes across cases. Given that many

previous analysts have assumed a positive relationship between democracy and CBI,

the image of political survival-maximizing authoritarian rulers distorting monetary

policies to in�uence electoral outcomes shown in recent competitive authoritarianism

literature appears to undercut this consensus claim. The strong statistical evidences

presented in this chapter bear out these recent �anomalies" and suggest the existence

of an alternative mechanism that hinders the incidence of CBI reforms amidst a gen-

eral increase in political democracy that may be worthy of more focused empirical

attention in the following case study chapters.

Despite the limited geographic coverage of the data evaluated here, there are some

recent evidences of electorally-induced monetary policy manipulation and weakened

CBI from Central Asian states, a region that is so far overlooked by much of existing

research. In the wake of Arab Spring and rising in�ation in early 2011, Kazakhstani

President Nursultan Nazarbayev called for an early election in April to validate his

fading legitimacy and was alleged to have spent 50% more than his 2005 re-election

bid (which was a resounding victory).92 According to an IMF report (Epstein and

Portillo, 2014), in the year 2011 and early 2012, the rise in system liquidity signaled a

largely accommodative policy stance by the National Bank of Kazakhstan (NBK): the

NBK's deposit rate drifted signi�cantly lower than its policy rate (re�nancing rate),

re�ecting some unobserved pressure to increase the liquidity conditions of tenge (lo-

cal currency unit). Furthermore, on October 1st, 2013, almost toward the end of

this volatile misalignment period, the two-time governor Grigory Marchenko, who

92 �Kazakhstan To Spend $32 Million On Presidential Election," Radio Free Europe, Feb.
22, 2011. http://www.rferl.org/content/kazakhstan_spend_32_million_presidential_

election/2317227.html (Accessed Dec 12th, 2014).
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has strived to expand the NBK's powers during his second term, was abruptly re-

placed by former deputy prime minister Kairat Kelimbetov as the new governor of

the NBK.93 The episodic evidence from this Central Asian illiberal regime is not only

informative by itself, but it may also strengthen the external validity of the results

displayed in this chapter. Because, even for country basked in resources rents like

Kazakhstan that has little incentive to use public policies to please its citizens whose

tax contribution constitutes only a meager share of government revenue,94 the ex-

istence of unfair but procedurally competitive national-level elections still increases

incumbent ruler's desire for accommodative monetary policy at the cost of discred-

iting CBI. This country-speci�c evidence may shed further light on recent �ndings

of the association between election cycle, high social spending, quasi-�scal activities

(�nanced by directed lending from the central bank), and the general lack of CBI

in several Central Asian remittance economies (e.g., Kyrgyzstan, Tajikistan) (Ebeke

and Ölçer, 2013; IMF, 2014),95 as well as suggest observable monetary policy impli-

cations of modal �competitive authoritarian" cases in the same region (e.g., Armenia,

Georgia, Moldova).96

93 The reasons regarding Marchenko's departure and Kelimbetov's appointment remain unclear
from the President's own statement. The two share similar career background as technocrats
and the same foreign education experience (Georgetown University School of Foreign Service),
so the appointment cannot be said to be fully political, although in the past years Kelimbetov
served mostly on the executive side of economic policy-making, in charge of budget planning
and managing the country's sovereign wealth fund (Samruk-Kazyna) and has clashed with
Marchenko over NBK's reform agenda in recent years. See Clare Nuttall. �Kazakhstan: an
abrupt change of central bank governor," Financial Times, Oct. 2nd, 2013. Kazakhstan: an
abrupt change of central bank governor (Accessed Dec. 15th, 2014).

94 Natural resources rents as percentage of Kazakhstan's GDP constantly hover around 30% and
account for about 30-40% of government revenue by some estimates (World Development Indi-
cators, Natural Resource Governance Institute).

95 This is at odds with the theoretical implication of Singer's (2010) statistical �nding but supports
the prediction of the theoretical model. Singer shows that remittance income can mitigate
exchange rate volatility owing to its stable and countercyclically nature relative to the recipient
country�s economy), and this characteristic helps to reduce the cost of maintaining CBI.

96 In fact, a more challenging aspect of this piece of evidence on theory testing is that, the
strong �nancial and political backing from the donor states � keeping pace with China's ever-
extending trade links and Russia's newfound political assertiveness � have essentially made
these Central Asian regimes into some sort of enclave for Chinese-Russian type of illiberal rule
Diamond (2008); Koesel and Bunce (2013), a reversed image of Levitsky and Way's linkage
and leverage argument. When more complete data become available, these Central Asian
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Before closing this discussion, it may be worthwhile to turn our attention, once

again, to one speci�c aspect of the relationship analyzed above and previous literature

that motivated this study. Broz's (2002) cross-sectional OLS regression provides one

useful indirect evidence supporting the link between political regimes and monetary

policy outcomes, particularly on the negative relationship between CBI and in�ation

identi�ed only in the interaction term of CBI and Polity scores, but this time-invariant

speci�cation does not allow us to extrapolate beyond cross-sectional claim. For this,

Boylan's descriptive analysis relates the over-time increase in the degree of demo-

cratic threat to the microfoundation of CBI reforms, a mechanism which this study

elaborates by explaining the variance from the perspective of redistributive politics.

These accumulated �ndings may prompt us to ask this counterfactual question: sup-

pose economic inequality conditions the relationship between democratization and

CBI, would the CBI outcome be di�erent if country j democratized at a time when

economic redistribution was less (more) salient a political agenda? For example, the

recent government-central bank relationship in Taiwan � one of the primary case

studies where central bank (CBC) was granted early statutory independence but had

its core organizational and operational clauses largely unrevised with its status still

falls under the supervision of the executive branch � epitomizes a backslide toward

weakened CBI under which the CBC's policies become more �scally accommodative

over time,97 which occurs in a post-democratization context of widening inequality

gap and rising share of social spending in government expenditure. This may make us

wonder if, faced with more intensi�ed redistributive demand and thus greater antic-

ipated loss,98 would the then incumbent KMT ruling apparatus have procrastinated

the enactment of the CBC's statutory independence to preserve the regime's policy

autocracies would constitute a �tough test" (Bennett and George, 2005, Ch.3: 76) for my
theory.

97 In recent years, the CBC's pro�ts (derived from operation and foreign assets earning) returned
to the Treasure constantly accounts for over 10% annual government revenue.

98 Formally, these correspond to ∂η
∂υ and ∂2η

∂υ∂θ , described in expression (3.38) and (3.40) in Chapter
3.
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discretion during election cycles but implement swift and comprehensive CBI reform

measures at the eve of regime transition to deny such privilege to their DPP succes-

sor, as the theory would have predicted for higher inequality cases?

This is certainly one possible scenario. Indeed, as the analyses in section (4.4)

and (4.3) show, after controlling for the longitudinal e�ect of the level of democracy

(υ), CBI reforms are more observable in countries with higher levels of inequality

(θ̄, which is relatively �xed in the short-run). Now with the advances in simula-

tion and synthetic control technology (e.g., Abadie et al., 2010, 2011, 2014), future

research may be able to better evaluate this counterfactual claim by �synthesizing"

an control unit most similar to the country case of interest but di�ers only in the

levels of democracy and/or inequality, and estimate their impacts on the observable

implications (e.g., authoritarian regime's electoral performance, monetary policies,

incidence of CBI reforms) numerically at certain point along the sample timeframe.

That said, the main thrust of this envisioned modeling approach is the same with

some of models analyzed in this chapter: they all attempt to assess the relationship

of the explanatory variables to the incidence of CBI reforms and the conditions under

which certain �mechanisms" may be more observable. In the end, judging the use-

fulness of these quantitative evidences is an empirical matter, and it all comes down

to how well the aggregate relationship identi�ed in these models helps us understand

the more speci�c causal story in individual cases and explain the variance in CBI

outcomes by speci�c con�gurations of causal conditions, i.e., the levels of υ and θ,

relative to rival explanations. Yet, unlike large-N analysis where the net e�ect of a

certain variable can be statistically identi�ed, in the empirical world, the observed

outcomes are often the realization of the combined e�ects of causal conditions (Ragin,

2000), in which the e�ects of the causal variables and the mechanisms through which

they occurred are not directly observable. For example, did authoritarian rulers ac-

tually perceive the democratic threat and policy e�ects and respond accordingly in
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way hypothesized by the model? Or, some unspeci�ed contextual factors may be

more important in driving the observed CBI outcomes in the country case of interest.

It is therefore more useful to embed our analysis into the empirical context to eval-

uate the explanatory power of the theory, I turn to this task in the following chapters.
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Appendix

Changes in Statutory Central Bank Independence, 1972-2010

Country Democratization (year) Year(s) CBI Country Democratization (year) Year(s) CBI

Asia Latin American & The Caribbean

China (PRC) 1995 Argentina
√

(1973, 1983) 1992, 2003

India Bolivia
√

(1979, 1982) 1998

Indonesia
√

(1999) 1999 Brazil
√

(1985) 1986, 1988

Japan 1998 Chile
√

(1990) 1989

Rep. of Korea
√

(1988) 1997 Colombia 1992

Malaysia 1994, 2009 Costa Rica 1995

Mongolia 1995 Dominican Republic 1992

Nepal
√

(1991, 2008) 2002 Ecuador
√

(1979, 2002) 1992

Pakistan
√

(1988, 2008) 1997, 2007 El Salvador
√

(1984) 1991

Philippines
√

(1986) 1993 Guatemala
√

(1986) 2002

Singapore 1993 Guyana 1998

Taiwan (ROC)
√

(1996) 1979 Honduras
√

(1982) 1996, 2004

Thailand
√

(1975, 1979) 2008 Nicaragua 1992, 2006

Vietnam 1997 Paraguay
√

(1989) 1998

North America Peru
√

(1980, 2001) 1993

United States Uruguay
√

(1985) 1995

Canada Venezuela 1992

Mexico
√

(2000) 1994 Middle East & Africa

Europe Egypt 1977, 2003

Austria 1998 Israel

Belgium 1993 Qatar 1989

Denmark South Africa
√

(1994) 1989, 1991

Finland 1998 Oceania

France 1993 Australia

Germany New Zealand 1989

Greece
√

(1974) 1994

Ireland 1998

Italy 1993

Netherlands 1998

Norway

Portugal
√

(1976) 1990

Spain
√

(1977) 1994

Sweden 1999

Switzerland

Turkey
√

(1983) 1994, 1997

United Kingdom 1998

244



Measures, coding, and coverage of major political regime indi-

cators

Data Country Year Focus Scale

Polity IV 167 1800-2013 Authority Characteristics 21-point

ACLP 199 1962-2002 O�ces & Contestation Dichotomous

Cheibub et al. (2009) 202 1946-2008 O�ces & Contestation Dichotomous

Database of Political Institutions 180 1975-2012 Economic Polarization 0-2

Bueno de Mesquita et al. (2003) 260 1762-2000 WinningCoalition

Selectorate
0-1

Uni�ed Democracy Scores 199 1946-2012 Comparability Min: -2.112

Max: 2.263

Boix-Miller-Rosato measure 218 1800-2007 Su�rage & Elections Dichotomous
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Data imputation results

Data imputation results

Market Inequality Net Inequality

SWIID w/ missing obs.

Max: 75.353 Max: 75.256

Mean: 44.275 Mean: 38.036

Min: 26.820 Min: 18.892

s.d: 8.038 s.d.: 10.555

Missingness: 14.99% Missingness: 14.99%

SWIID w/ imputed missing obs.

Max: 79.353 Max: 75.256

Mean: 44.429 Mean: 38.296

Min: 26.820 Min: 18.892

s.d: 7.801 s.d.: 10.354

Missingness: 6.13% Missingness: 6.13%

Fully imputed data

Max: 79.353 Max: 75.256

Mean: 44.542 Mean: 38.709

Min: 17.365 Min: 18.892

s.d: 7.817 s.d.: 10.340

Missingness: 0% Missingness: 0%
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Chapter 5

Mexico: Persistent Crisis and

un�nished CBI reform

5.1 Introduction

On December 1st 2012, Enrique Peña Nieto sworn into o�ce as the �rst PRI Presi-

dent after the erstwhile dominant party's twelve-year hiatus since being voted out of

o�ce in 2000. Lacking a strong majority mandate,1 the young and energetic Peña

Nieto appealed to the nation for support of his Pacto por México of deep structural

reforms. Peña Nieto acknowledged that low in�ation is the key to allow the central

bank to keep interest rates low and has been working closely with Agustín Carstens,

the director of Banco de México (Banxico, Mexico's central bank) on introducing

�nancial and banking reforms to increase small and medium �rms' access to credits

and enhance the Banxico's supervision over the banking sector,2 a task that his PRI

predecessor failed to accomplish. On the other hand, Peña Nieto also requested a

�special budget" of 31.4 billion pesos from the Banxico's revenue to invest in infras-

tructures in the face of a sudden shortfall in �scal revenue following the privatization

1 Peña Nieto received 38% of the votes and his PRI won only 212 out of a total of 500 Chamber
of Deputies seats.

2 See Gabriel Casillas, �Mexico's Stealthy, Necessary Bank Reform,� Bloomberg Business, 25th
November, 2013. In the rest of this chapter, I use �Banxico" as an abbreviation for Banco de
México.
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of the state-owned oil company, Petróleos Mexicanos (Pemex).3 The latter policy,

however, runs counter to Peña Nieto's commitment to low in�ation and raises our

suspicion over what his reforms entail for the state-central bank relationship in an

era of multi-party democracy.

In fact, Peña Nieta's seeming contradictory policies are the reincarnation of his

party's two-decade's struggle with the trade-o� between authoritarian political sur-

vival and economic liberalization. The PRI sought to please the country's massive

campesinos and workers with lavish public spending programs in exchange for their

political support but also attempted to build (and re-build) a free-market economy

insulated from the in�ationary pressure of expansionary government spending: the

former goal precludes the existence of a monetarily conservative, politically indepen-

dent central bank, while the latter conceptually implies the preference for a monetary

policy-making environment independent of the executive branch's political inference.

This persistent struggle was found in the PRI's evolving relationship with the Banx-

ico.

This chapter analyzes the evolving state-central bank relationship in Mexico in

the context of democratization of a dominant party system. My analysis focuses on

the interplay between the onset of democratization and domestic economic inequal-

ity. According to my theory, economic inequality renders the opposition's democratic

threat to the PRI regime's political survival calculus by way of redistributive politics

and thereby in�uences the regime's �scal policies and CBI preferences. When issues

of economic inequality, such as poverty and declining standards of living, were raised

to political prominence, an increase in the opposition's electoral competitiveness (par-

ticularly that of leftist parties) could signal a leftward drift in future economic policy-

making and thus provide an incentive for incumbent PRI rulers to insulate monetary

power to lock in their preferred current course of macroeconomic policy-making.

3 The budget was approved on April 28th, 2015. Brendan Case, �Pena Nieto Gets Mexico Central
Bank Boost After Budget Cuts," Bloomberg Business, 28th April, 2015.
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The rest of this chapter is organized as follows. The second section brie�y de-

scribes the origin of the Banco de México and its early years of operation. The third

section discusses the Banxico's facilitator role during the �Stabilizing Development"

and the accumulation of social and political con�icts resulting from the worsening

of income distribution in this period. The fourth section moves to the populist era

(1970-82) in which large �scal de�cits were �nanced by domestic credit and external

borrowing monetized by the Banxico and the Banxico's autonomy downed to a low

point on the eve of López Portillo's bank nationalization in 1982. The ascendancy of

US-trained economist-technocrats in the PRI's top positions along with the interna-

tional di�usion of neoliberal economic policy norms brought the wind of change, and

the Banxico's monetary policy-making was allowed to operate in a much friendlier

environment, this is covered in the �fth section; however, the mounting electoral com-

petition in this period also induced incumbent PRI rulers to engage in wider scale

of redistributive public spending programs and increased �scal �nancing needs. The

sixth section analyzes the economic background and the political motivation behind

the 1993 legislative reform of Banxico Law, which is followed by my discussion in

the seventh section about the economic consequences of this reform that immensely

shaped the PRI's political fortune and gave rise to the failed CBI reform attempt in

1998, the task un�nished by Peña Nieto's predecessor, Zedillo. Finally, I conclude

by evaluating several aspects of my theoretical argument within the Mexican context

discussed in this chapter.

Last but not least, as a country regularly su�ered from recurrent in�ationary and

debt crises, the realized and contemplated CBI reforms in Mexico can plausibly be

interpreted as part of a larger reform package to signal the government's resolve to

�ght the present crisis but not so much as an institutional weapon designed to counter

an uncertain political threat. This forms a rival mechanism against the one I em-

phasized in this study. In this chapter, I marshalled a variety of empirical evidences
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to adjudicate these two mechanisms through which CBI reforms would have occurred.

5.2 Banco de México: Revolution and Consolidation

as the lender of the last resort

The founding of the Banco de México was, in every way true to the characterization

of the bank's self-description, the pinnacle of a long-awaited aspiration by Mexicans.4

The history of banking in Mexico owes its beginning to the opening in Mexico City of

a British bank in 1864: the Bank of London, Mexico, and South America. This was

followed by a series of concessions granted by local governing authorities under which

many regional banks with capital from foreign banking conglomerates had been set

up under di�erent contracts and were permitted to issue banknotes within the bound-

aries of the localities (usually at the state level) they operated.5 The failed attempts

in 1890 and 1896 by the Ministry of Finance to standardize the terms and conditions

regulating banking operation gave rise to the Law on Credit Institutions (1897) that

granted even more banks to issue banknotes in addition to commercial banks and

banks with the right to extend mortgage loan. Right before the outbreak of the 1910

Revolution, there were 24 such �issuing banks," but only banknotes issued by Banco

Nacional de México and the Bank of London could be circulated nation-wide.

To �nance his military campaign against the revolutionaries, President Victoriano

Huerta requested local banks to signi�cantly extended their loans to the government,

which brought up distrust on banknotes and the almost collapse of the monetary

system. Total loans extended by domestic banks to Huerta government grew from

4 Historical outline, Banco de México website URL: http://www.banxico.org.mx/

acerca-del-banco-de-mexico/historical-outline.html (Accessed March 23rd, 2015).
This section was abstracted from Diaz (1982), Banco de México website, and information from
relevant works cited in this chapter.

5 For example, Banco de Méxicano, Banco de Chihuahua, Banco Minero.
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18.2 million pesos in 1913 to over 64 million pesos in April 2015. Meanwhile, by 1914,

banknotes outstanding plus demand deposits had a metal guarantee of only 26.5%,

fell short of the legally required 33%, and banks with problematic portfolio rose to

more than 54% in 1915.

The overthrow of the Huerta government by Venustiano Carranza in August 1915

brought this boiling insolvency crisis to an abrupt but forceful end. The Carranza

government only brie�y tempered with the idea of restructuring the banking sector

with the 1897 Banking Act before completely nullifying it in September 1916 and

resorting to bank seizure in October 1917 (a period which lasted until the �nal days

of the Carranze government). The seizure period, while being destructive to the

Por�rian-era banking system, also laid the legal foundation for the rise of Banco de

México that will assume the role as the sole issuer of national currency in the new

republic. Unlike many other contemporary republics or constitutional monarchies,

the Constitution of 1917 (Constitución Política de los Estados Unidos Mexicanos)

not only clearly spelled out the areas of the economy under the government's direct

control, but also stipulated that there should be a single bank exclusively respon-

sible for currency issuance with the primary objective of procuring the stability of

national currency (Article 28). The meeting of the founding members of the republic

in Querétaro later decided that a �government-controlled bank" should assume such

responsibility, and any private banks that had survived the revolution would no longer

be able to issue banknotes.

It was under this constitutional aspiration instigated by President Elías Calles's

Maximato (1928-36, which eventually led to the founding of Partido Revolucionario

Institucional (Institutional Revolutionary Party, or PRI) that governed Mexico from

1929 to 2000) that Banco de México came into being.6 Four years after most private

6 The PRI was preceded by the Partido Nacional Revolucionario (National Revolutionary Party,
or PNR) and then the Partido de la Revolución Mexicana (Party of the Mexican Revolution,
or PRM).
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banks resumed their business under President Álvaro Obregón's decree that returned

the country's banking system to a sounder footing, Banxico was �nally inaugurated

on September 1st, 1925. This new bank was given exclusive power over currency

issuance and monetary regulation and acted as the primary �nancier to the Federal

Government. Yet, what was unusual about the Banxico in its early years was that it

also operated as an ordinary credit and discount institution like ordinary retail banks,

although this would soon change following the classi�cation of deposit and discount

banks, mortgage banks, banks for industrial and agricultural capitalization under the

1926 Bank Law and the 1932 Banxico Organic Law which eliminated the Banxico's

powers to operate as a retail bank at the apex of the Great Depression. Meanwhile,

in the post-recession adjustment period, the Banxico was also authorized to buy gold

at market prices to increase its monetary reserve in order to backup its exchange rate

under a free-�oat regime.

These new legal frameworks and hard-time measures not only strengthened the

monetary base for the Banxico's banknote issuance but also consolidated its role as

the bank of banks and the lender of the last resort. In 1935, banknotes issued by the

Banxico became the only legal money in circulation and by the end of 1936 all banks

were obliged to a�liate with the Banxico, which endowed the Banxico with the policy

instrument of reserve requirements. As a result of the Banxico's monopoly on the

nation's money, the Ministry of Finance was empowered in 1936 to issue treasury bills

monetized by the Banxico, which a�orded the government greater �scal latitude to

monetize its spending. Although assigned with seemly contradictory policy objectives

of price stability and government �nancing by nowadays's standard, the Baxico has,

for the �rst time in the country's history, assumed the characteristics of a modern

central bank.
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5.3 The rise of the PRI, economic growth and mon-

etary policy-making: 1929-1970

It should be noted that, in particular, the consolidation of the Banxico as the coun-

try's lender of the last resort went hand in hand with the institutionalization of

the Partido Revolucionario Institucional (hereafter, PRI) that transformed Mexico's

political system into a dominant authoritarian party state, without which Mexico's

monetary system would remain as fragmented as in the pre-Revolutionary period.

At the inception of Elías Calles's presidency (who was hand-picked successor of

President Álvaro Obregón), the government was confronted with a balance of pay-

ment crisis as a result of the civil war and wage inequality in the urban sector (Selby,

Murphy and Lorenzen, 1990) and poverty in the countryside by which many analysts

have attributed as the root cause of the 1990 Revolution (Knight, 1986). The imme-

diate impact of this politico-economic backdrop on the Calles government's rule was

found in its e�orts to rebuild its �scal capacity and political support.

In terms of �scal policy-making, the new government not only faced budgetary

constraint but was also unable to acquire monetary resources from the Banxico be-

cause the Banxico was operated on a metallic system with its banknotes mistrusted

by the public, and this severely limited the Banxico's ability to �nance government

spending through printing money. In addition, the �xed exchange rate system ad-

hered by the Banxico before 1932 prohibited the Banxico from actively using monetary

policy to a�ect the rest of the economy��rst and foremost, on issues pertaining to

in�ation and industrialization that touched upon the revolutionary regime's political

base of support.

To begin with, the heavy interventionist tone of the 1917 Constitution was the

embodiment of the compromise between the Carranza government and the leftist Za-

patistas, which made provisions for government intervention in the economy in the
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decades to come. Secondly, being the protégé of Francisco Madero (the revolutionary

leader with strong social justice bent),7 Calles was endorsed by peasant and labor

unions (particularly the national labor union, Confederación Regional Obrera Mexi-

cana (CROM), and its political wing, the Mexican Labor Party (PLM)) in exchange

for social reforms to alleviate the poverty of the working classes and the peasants. In

return, Calles implemented a number of agrarian and labor reforms ranging from land

redistribution, minimum daily wages, to Social Insurance Law (1926),8 and the most

prominent of which being loan programs (the Agricultural Credit Law of 1926 and

the Ejidal Bank Law of 1926) that allowed campesinos (small peasants) to borrow

money as a way to eventually end their peonage. To this end, several state-owned

banks, including the Banxico, had been founded to �nance these loans. While the

amount of land redistributed under Calles's presidency was mediocre at best, during

the loan programs' �ve years of operation,9 a total of 39.5 million pesos were loaned

(though only a small portion of them actually went to small farmers).10 Whether

Calles himself was a true believer of socialist democracy is still subject to debate, but

these social reform programs had undoubtedly created strain on the government's

�scal capacity.

The enactment of 1926 Bank Law and the 1932 Banxico Organic Law introduced

in the previous section were the institutional responses to this budgetary need. By

making the Banxico the sole banknote issuer and endowing it with the policy instru-

7 Madero was quoted as once declaring, in public, that

I am very much in agreement that the division of property will contribute greatly
to the development of agriculture and the national wealth. I believe more. I believe
that the division of property will be one of the strongest bases of democracy.

(Quote from (Ross, 1955, 92))
8 Many of these reform programs, albeit enshrined in laws, was put into e�ect by his successors,

and some did not realize until the 1970s.
9 Only 3.25 million hectares of land were redistributed under Calles's presidency, as compared

to 36 million hectares acquired during the Revolution, including land seized from foreigners
(Sanderson, 1981, 85-6).

10 Only about 6.6 million pesos went to some 18,590 campesinos in 338 cooperatives (Sanderson,
Ibid).
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ment of reserve requirements, the Banxico was able to actively in�uence domestic

monetary circulation, which had the e�ect of facilitating credit supply to individ-

ual borrowers and to the government. The Banxico's task was made easier after

the free-�oat regime was adopted in 1932 that obviated the Banxico to uphold the

peso's exchange rates in relation to other currencies with metallic reserves. Although

restrictions on the amount of credit the Banxico could grant the government and

payment means were introduced in 1936 and 1938 to curb the in�ationary pressure

of government �nancing, the implementation of the aforementioned banking reforms

had greatly expanded money and credit supply and improved the government's �scal

capacity, with the Ministry of Finance being the direct bene�ciary of these reforms:

the Banxico's bills were used to pay public employees and the Ministry of Finance

was able to draw funds it did not immediately have to �nance future public spending

programs. The modernization of Mexico's banking sector and �scal planning since

the mid-1920s became the basis for three decades of sustained economic growth (often

termed �Mexican Miracle" or �Stabilizing Development") that followed.

Another parallel development during the Maximato was the institutionalization

of the Revolutionary Party instigated by Elías Calles himself. The assassination of

Álvaro Obregón in July 1928, months before assuming his second presidency, forced

Calles to turn to the problem of presidential succession. To this, Calles moved toward

creating a national ruling party in 1929 to unite all elements of what he called �revo-

lutionary family" of military leaders, regional political bosses (caciques), and interest

groups under the umbrella of Partido Nacional Revolucionario (PNR) whose predeces-

sors (the Partido Liberal Constitucionalista (PLC) and Partido Nacional Cooperatista

(PNC)) had ended up being nothing more than individual presidential campaign ve-

hicles rather than established broad-based parties. Furthermore, forging a durable

ruling organization allowed Calles to act as the Jefe Máximo, the maximum political
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chief, to continuingly exert his in�uence via puppet Presidents.11

This elitist ruling establishment also strived to appeal to the broader segment of

society, particularly the working classes and peasants. The party draft stated �The

PNR is the instrument of political action by means of which Mexico's great campesino

and worker masses �ght to keep control of the public power in their hands" and �the

party considers the working and campesino classes the most important elements of

Mexico society" (quote from Buchenau (2007: 150)). The PNR thus assembled the

political bases of powerful revolutionary leaders and dressed them under the much

broader Zapatista agrarian socialism and Madero's commitment to universal su�rage

and political democracy, essentially making the PNR the platform of a shared gov-

ernment among various political factions, in sharp contrast to other contemporary

Latin American countries that were ruled by a single populist leader or dictator.

Yet, the PNR's institutionalization process did not stop at merely bonding the

country's various political factions. Perhaps the most important institutional feature

of this long-lived ruling party was its ability to penetrate and control major elements

of the Mexican society through extensive grassroots organizations, in way similar to

its KMT counterpart in Taiwan. Given its self-proclaimed advocator of the working

classes' and campesino's interests, the PNR also made an e�ort to integrate existing

labor unions and peasant organizations into its organizational structure. The Ley

Federal del Trabajo (Federal Labor Law) passed in 1931 under President Ortiz Rubio

incorporated all unions � down to the midsized �rms � under the state's administra-

tion; this stipulation was instrumental in mobilizing the workers's electoral turnout

during the Cárdenas administration. The law also established guidelines for the fed-

eral arbitration of labor disputes, which opened a convenient way for the Federal

Government to suppress labor disputes by declaring them illegal. The PNR's control

11 They are Emilio Portes Gil (1928-30), Pascual Ortiz Rubio (1930-32), and Abelardo Rodríguez
(1932-34), all designated by Calles himself and this practice of personally naming successor had
become a tacit tradition among PRI Presidents.
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over the other two-third of the Mexican population, the campesinos, was taken up

by the more ambitious Lázaro Cárdenas. In Cárdenas's six years' reign (1934-40),

he had distributed over 20 millions hectares of land to over 763 thousand campesino

land petitioners (Sanderson, 1981, 114-5); these redistributed lands were organized

into �ejidals" (communal land) through which ejidal credits were extended collec-

tively to the campesinos by a system of ejidal credit banks set up by the government

in 1926 and 1935.12 The centralization process that Calles set in motion was con-

summated by Cárdenas's transformation of the PNR into Partido de la Revolución

Mexicana (PRM) in 1937 through the use of �popular front" strategy that subsumed

workers, campesinos, military, and the popular sectors under the PRM's tutelage,

while excluding the powerful Mexican Communist Party (PCM) from the coalition�

which ensured that its in�uence on the working classes and the campesinos would be

minimized under the PRM-led political coalition. President Manuel Ávila Camacho

later changed the PRM to its current name, PRI, in 1946.

Although many of Cárdenas's agrarian reform programs came to a halt as a conse-

quence of capital �ight and embargo on Mexican oil exports triggered by Cárdenas's

expropriation of foreign oil companies in 1938 and the Mexican state's deteriorating

balance of payment status since 1936,13 by the end of 1930s, the PRM (and later

PRI) had stood as the single voice of a corporate society that was both representa-

tionally and �nancially dependent on the PRM. While other minor political parties

were legally allowed to exist, they played only minimal role in elections and policy-

12 Although many existing studies show the lands distributed during the Cárdenas administration
were generally of poor quality (only about 50% of it was arable, according to Wodon (2001))
and the measure encountered strong opposition by landowners in the Yaqui and Mayo River
valleys (Sanderson, 1981, Ch.4), the impact of this policy on land ownership was by no means
negligible, the land concentration index decreased from 0.939 in 1930 to 0.694 in 1960 (Tai,
1974, 310).

13 The Ministry of Agriculture and Development budget allocated to ejidal -related projects was
only 3.5 million pesos, as compared to 35 million pesos for irrigation works (Sanderson, 1981,
124).
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making;14 from 1940 to the mid 1980s, the PRI has not lost a single election and won

every presidential election until 2000.15 To quote from Lorenzo Meyer, a Mexican

political expert, politics under PRI rule is a system of limited pluralism.16 This all-

encompassing political coalition strongly shaped the PRI government's development

strategy and, consequently, its monetary policy, which I now turn.

The Mexican Miracle: Stabilizing Development and Fiscal Im-

balance

As political stability began to develop in the 1930s, the time was ripe for spurring

growth and development. But as mentioned earlier, Cárdenas's approach toward

development was heavily in�uenced by the PRM's ideological commitment to redis-

tribution and economic nationalism even at the expense of foreign investment, as

evidenced by Cárdenas's drive for oil expropriation. But following Cárdenas's depar-

ture, economic nationalism soon gave way to import substitution industrialization

(ISI) that was the mainstay of Camacho's and his successors' economic development

strategy between 1940 and 1970. At the heart of this mode of development was state

intervention in the economy, as Camacho's �nance minister Eduardo Suárez empha-

sized, �the administration proposed to work actively for the industrialization of the

Mexican Republic, until this is attained" (quoted from Babb (2001, 37); originally

from Mosk (1954, 61)). More important, promoting economic growth and develop-

ment through state intervention also gave the PRI-led political coalition much needed

regime performance legitimacy.

14 These �opposition" parties also received subsidies from the government, which made them
�nancially dependent on the PRI (Middlebrook, 1995, 101-5).

15 Sanderson (1981, 214-5) nicely rendered the ambition of the budding Mexican party-state:
�[t]he Mexican populist state has been a function of the equal political strength of classes as
well as of state intervention on the economy."

16 Mauricio Torres, �Los priistas tendrán que acostumbrarse a las protestas, dice Lorenzo Meyer,"
CNN México, 30th September, 2013.
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The Mexican state's active role in economic development were found in the expan-

sion of state-owned enterprises, increased government expenditures, tax incentives,

subsidies, and import restrictions on �nished consumer products and capital goods

to make domestic industries more domestically competitive. Although many analysts

of Mexican economic development would argue that the Ministry of Finance was the

steering authority behind the Mexican Miracle as it was responsible for revenue collec-

tion and public expenditures that formed the �scal basis of the government's industrial

promotion policies (Bu�e, 1990a, 401), the ultimate facilitator and the gatekeeper of

growth inextricably rested with the country's monetary authority, Banxico.17

While the ISI approach initially bene�ted from foreign capital in�ows during

wartime period, this source of external �nancing soon dried up after major indus-

trialized countries resumed their industrial productions in the 1950s, the Banxico

was thus obliged to use monetary policy to channel private sector savings into �s-

cal de�cits and government-founded policy banks (for example, Nacional Financiera)

through the imposition of high reserve ratios (about 34%) to provide cheap credits for

the industrial sector and maintaining exchange rate stability (Ortíz Mena, 1970).18

The �xed exchange rate (1954-1976) and �scal restrictiveness adhered by the Banx-

ico were also crucial for maintaining �scal balance and the working classes' and the

17 Rodrigo Gómez, who had served in the capacity as the chairman of the Banxico for 18 years
(1952-1970), held substantial in�uence over economic policy almost comparable to his Finance
Ministry counterpart Ortíz Mena (who served as the Minister of Finance from 1958 to 1970)
and was well-known for his insistence on price stability.

18 The high reserve ratios also allowed the government to extract seigniorage in most years (see the
table below), in this sense, the Banxico provided a modest level of non-in�ationary �nancing
of �scal de�cits. The share of direct tax (from wages and salaries) in total tax revenue is listed
below for comparison. The share of direct tax was on the rise and shoulder much of the tax
burden in this period despite its small share in GDP.

Seigniorage as % GDP: 1960-1970
1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 1970
1.7 0.67 1.3 1.73 1.68 0.75 1.17 0.84 1.35 1.14 1.12

Share of direct tax in total tax revenue : 1960-1971
Share in tax revenue 32.6 34.3 35.5 35.9 39.2 33.2 39.4 42.3 42.3 43.1 42.8

% GDP 2.3 2.3 2.5 2.6 3.0 2.3 3.0 3.2 3.4 3.5 3.5
Source: Instituto Nacional de Estadística y Geografía (INEGI).
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campesinos' purchasing power against the then stronger anchor currency (US Dollar).

Figure 5.1

Growth and sectoral development in Stabilizing Development
period (1958-1970)
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As shown in Table 5.1, the preferential allocation of public investment facilitated

by monetary policy spurred the expansion of the industrial sector. From 1950 to 1970,

Mexico registered an average annual GDP growth of 6.7% with an in�ation rate of a

moderate 3% per year that became the hallmark of the so-called �Mexican Miracle� or

�Stabilizing Development� (i.e., high growth, low in�ation), depending on if one sees

it from the perspective of growth or monetary stability; meanwhile, industrial share

of GDP grew from 12% to about 20% and the share of industrial sector in total pub-

lic investment climbed from 35.41% to over 40%, while a comparable �gure, private

credit, averaged a low ≤ 20% in this period (Kehoe and Meza, 2011, 236). Because

corporate tax in the industrial sector was levied at a subsidized rate and capital was
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cheap,19 �rms in the industrial sector were encouraged to pursue capital-incentive

growth at the expense of the labor-intensive agriculture sector and wage earners who

shouldered much of the tax burden. As seen in table listed in Footnote 18, direct tax

on wages and salaries constituted nearly half of total tax revenue from the late 1960s

despite its small share (≈ 3%) in GDP.

Table 5.1

Employment growth by
sector, 1969 to 1970

1860-65 1966-70
Agriculture -1.36 -1.92
Industry 3.11 2.80
Services 4.88 4.05
Total 1.40 1.33

Source: Cited from Bu�e (1990a,

406), originally from Gregory (1986,

30).

This government-subsidized capital-intensive industrialization, however, came with

a price. The growth in the industrial sector worsened the employment situations and

real wage in the non-industrial sectors, particularly the agriculture sector in which

the PRI regime's legitimacy lies. Figure 5.1 plots the sectoral growth relative to real

GDP growth in the period 1958-1970, the industrial sector clearly grew much faster

than the agriculture sector. In terms of employment growth, Table 5.1 shows that the

industrial sector also churned out more jobs than the agriculture sector and, depend-

ing on measurements, the agriculture sector may have actually experienced a negative

growth in this decade (Gregory, 1986, 30). The upshot of this unbalanced growth tra-

jectory was the worsening distribution of income and structural unemployment in the

19 Firms categorized as �necessary industries� were eligible to receive rebates covering 40 percent
of the corporate income tax, and direct taxes on wage income were the main source of revenue
growth in this period.
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non-industrial sectors (Reynolds, 1977),20 and poverty and overpopulation in urban

areas as a consequence of the in�ux of job-seekers from rural areas that provided the

fuel for social unrest.21.

Figure 5.10 shows a declining level of household income inequality (measured by

Gini coe�cient) from 1958-1971, which should came as little surprise because em-

ployment growth in the industrial sector attracted labor force from other sectors and

therefore may have enabled many of them to move up the income distribution ladder

(Calmon et al., 2000). However, as Reyes's (1982) analysis shows, there existed con-

siderable regional income inequality in Mexican agriculture with the variance largely

accounted for by government social welfare expenditure and subsidies for seeds, fer-

tilizer, and credit for production of staple food, primarily corn, to meet the country's

growing food demands � an issue that was �rst brought to the PRI's attention in the

party's disappointing showing in urban areas in the 1952 Presidential election due to

its failure to address a host of brewing socio-economic issues, including rising food

prices, unemployment, and the declining purchasing power of the popular classes.

In fact, the PRI has never electorally dominated urban areas than it did in rural

areas and poor states (Cornelius, 1987), and this weak spot would eventually prove

problematic for the party as population aged and rural to urban migration increased

(Cornelius, 1969). This high growth decade witnessed an intensi�cation of social and

political tensions and an increase in urban unrest beginning in the mid-1960s, the

railroad and the teachers� strike in 1959, a rural guerilla campaign in 1962, physi-

cians� strike in 1964 (which nearly brought down the López Mateos administration),

20 As quoted from Babb (2001, 106-7), Mexican economist Leopoldo Solís, observed that:
�[G]radually great clouds have come to darken the optimism concerning Mexican economic
evolution. ..., the poverty of many (sectors) persists tenaciously; and that the distribution of
income not only resists being less unequal, but actually in certain periods has worsened notably.
The incapacity of the system to provide employment to its growing labor force in the face of
accelerated demographic growth,..., obliges many Mexican and foreign economists to reevaluate
and rethink the characteristics and merits of the Mexican model of economic development."

21 Most notably Mexico City whose metropolitan area had quintupled from 1921 to 1950 and
housed over three million inhabitants
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and growing militancy of university students that culminated in a strike in 1965 and

a bloody riot in 1968.

The PRI regime enlisted several measures to defuse these social and political chal-

lenges. First, further subsidies and distribution network were extended by the State

Food Agency (SFA) throughout the Ruíz Cortines administration (and followed by

his successors), and most importantly, the volume of imported foodstu�s was in-

creased to keep food prices low for urban and rural poor (Ochoa, 2000, Ch.6) which

also carried the adverse e�ect of suppressing campesinos' income as it reduced the

average crop prices. In the same spirit, the 1959 amendment to the Social Security

Law under President López Mateos (1958-64) established social security institute, the

Instituto de Seguridad y Servicios Socials ed los Trabajadores al Servicio del Estado

(ISSSTE) and brought part-time workers into the social safety net.22 However, these

policy responses�as redistributive as them may seem�did nothing to salvage the

crumbling �scal foundation of the state-led industrialization, namely, tax structure

and lending.

As discussed earlier, the distribution of after-tax personal income had worsened

since 1958 because of the state's reliance on direct tax on wages and salaries as the

main source of tax revenue, and this �scal de�ciency was certainly incompatible with

the popular image of the PRI regime. A proposal to introduce �wealth tax� and a

progressive rate of 40% was raised by Finance Minister Ortíz Mena in 1964-65 but

was rejected due to a lack of political support,23 and the watered-downed proposal of

an equal tax treatment of property and labor income was also withdrawn in around

late 1966, leaving the date �adequate for its implementation to more favorable cir-

22 However, according to Hansen (1971), as of 1967, only about 6.1% of the total Mexican popu-
lation, or 18.9% of the workforce was covered by social security.

23 The proposed wealth tax required full disclosure of assets and their acquisition prices, which may
be the reason why this proposal incurred strong opposition from the private sector, including
many important politicians. Note that Ortíz Mena, despite his immense personal political sway,
was careful enough to emphasize the proposed tax reform as a �process" but not as a �radical
change" for fear of antagonizing powerful political and business interests.
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cumstances� (which never came). On the other hand and partially as a result of the

botched tax reform, �scal balance appeared to have deteriorated in the Díaz Ordaz

administration (1964-70). Although the time-series statistical evidences presented by

Bu�e (1990a) suggested that the variation in annual government expenditure un-

der President Díaz Ordaz largely follows the political business cycle (PBC) pattern

throughout 1965-85 (in which expenditure decreased in the �rst two years but signif-

icantly increased in the last two years of each president's six-year term (sexenio)), it

is worth noting that �scal de�cit had risen from 0.9 percent in 1965 to 3.8 percent in

1970, a time of considerable social and political tension. The mounting �scal imbal-

ance, albeit still moderate, had certainly put a strain on government spending at a

time when the PRI regime needed the most, in particular, the lending limit imposed

by the 1938 banking reform and the Banxico's �xed exchange rate policy further lim-

ited the amount of credits the government could draw from the Banxico.

The Díaz Ordaz government then turned its �scal quest to the nation's most pro-

ductive industry, the oil industry, although this move ended up with mixed results.

A nationalist politician as well as a revolutionary �gure, Jesús Reyes Heroles (who

emphasized the public-service role of the Petróleos Mexicanos (Pemex) and energy

self-su�ciency), was brought in to chair the Pemex.24 The percentage of exploratory

wells increased from 15.2 to 30.1 under Reyes Heroles but proven holdings increased

by only 6.5% during (Grayson, 1980, 40-1), and the low world crude oil price in the

1960s (ref. Table 5.11) also means less oil revenue the government could extract to

�ll its �scal co�ers. Finally, even such increased exploration and production volume

could not keep pace with demand in the country's historical growth period. In 1968,

24 Reyes Heroles was often found in his tension with the private sector who owed its prosperity to
the PRI regime's benevolence. In the ceremony commemorating the thirtieth anniversary of oil
expropriation attended by both President Díaz Ordaz and the instigator of the expropriation,
Cárdenas, Reyes Heroles warned in his speech that the private sector should �reinvest,� �pay
taxes satisfactorily,� �choose limited, steady pro�ts,� and �remember that property, in Mexico,
is subject to social function[s]� (Grayson, 1980, 43). The fact that Reyes Heroles's pointed
lambaste was tacitly sanctioned by Díaz Ordaz himself somehow revealed the regime's stance
toward the high social and political tensions in this period.
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Mexico again became a net importer of crude oil and a second onslaught on foreign

oil companies was launched in June 1969 that returned 3,858 square kilometers oil

�eld to the Pemex's control.

Despite the Díaz Ordaz government's strenuous e�orts to strengthen its �scal ca-

pacity in response to the rising social and political tensions, the outbreak of organized

protests by students, workers, and urban poor in Mexico City prior to the opening

of the 1968 Summer Olympics and the subsequent violent crackdown leading to the

infamous Tlatelolco massacre brutally concluded the decade of Stabilizing Develop-

ment and foreshadowed the change in the PRI regime's ruling strategy, particularly

its monetary policy orientation.

5.4 The Populist Response and De�cit Financing

The election of Luis Echeverría Álvarez (1970-1976) marked the period of impor-

tant political reforms and policy adjustments to ameliorate the escalating social and

political con�icts. Major political reforms carried out by the Echeverría administra-

tion included introducing intra-party elections to strengthen the PRI's base,25 and

a new Federal Election Law was put into e�ect that lowered the respective legal

voting and candidacy age to 18 and 21 (primarily targeting student activists in ur-

ban areas), increased the number of Congressional seats allocated according to the

proportional-representation (PR) principle, and, most symbolically, lowered the num-

ber of members a party needed to become o�cially registered from 75,000 to 65,000.

The legislative reform enacted in 1973 made it easier for opposition parties to obtain

a party seat in the Chamber of Deputies (the lower house of Mexico's Congress of the

Union) by lowering the minimum threshold. The Federal Electoral Commission was

25 This was once proposed by the former president of the PRI, Carlos Madrazo, during the Díaz
Ordaz administration; after this attempt failed, Madrazo resigned.
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also reorganized to favor the PRI on matters concerning a party's registration and

electoral disputes.26 With hindsight from recent competitive scholarship (Gandhi,

2010), although this initial, albeit limited, liberalization of the political space chan-

neled political dissents into existing institutions and thus helped the PRI regime to

fractionalize or co-opt the opposition, this democratic opening also paved the way for

the intensi�cation of electoral competition and intra-party rivalry in the 80s and 90s.

According to the theoretical model developed in Chapter 3, we would expect that,

following this democratic opening, the Echeverría administration would increase pub-

lic spending (λg(πCB)) to o�set the opposition's growing political prowess, especially

in context where ISI in the last decade had worsened income distribution. This is

indeed borne out by the structural shift in public expenditure and investment pat-

tern during the Echeverría administration, as seen in Table 5.2.27 The reforms began

with Echeverría distancing himself from the policy of his predecessors, followed by

the sacking of Ortíz Mena, the Czar who oversaw the Stabilizing Development and

the replacement of monetary conservatism in the 60s by �Shared Development� un-

der which more credits and subsidies were rationed to the agriculture sector in the

composition of government investment and public spending allocated to areas such

as health, housing, and education also increased. Meanwhile, public sector also grew

rapidly in this period. A total of 108 major public enterprises were created between

1971 and 1976 to support the provision of public goods and services and further ISI

development, as compared to only 83 in the entire Stabilizing Development era (Baz-

dresch and Levy, 1991, 241-2).

26 Under the 1973 electoral law, the commission was made up of the Secretaría of Gobernación
(Secretary of the Interior, that administered the electoral commission) as representative of the
executive branch, one senator and one deputy as representatives of the legislative branch, and
one representative from each nationally-registered political party. This con�guration favored
the PRI because the PRI controlled the executive branch and was the majority party in both
chambers. Since more independent parties would become registered (under the new electoral
law) and thus join the Federal Electoral Commission, the Secretaría of Gobernación increased
the number of representatives from the executive branch and both chambers on the commission
in the following years to water down the in�uence of representatives from opposition parties.

27 These goals were announced as Echeverría government's objectives in his inaugural speech.
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Table 5.2

Allocation of Public Expenditure and Investment, 1934 to 1982

Expenditure (in %) Investment (in %)
Administration Education Health Social welfare Education Health Agriculture
Lázaro Cárdenas 12.5 2.9 9.6 1.0 1.2 17.6

(1934-40)
Ávila Camacho 9.9 3.6 11.1 0.2 2.4 17.3

(1940-46)
Miguel Aleman 7.8 3.2 13.5 3.0 3.1 19.8

(1946-52)
Ruiz Cortines 8.7 3.1 14.6 2.6 1.5 13.6
(1952-1958)
López Mateo 11.4 3.6 24.1 2.7 7.3 9.9
(1958-1964)
Díaz Ordaz 13.2 3.1 24.7 4.8 4.9 11.0
(1964-1970)

Luis Echeverría 19.4 4.5 22.2 6.6 4.3 17.3
(1970-1976)
López Portillo 7.7 1.1 9.5 2.6 3.1 18.5
(1976-1982)

Source: Aspe and Beristain (1984, 26)

The most obvious impact of this shift in government �scal priority and expenditure

outlay is shown in the dramatic expansion of pubic expenditure and the worsening

of �scal discipline. Figure 5.2 shows annual growth rate in government expenditure,

its share in GDP, and the share of social spending (general social services, health,

education, social security, and housing) in total government expenditure,28 in com-

parison to annual GDP growth rate between the year 1970 to 1982. In just twelve

years, government expenditure grew to over 10 percent of GDP at an astounding

average rate of 32.3% per year (measured by the left y-axis) at a time when economic

growth had slowed down and even turned negative in the late 70s. The share of social

28 The share of social spending in total government expenditure are calculated from IMF Historical
Government Finance Statistics (GFS) data and adjusted by exchange rate. Note that Mexico
does not have any entries under �subsidies" category in this period covered by the GFS data.
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Figure 5.2

Government expenditure growth, 1970-1982
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spending in government expenditure also rose sharply from about 2.8% in 1970 to

well over 6% in 1975, although it soon declined as a result of the incoming balance of

payments crisis in 1976 that forced the Banxico to switch to managed �oat regime (on

September 1st, 1976) and the government to cut down social spending proportionally.

To be sure, the increased �state activism" in the economy in this period did not take

a pure populist form: it was a mix of policy responses to the social and political

problems accumulated in the last decade and the more public resources requirement

of the second stage ISI development.29 But when the political circumstances occupied

a central role, the government might �nd it expedient to tilt macroeconomic policies

in the expansionary or even populist direction.

29 It was argued that Echeverría's was heavily in�uenced by his economic advisors drawn from the
left-leaning Universidad Nacional Autónoma de México (UNAM) whom had long criticized the
government for �betraying" its popular and revolutionary origins and succumbing to capitalism
for the sake of growth (Bazdresch and Levy 1991, 237; also see the survey results of positions
on state intervention exhibited by UNAM students (as compared to the more conservative
universities like the Instituto Tecnológico de Minatitlán (ITM)) quoted in (Babb, 2001, 104).)
Although such in�uence may certainly exist, the essence of Echeverría's policy reforms went
beyond this �leftist� view of government intervention in the economy.
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Because the PRI regime's legitimacy derived, in large part, from its capacity to

satisfy the economic and participatory demands of all the political forces assembled

under the PRI-led grand coalition as well as the segments excluded from it (e.g., the

students and urban poor). As the resources to meet this plurality of demands dried

up, the discord among these di�erent political forces became more salient. Empow-

ered by the electoral reforms in 1970 and 1973, the 1973 election of the Chamber

of Deputies drew a wealth of opposition parties from over the political spectrum,

ranging from the moderate right-wing Partido Acción Nacional (PAN, the main ad-

vocate of electoral reforms since 1947), Partido Auténtico de la Revolucióón Mexicana

(PARM, the conservative wing of the PRI), Partido Popular Socialista (PPS, a spin-

o� party from the CTM), and other minor parties to contest for 231 deputy seats

(195 elected through majority vote in single-member district(s) and the remaining

36 �party deputies" �lled by proportional representation rule). The election was also

the �rst time opposition parties were granted speaking rights on radio and televi-

sion during the campaign. Seizing this opportunity, the PAN, in particular, reversed

its earlier `abstentionist" strategy and campaigned actively by targeting small and

medium business entrepreneurs and urban poor that would gradually become the

PANísta (Eisenstadt, 2004, 168-71).30 In an e�ort to revive its weakened legitimacy,

the PRI engaged in an intensive campaign to compel the population to register as

electors and vote to stem the heavy (55%, cf. Table 5.16) tide of abstentions that

had characterized the last elections (which, according to Baer (1990), among some

recent competitive authoritarianism scholarships (e.g., Simpser (2014)), signals dissat-

isfaction with the incumbent PRI regime),31 hoping that improved electoral turnout

30 The PAN, however, abstained from Baja California's congressional races�in violation of oblig-
atory participation in federal elections for registered parties�to protested the perceived gov-
ernment fraud in 1971.

31 This is in line with the empirical implication of the theoretical parameter υ in Chapter 3. Be-
cause the true υ is unobserved by incumbent authoritarian rulers, encouraging electoral turnout
and manipulating election results thus serve the important �communicative� role (Simpser, 2014)
of helping the incumbents to gauge the population's latent dissatisfaction (υ) and signals its
(fabricated) strength to the opposition. Owing its birth to a populist origin, the PRI knew that
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would be interpreted as widespread popular support for Echeverría's reformist policies

(Klesner, 1997). In the same year, Echeverría also established the IMSS-COPLAMAR

(National Program for Depressed Areas and Marginal Groups) to extend social se-

curity coverage�on non-contributory basis�to urban and rural workers in exchange

for their political support to o�set the PRI's unpopularity in urban areas.32 As part

of the PRI's drive to mobilize its rural support, the amount of federal transfers to the

SFA grew by 270% in real terms from previous year, which accounted for nearly 46%

of all federal government transfers to decentralized agencies, and price controls on a

variety of consumer items were also imposed (Ochoa, 2000, 180-1).

Table 5.3

1973 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 178 77.4 11 189
PAN 20 16.3 5 25
PPS 10 4.0 0 10
PARM 5 2.0 2 7
Others − 0.3 − −
Total 213 18 231
∗ Party vote (PR) share.
PPS: Partido Popular Socialista.
PARM: Partido Auténtico de la Revolución Mexicana.

Even with its best e�orts, the PRI's electoral performance in the 1973 election

was mediocre at best. Table 5.3 lists the breakdown of the election result. The PRI

fared very well in single-member district elections, grabbing 189 of the 195 seats with

a vote share of 72.96 %. The main opposition party, the PAN, on the other hand, also

made important stride by landing 15.54% vote shares and 25 seats in this election.

if the population continue to view the electoral process as nothing more than a way to choose
PRI successors and boycotting it by showing apathy, the PRI risks alienating itself from the
population.

32 Note that although IMSS-COPLAMAR program was nominally funded by general government
revenue, but government contributions were irregular (Dion, 2008, 435-6), re�ecting its electoral-
oriented, ad hoc nature.
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However, the biggest alarm came from the party's poor showing in urban areas. The

Almond and Verba data (1963) and Davis and Coleman's (1969, 1971, 1973) survey

data collected in Mexico City (compiled and re-analyzed by Domínguez, cf. Table

5.17) show that it became more di�cult for the PRI experienced to attracting non-

aligned electors and retaining aligned electors in urban areas, while the opposition

PAN's ability to attract aligned and non-aligned electors had improved over time.

The PRI party machine had substantially weakened under Echeverría's presidency

(Klesner, 1997).

Figure 5.3

Annual M1, M2, real interest rate, and CPI growth in Mexico,
1970-1982
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To add insult to injury, the Mexican state's �scal balance appeared to have de-

teriorated much faster than the PRI's control of the society. Between 1970 to 1975,

public sector de�cit as a percentage GDP increased from 2.2% to 9.0%; yet, the key
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fact about the expansion of government spending was that it occurred in the absence

of a signi�cant tax reform (Bazdresch and Levy, 1991, 239) and upward adjustment

in public enterprise prices.33 Instead, government incurred de�cits were �nanced by

external borrowing and domestic credit from the Banxico, which eroded the service

component of the current account and price stability: Heavy borrowing in interna-

tional markets increased current account de�cit from 1.8% of GDP in 1972 to 4.8%

in 1975 and the obligation to �nance �scal de�cits forced the Banxico to maintain a

loose monetary policy (with M1 growth rate climbing to as high as 20.5% in 1975) and

average real interest rate of a negative −8.8% between 1973 and 1976, as depicted in

Figure 5.3. Under the �xed exchange rate adhered by the Echeverría administration,

the overvalued peso worsened the balance of payment problem by promoting import

demands that was primarily absorbed by the public sector. From 1971 to 1975, the

dollar value of private sector imports increased by an annual rate of 22.8%, while for

the public sector, it was a phenomenal 53.8%. Although a �xed exchange rate helped

to tame in�ation (which still stood at an alarming annual rate of 16.68% from 1973

to 1976), the in�ation increased the di�erence between the real and nominal value

of the peso, a di�erence that had to be �nanced by government subsidies in various

kinds.

At the end of Echeverría's presidency, Mexico was in severe balance of payment

crisis with $29.5 billion dollars in debt and had to sign a standby agreement with the

IMF. Echeverría was forced to retrench many of his programs to amend his relation-

ship with the private sector and many others in the PRI establishment. The peso was

forced to devalue by nearly 100% on August 31st, 1976 as maintaining an overvalued

peso was deemed unsustainable. Within months after the devaluation, compensat-

ing wage increases averaging 23.1% were decreed for industrial workers�ostensibly

33 In December 2010, Echeverría proposed a tax reform package that included 1% increase in sale
tax rate and a minor raise in income tax, but this proposal was boycotted by the COPARMEX
(a private sector business association) and was therefore stalled.

272



as part of the pre-electoral manipulation for the incoming 1976 Presidential election

although the opposition PAN did not �eld any candidates34�that was responsible for

the reduction of manufacturing sector employment by 4.2%, and bank run became a

rampant occurrence. It was under this tumultuous context that López Portillo as-

sumed presidency with nearly 100% of the vote, an ironic victory that ripped the PRI

of any legitimacy but promoted further electoral reforms.

Although one would have expected López Portillo, who was regarded as more

business-friendly than his predecessor, to use this crisis context to retrench the PRI

government's decade-long heavy involvement in the economy and grant the Banx-

ico more autonomy to signal the government's resolve to �ght in�ation, his policies

did not di�er considerably from Echeverría's reformist approach; in fact, both relied

on debt-�nanced government spending to redeem the PRI's much weakened political

support. Blessed by oil boom in the late 1970s, López Portillo rephrased Shared

Development as a �new accord under which all social groups would participate in the

process of economic recovery and political healing� (Babb, 2001, 112), and his answer

to this was to increase public spending on infrastructure, health, and food programs

and initiated a new wave of electoral reforms. The surprising economic recovery stim-

ulated by the discovery of large oil deposits in the Gulf of Mexico in 1976 and sizable

oil revenues that came with it a�orded the López Portillo administration ample �scal

leeway to engage in electoral reform. In 1977, the Federal Law of Political Organi-

zation and Electoral Processes (LFOPPE) was introduced that expanded the size of

the Chamber of Deputies by 100 seats allocated through proportional representation.

This reform aimed to revive the legitimacy of the PRI by facilitating the access of

small parties into the PRI-dominated political system. Finally, a new National Reg-

istry of Voters and measures to enhance poll-watching safety were enacted to reduce

the costs of voting for urban workers whom were thought to be most alienated from

34 The PAN reverted back to its abstentionist doctrine in 1975 as its then leader, Luis Héctor
Álvarez, tried to rid the party of its excessive interest in elections (Eisenstadt, 2004, 169).
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the PRI (Klesner, 1997). These reforms, coincided with public spending program

�nanced by the timely oil boom, underwrote much of the social and political con�icts

at the outset of López Portillo's presidency (Middlebrook, 1986).35

The 1979 Chamber of Deputies election was the litmus test of López Portillo's

reforms. The election result listed in Table 5.4 rea�rms a decisive PRI electoral

supremacy but also repudiates López Portillo's attempt to enhance the PRI's legiti-

macy because the abstention rate continued to drop to below 50%, particularly among

younger, more educated, urban working classes which the PRI regime intended to in-

corporate (Davis and Coleman, 1982).

Table 5.4

1979 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 296 72.8 − 296
PAN 4 11.8 39 43
PPS − 3.0 11 11
PARM − 2.3 12 12
PCM 2 5.4 5 7
PST − 2.4 10 10
PDM − 2.3 10 10
Others − − −
Total 300 100 400
∗ Party vote (PR) share.
PCM: Partido Comunista Mexicano.
PST: Partido Socialista de los Trabajadores de México.
PDM: Partido Demócrata Mexicano.

Despite the mixed omen portended by the 1979 election, one might expect the PRI

regime to eventually regain its omnipresent control over the society as the �scal bal-

ance improved through the infusion of oil revenues. By 1981, Pemex had become the

35 According to Dunning (2008), resource rents have the e�ect of placating social and political
con�icts through �nancing public spending. This e�ect may confound the relationship between
democratization and CBI as it reduces the need for incumbent authoritarian rulers to use
expansionary monetary policy to �nance electorally-oriented public spending, but this link can
be recovered when the share of resource rents in government revenues declines, as the following
paragraphs will illustrate.
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most important single source of government revenues, accounting for 24.9% of federal

taxes received (cite oil politics), the specter of IMF agreement seemed to have disap-

peared from the purview of López Portillo's policy-making (Teichman, 1988, 65-6).

Surprisingly enough, even this newfound source of public revenue was insu�cient to

cover the López Portillo administration's public spending spree which grew at a rate

of 37.5% per year from 1976 to 1982 (ref. Figure 5.2). López Portillo, as with most

other Latin American countries at that time, resorted to external borrowing because

the late 1970s oil boom �ooded international credit market with �petrodollars� which

countries in need of external �nancing (like Mexico) could borrow at low interest

rates (Frieden, 1991). The 1974 and 1978 reforms of the Banking Act also facilitated

such external borrowing by legalizing commercial banking and establishing Mexican

Treasury Certi�cates (cetes) that provided the Banxico with the policy instrument to

engage in open market operations (OMO). Yet, the sudden drop in international oil

prices in April 1981 (cf. Figure 5.11) shattered the López Portillo administration's

hope of recovering �scal imbalance. By the summer of 1981, Mexico had to declare

that it will default on its $80 billion foreign debt.

Begin stripped of all external �nancing methods, the desperate López Portillo

turned to the banking sector. In order to prevent capital �ight and to acquire needed

�nancial resources, the López Portillo administration nationalized all domestically-

owned banks under the populist pretense of stoping these banks from having �obtained

excessive gains from providing a granted public service,� �having created monopolies

with money from the public,� �providing credit available only to the upper classes.�

Although this event had an element of economic exigency, its populist tone was per-

haps targeting more speci�cally the incoming 1982 Presidential election.36 In addition,

exchange rate and credit controls were imposed amidst rapidly expanding money sup-

36 Max�eld (1992, 76) argued that this symbolic move by the López Portillo administration served
mainly to buy political capital because domestic debt accounted for only very small amount of
government borrowing at that time. Also, see James Nelson Goodsell, �Why Mexico had no
choice but to nationalize banks,� The Christian Science Monitor, September 3rd, 1982.
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ply and a negative real interest rate (ref. Table 5.3) by the Banxico that was now

under extreme political pressure to accommodate the debt-ridden government's need

for cash. Instead of empowering the Banxico to take a more assertive regulatory role in

this crisis to shore up international debtors' con�dence, López Portillo's relationship

between the Banxico at the end of his sexenio was marred by tension. The Banxico

director Gustavo Romero Kolbeck, who was originally appointed by López Portillo in

1976, had to submit resignation in 1982 because of disagreement with the President

over de�cit �nancing and bank seizure. The succeeding Miguel Mancera lasted only

a few months before being replaced by the left-leaning Carlos Tello who immediately

carried out López Portillo's bank nationalization upon assuming his post (Babb, 2001,

128). And even in the anticipation of an incoming default risk and a low oil price, in

the period 1982 to 1983, Mexican peso appreciated enormously against anchored US

Dollar, as seen in Figure 5.12 in the appendix, which may be understood as the PRI

regime's pre-electoral manipulation to boost lower-middle class's purchasing power

for imported goods as a way to shore up the party's declining political support. But

these electorally-oriented monetary policies only exacerbated the severity of Mexico's

pending balance of payment crisis, and a fallout was unavoidable. The last year of

the López Portillo's sexenio ended remarkably similar to that of his predecessor.
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Table 5.5

1982 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 299 65.7 − 299
PAN 1 17.4 54 55
PSUM − 4.3 17 17
PPS − 2.1 11 11
PST − 2.1 10 10
PDM − 1.3 8 8
Others − − −
Total 300 100 400
∗ Party vote (PR) share.
PSUM: Partido Socialista Uni�cado de México.

Under this context, López Portillo chose his Finance Minster Miguel de la Madrid,

a US-trained technocrat, as his successor to run for presidency in which de la Madrid

easily won with 74.3% of the vote (compared to his PAN contender, Pablo Emilio

Madero's 16.8%). The PRI also managed to capture all 64 Senate seats and all but one

of the 300 single-member majority-elected Deputy seats in the 1982 general election

(ref. Table 5.5) despite being discredited by rampant corruption. Notwithstanding

the triumphant victory for the PRI, the party's mismanagement of the economy was

clearly felt by the public: leftist parties (particularly the new PSUM) all improved

their PR vote shares from their previous showings and the low abstention rate of

34.3% had sent a warning shot to the PRI that necessitated political and economic

reforms in the 1980s.

277



5.5 Economic Restructuring and the Rise of the Op-

position under Neoliberalism

de la Madrid, the PRI candidate who promised to �ght political corruption, tackle

the country's economic instability through austerity measures, and establish a more

egalitarian society, took o�ce on December 1st, 1982. The domestic political and

economic context under which de la Madrid assumed o�ce was not much di�erent

from his predecessors, but the changing international economic thinking and Mexico's

urgent need to extract itself from debt crisis provided a strong impetus for a struc-

tural break with the country's past approach toward economic policy-making even

though no meaningful changes had been put into e�ect until the end of the decade.

Figure 5.4

Performance of public expenditure indicators, 1982-1994
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The severe economic downturn and high unemployment rates in the early 1980s

caused by the Federal Reserve's highly contractionary interest rate-based counter-

in�ation monetary policy had led to two important structural shifts in the policy and

trade relationship of leading Western industrialized countries, namely, the US and the

UK, to their trading partners. On the policy side, the Federal Reserve under Paul Vol-

cker's chairmanship had come to the conclusions that a modern central bank should

focus its policy on maintaining macroeconomic stability through the regulation of ag-

gregate money supply instead of functioning as a growth promoter pro�ering �cheap

money policy" at low interest rate, and all other objectives of secondary importance�

such as government �nancing, growth promotion, and employment�should be kept to

a minimum in the central bank's policy-making. On the structural side, the growing

trade de�cit resulting from overvalued US dollar due to high interest rates prompted

the Reagan administration to request its trading partners to undertake a series of eco-

nomic deregulation to re-balance bilateral trade imbalance. Because these thinking

and practices all connote some sort of governmental retreat from the public sphere

(and particularly the economy), echoing the idea of laissez-faire economic liberalism,

together, they were coined by scholars as �neoliberalism" and spread to the rest of

the industrialized and trading economies through their trade relations with the US.

The mounting debt crisis was by all means the �rst and foremost challenge fac-

ing the new de la Madrid administration. The mounting debt crisis washed de la

Madrid's economic policies to the right bank of neoliberalism: stabilization, liberal-

ization, �scal retrenchment, and free-market economy restructuring were highlighted

in response to international lenders' conditionality in order for debt re-negotiation

to proceed. Under this neoliberalist structural reorientation, public expenditures in

all areas were drastically reduced in the �rst four years of de la Madrid administra-

tion. As seen in the left panel of Figure 5.4, public expenditure on general public

services and government subsidies to education, health, social security, and housing
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experienced were on decline until 1986,37 and this caused the share of government

expenditure in GDP to steadily fall until the early 1990s, as captured in the right

panel of Figure 5.4, although these restructuring policies never quite reversed Mex-

ico's declining current account balance, an indicator of a country's overall position on

trade and transfer of income and payment, as the debt problem continued to haunt

Mexico's investment climate and export growth (Sachs, 1989; Bergoeing et al., 2002).

Furthermore, the regime's main policy instrument for courting the campesinos, its

base of political support, was also curtailed. Between 1982 to 1987, the guaranteed

prices of basic grains fell by 30% and government extension of agriculture credit de-

clined by 40% (Ochoa, 2000, 200-14).

This neoliberalist atmosphere also provided an opportunity for the PRI to rap-

proche the private sector and foreign investors. In February 1985, de la Madrid

announced that 237 state-owned enterprises would be liquidated and sold to private

owners, which signaled a reversal of the PRI regime's longstanding approach to the

economy.38 de la Madrid also spearheaded Mexico's trade liberalization. In April

1985, Mexico signed a trade agreement with the US to address disputes involving

export subsidies and countervailing duties; in July of the same year, the de la Madrid

adminstration took further step to signi�cantly reduce tari� and dismantle most non-

tari� trade barriers that laid the foundation for Mexico's eventual accession into the

General Agreement on Tari�s and Trade (GATT); a Mexico-US bilarteral �framework

agreement" was reached in November 1987 to discuss trade issues in key sectors per-

taining to the implementation of GATT. By the end of de la Madrid's presidency, 95%

of Mexican tari� items no longer required import permits and Mexican imports from

the US doubled. These privatization and liberalization policy reforms, however, also

37 Note that the resumption of public expenditure growth after 1985 was because the government
increased public investment in infrastructure projects as part of the post-1985 Mexico City
earthquake recovery and reconstruction programs.

38 Many of these enterprises had been owned by Mexico's private banks until they were national-
ized by the López Portillo administration in September 1982.
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created an object of political contention, which we will see in the following sections.

Another neoliberal change during the de la Madrid administration occurred in the

PRI's internal party structure. de la Madrid formalized decision-making in the hands

of an �economic cabinet" who share the same technocratic background like himself

and the o�ce of economic advisors to the President was headed by the in�uential

economist Leopoldo Solís, the conservative Miguel Mancera was reinstated as the di-

rector of the Banxico, and informal consultation with leaders of the private sector in

areas like commerce and industry had increased (Heredia, 1992). On the contrary,

directors of the erstwhile omnipotent agencies such as energy and mines�agencies

that advocated state intervention in the economy�were excluded from the decision-

making process (Teichman, 1995, 75). The constant need to tackle stabilization and

debt negotiation in this period increased the demand for as well as the weight of

well-trained economist-technocrats in the country's highest economic policy-making

agencies, the Ministry of Finance and the Banxico (Camp, 2002, 215-6).

The replacement of revolutionary-era bureaucrats by younger generation of profes-

sional economist-technocrats in economic decision-making and the neoliberal outlook

of the policy-making environment had made some analysts to conclude that the tran-

sition appears as �the natural transmission of power to one more member of the

�nancial group" because de la Madrid �developed mainly in the ranks of the �nan-

cial sector (of the Mexican government" (Schmidt, 1991, 151) and that a new group

of �scal and monetary policy elites was in the making and whose neoliberal predis-

position was �reinforced by a process of institutional socialization that has created

a homogeneity of views� and such �[C]ohesiveness and attitudinal homogeneity are

further reinforced in the Finance Ministry and the Central Bank by a high level of

personal continuity and a tight network measured by the exchange of personnel� (Te-

ichman, 1995, 73).39 Although there are no direct anecdotal evidences of the Banxico

39 The neoliberal policy orientation exhibited by these economist-technocrats were indoctrinated
by their graduate school training in the US, particular the Economics Department at the Uni-
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given free reign in policy-making, de la Madrid administration's retrenchment policy

did allow the Banxico to pursue contractionary monetary policy as indicated by con-

stant M1 and M2 supply and an increasing real interest rate in the period 1982-1988

shown in Figure 5.5.40 And because of this similarity in policy view between Mexican

economic policy o�cials and international lending institutions, Mexico reduced more

budget de�cit and trade barrier than the World Bank required, and it was able to

secure more non-poverty loans from the World Bank and the World Bank than any

other country.41 This conducive �neoliberalist� environment seemed to create a fa-

vorable condition for the incidence of CBI, much earlier than the theory would have

predicted!

However, the de la Madrid administration's strategies to enhance another pillar

of the PRI's rule, that is, political legitimacy, hampered this prospect. As would

have been anticipated by the monetary �nancing e�ect elucidated in Chapter 3, the

following political reforms undertook by the de la Madrid administration toward

strengthening his party's electoral competitiveness increased the regime's incentive

to manipulate monetary policy and therefore hindered the incidence of CBI reform.

versity of Chicago (the leading institution of �freshwater economics�). Mexican students with
graduate degrees in economics granted by the University of Chicago accounted for 17.9% of
all Mexican students pursuing graduate degrees abroad in economics between 1971 and 1995
(Babb, 2001, 243, Table B.14). Most of them found employment in the Ministry of Finance
and the Banxico. This technocratic esprit de corps was further enhanced by the overlap the
exchange of personnel among top economic policy-making agencies. In Camp's (2002) study,
seventeen individuals had held positions in the Ministry of Finance, the Treasury, and the
Banxico, including three presidents and a presidential candidate in the thirty-year time span
covered by his study (1970-2000), and �ve of the key �gures of the Banxico had held positions
in one of these agencies, including President Zedillo.

40 Pre-1985 M1 and M2 data are calculated from the data (seasonally-adjusted) from Federal
Reserve Bank of St. Louis website and real interest rates were quoted from and calculated by
Suárez (1992).

41 Damian Fraser, �Competing Models of International Lending Activity," Financial Times, 3rd
March, 1992, p.7.
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Figure 5.5

Annual M1, M2, real interest rate, and CPI growth in Mexico,
1982-1994
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First, a proclaimed �zero-tolerance� policy was announced by the de la Madrid

administration to �ght corruption at all levels of government. This move served

temporary political purpose of de�ecting popular discontent toward the regime's mis-

handling of the economy, but achieved virtually nothing in improving the e�ciency of

the political system as most high-pro�le o�enders from the López Portillo regime went

unpunished (Hellman, 1983) and, more fundamentally, because the political system

was still dominated by the PRI because of the political advantages it derived from

the electoral institutions and its control of the government.
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Table 5.6

1985 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 292 68.2 − 292
PAN 8 16.3 30 38
PSUM − 3.4 12 12
PPS − 2.1 11 11
PST − 2.6 12 12
PDM − 2.9 12 12
PARM − 1.7 11 11
PRT − 1.7 6 6
PMT − 1.1 6 6
Others − − − −
Total 300 100 400
∗ Party vote (PR) share.
PRT: Partido Revolucionario de los Trabajadores.
PMT: Partido Mexicano de los Trabajadores.

The second part of de la Madrid's political reforms therefore centered on rejuve-

nating the political system through a constitutional amendment in 1986. The 1985

Chamber of Deputies election again vindicated the inadequacy of the existing electoral

system to address the general population's dissatisfaction with the eroding quality of

life, persistent in�ation, stagnant wages, and high rates of unemployment. The PRI

easily won all but 10 out of 300 single-member majority-elected Deputy seats and all

64 Senate seats (ref. Table 5.6) despite the PAN's strong criticism of the incumbent

PRI's poor handling of the economy and other leftist parties' emphases of the plight

of the working classes under a contracting economy. Worst still, public mood was

beset by rampant electoral fraud and the abstention rate, again, rose to the disap-

pointing 49.5%. Two workers' parties, PRT and PMT, also gained new ground in this

election. A constitutional amendment was thus called for in 1986 to add additional

100 proportional representation seats to the Chamber of Deputies. At �rst glance,

these additional seats were supposed to create greater space for the opposition, but

upon closer scrutiny this reform further squeezed the PR seats the opposition could
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possibly gain in the second round as the new formula gave the PRI access to the

PR deputy seats for the �rst time. Another complementary yet more controversial

revision (the often-termed �governability clause�) awarded the party that have won a

plurality of the vote (with at least 35% of the Chamber of Deputies seats) the right

to control the lower house, which automatically guarantee a PRI majority. Lastly,

a minor technical revision of the electoral law assigned the jurisdiction of recount to

District Committee presidents (which were nominated by the Minister of the Interior)

that ensured recount results would favor the PRI shall disputes arise (Harvey, 1993,

80). de la Madrid's electoral reforms in reality served to enhance the PRI's legislative

control of the Chamber.

Last but certainly not least, de la Madrid began to redistribute administrative

power and �nancial resources among among the federal, state, and municipal levels

of governments in the later years of his sexenio.42 In contrast to recent scholarships

that argued that power-sharing institutions re�ect contemporary levels of democrati-

zation (Norris, 2008) or as a credible commitment to resources-sharing between the

center and the periphery (Boix and Svolik, 2013), the main thrust of de la Madrid's

decentralization reform was aimed at di�using the political pressure brought about by

the economic crisis and the ensuing readjustment as well as the blame placed on the

federal government for its lack of enforcement of building codes leading to the severe

damage in the 1985 Mexico City earthquake. Yet, the reform also introduced PR

rule to municipal elections, which made it easier for the opposition to gain foothold

at local level elections to prepare themselves to eventually challenge the PRI at the

national level. Following the decentralization reform, the second half of the 1980s saw

42 Municipal autonomy was the cornerstone of De la Madrid's decentralization policy. de la Madrid
emphasized that �the change in Article 115 (of the Constitution) are aimed at strengthening
the municipality's �nances, its political autonomy, and all those faculties that somehow have
constantly been absorbed by the states and the federal government" (quoted from Rodriguez
(1997, 74)). de la Madrid also purposefully dealt with the uncontrolled rural migration to the
Mexico City and other urban areas by authoring municipal authorities to regulate such �ow
(Rodriguez, Ibid), this policy had the e�ect of diluting the PRI's low electoral support in urban
areas.
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a �ourishing of opposition challenge at all levels (and particularly the municipal-level)

elections and a full spectrum of electoral manipulations by the PRI, and the most

systematic of which being �scal and monetary manipulation.

The Salinas administration: The onset of democratization and

electoral manipulation

Before I proceed to analyze the electoral politics and economic policy under the suc-

ceeding Salinas administration and their impact on CBI, it may be worthwhile to

brie�y discuss why the essence of electoral competition under the Salinas administra-

tion di�ers from that of his predecessors and its implications for the theory developed

in this study. My analysis in previous sections portrayed the PRI as an electorally

unbeatable political machine�as shown in its overwhelming success in winning single-

member majority-elected seats�despite the party's increasing inability to cope with

the demands of its key constituencies, the campesinos and workers, and a clear so-

cietal dissatisfaction with the regime (as indicated the consistently high abstention

rate and improved PR vote shares for leftist parties). Mexican voters were generally

dissatis�ed with the PRI's rule and corruption, but under a system of biased institu-

tions and macroeconomic manipulation, voters had no choice but voted for the PRI

(Magaloni, 2006). So how would the PRI ever yield to the opposition's electoral chal-

lenge and lose ground to the latter? Previous analysts, for example, Greene (2007),

explained the political dynamics of this process from the perspectives of entry barrier

and resource asymmetry by which changes in electoral rules tilting toward the oppo-

sition (such as a PR system) and less state control of the economy (such as a smaller

public sector) create a fairer level playing �eld for the opposition parties to mount

meaningful electoral challenge to the dominant ruling party. In this respect, electoral

and decentralization reforms during the de la Madrid adminstration in combination
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with the neoliberal structural re-orientation of the economy followed by the Salinas

administration's bank privatization reform had obviously created a fairer political

space for the opposition parties to operate and challenge the PRI. This argument has

important empirical implications for testing the theory developed here. According

to my theory, as the balance of political power tilted toward the citizens, incumbent

authoritarian rulers will have greater incentive to manipulate �scal and monetary

policies to o�set the citizens' growing democratic advantage, which therefore forms

an adverse incentive to suppress CBI. In more unequal countries or countries where

income distribution are deteriorating, we would expect the onset of democratic threat

to reorient incumbent authoritarian rulers'/regimes' �scal and monetary policies to-

ward a more redistributive, expansionary direction.

This was exactly the direction the PRI was reorienting itself to even after the tri-

umph of the new generation of economist-technocrats over the revolutionary políticos

in the internal party split in the run-up to the 1988 Presidential election. The ascen-

dancy of foreign (mainly US)-trained economist-technocrats into the PRI's top posi-

tions had fundamentally altered the ideological orientation and public policies of the

regime. While these economist-technocrats' neoliberal belief and policy prescriptions

were considered particularly suited as the cure for the country's persistent in�ation

and balance of payment crisis at that time, they were in con�ict with the PRI's tra-

ditional ideological commitment to redistributive justice. As it became clear that an-

other US-trained economist, Carlos Salinas de Gortari, would become de la Madrid's

successor, many high-ranking PRI old guards (particularly the �Democratic Current�

(Corriente Democrática)) were mi�ed at this choice and switched their support for

Cuauhtémoc Cárdenas (who was an active member of the Democratic Current), the

son of the revered revolutionary �gure and late President, Lázaro Cárdenas. Once

Cárdenas made it clear about his intention to run for president in 1987, he received

strong support from a number of leftist parties, civil organizations (that became ac-
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tive after the 1985 earthquake), and other members of the PRI, together they formed

a coalition, Frente Democrático Nacional (FDN), and nominated Cárdenas as their

presidential candidate for the upcoming Presidential election. Cárdenas's entering

into the Presidential bid thus tapped into the widespread popular discontent with

the PRI that had been brewing in the last decade, and this former PRI member's

candidacy posed the most serious threat to the PRI so far in its six decades' political

dominance.43

Carrying his father's �brand name� as the guardian of the rural poor, Cuauhtémoc

Cárdenas had a strong electoral appeal to the campesinos in the countryside, and the

endorsement from the predominantly leftist FDN further extended Cárdenas's in�u-

ence to urban workers, the constituency that the PRI never excelled at attracting.

Cárdenas' campaign theme of highlighting the declining standard of living of most

Mexicans and asking for a moratorium on interest payments to foreign creditor stroke

a chord with these two constituencies who saw their real income worsened under de

la Madrid's stabilization program in the period 1982 to 1988 (cf. Figure 5.10). And

Cárdenas was also right in playing his campaign along this issue dimension. The May

1988 Gallup (IMOP S.A.) survey analyzed by Domínguez and McCann (1996) shows

that respondents were profoundly concerned about in�ation, declining standard of

living, and unemployment and for those who were pessimistic about the new course

that the de la Madrid administration had charted (i.e., neoliberalism), they ranked

Cárdenas as their �rst choice candidate. On the other hand, the business-friendly

PAN out�anked the PRI from the right by nominating a popular leading �gure of

the business community, Manuel Clouthier, as their presidential candidate. With

this pincer attack from both ends of the political spectrum and an unfavorable eco-

43 This internal PRI party split shared a striking resemblance to Taiwan's KMT party's factional
in�ghting in the early 1990s, which resulted in the split of the KMT and the formation of
the New Party, although the issues for the split (debates over national identity and Taiwan's
political status) are very much di�erent from that motivated the PRI's internal split but are
consistent with empirical implications (i.e., the low political salience of economic inequality) of
the underlying theory developed here. I will cover that in the next chapter.
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nomic condition (Mexico's lingering debt overhang problem and the falling oil price

(cf. Figure 5.11)) that constrained the PRI from employing expansionary �scal and

monetary policies to sway the election outcome, it was dawn on the PRI's leadership

that regime change at the ballot box may become a real possibility.44

Nevertheless, the PRI had decidedly determined that it would not simply leave

its political survival to fate. Instead, it mounted one of the most egregious acts

of electoral fraud in contemporary authoritarian elections. On election night, the

computerized vote tabulation system was mysteriously shut down as Cárdenas was

leading PRI's Salinas in voting, but when the system restored, Salinas had captured

the lead and was declared the o�cial winner with 51% of vote trailed by Cárdenas's

31.10% and Clouthier's 16.8%).45 As mysterious as it may seem, this election was the

�rst time in its 59 years' history that the PRI �won� the election in such controver-

sial way and �narrow� margin, which had enlivened many Mexican citizens with the

impression that they could have voted the PRI out of power.

44 Referring back to the theoretical model, this means pA is su�ciently reduced.
45 In an interview with the New York Times in 2004, sixteen years after the election, de la Madrid

admitted that the election had been rigged by the PRI and all ballots of that election were
burnt afterward to remove all evidences of the fraud. See Ginger Thompson, �Ex-President in
Mexico Casts New Light on Rigged 1988 Election," The New York Times, 9th March, 2004.
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Table 5.7

1988 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total

PRI 233 51.0 27 260

PAN 38 18.0 63 101

FDN 29 31.0 110 139

Others − − − −

Total 300 200 500

∗ Party vote (PR) share.

FDN was a coalition of PSP, PARM, PMS, and Partido del Frente Cardenista de Reconstruccion Nacional

(PFCRN), and several small leftist parties.

Even though Cárdenas regretfully failed to dethrone the PRI from o�ce, the elec-

tion result electri�ed the opposition. Table 5.7 lists the breakdown of the result of

1988 Chamber of Deputes election, the breakdown suggests that the addition of 100

more PR seats was important in helping the opposition balancing the PRI's advan-

tage in single-member district contest, after combining the PAN's and the FDN's seat

shares,46 the PRI only managed to secure a weak majority in the Chamber, taking

account of the fact that this disappointing majority party status was blessed by high

abstention rate of over 50% (cf. Table 5.16) despite a widespread dissatisfaction with

the PRI's rule. For example, a post-election survey study by McCann and Domínguez

(1998) showed that the perception of the PRI's rampant electoral fraud and corrup-

tion was negatively associated with respondents' electoral turnout (which potentially

reduced the opposition parties' actual vote share) because of the strong suspicion

over �the way people vote is the main thing that decides how things are run.� Upon

closer scrutiny, the election result was even more encouraging for the opposition, the

46 For example, the PRI was able to win 60 out of the 64 Senate seats despite its unpopularity.
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FDN, as expected, performed well in most large cities where balloting was closely

monitored, a PAN candidate also landed the governorship of the wealthy state of

Baja California in the following gubernatorial election in 1989, all these underscored

the growing strength and in�uence of the opposition parties.

Figure 5.6

Performance of key monetary policy indicators, January to August
1988
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The PRI's desperateness to remain in o�ce under the dual threat of opposition

challenge and IMF-imposed austerity conditionalities was also found in its mone-

tary policy carried out by the regime's neoliberal policy makers. In this kind of

regime-threatening situation, one would expect the PRI to employ pre-electoral �scal

and monetary manipulation�that is, {λ, g(πCB)}�to sway election outcome. But as

Figure 5.4 and 5.5 and previous discussion have shown, the Mexican state's public

expenditure and monetary policy were in austerity mode between 1983 and 1988 by
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IMF conditionalities and the unfavorable economic condition further limited the PRI

regime's ability to employ these policy instruments for electoral manipulation. As

seen in panel (b) of Figure 5.4, only general social services exhibited marked increase

among various components of social spending. On the surface, this neoliberal policy

behavior appeared to support Hyde and O'Mahony's (2010) hypothesis that illiberal

regimes are less likely to employ pre-electoral �scal manipulation when they are sub-

ject to international economic scrutiny, such as IMF conditionality. But upon closer

inspection, the observed �scal and monetary policy behaviors of the PRI regime are

not only consistent with Hyde and O'Mahony's hypothesis but also lend empirical

support to my theoretical argument at micro-level when it is evaluated at higher lev-

els of economic inequality and under weak CBI. As seen in Figure 5.12, at the end of

de la Madrid's sexenio when Mexico's economy was still in recession, Mexican peso

actually appreciated against US Dollar by 65% in the year 1987-1988; a stronger peso

subsidized Mexican citizens' declining purchasing power and reduced tari�s for US

imports augmented the e�ect of this policy subsidy by promoting demand for US

imports. In 1988 alone, imports into Mexico from all sources increased by 55% from

previous year and among them, over 80% of US imports entered into Mexico at a

duty rate between 0 to 5% (Domínguez and McCann, 1996, 55-6). We then look at

monthly movement of key monetary policy indicators prior to the July election in

Figure 5.6, Banxico's M1 supply jumped in the month of May and stayed above M2

(which includes saving/deposit component, an indication of low interest rate) until the

end of July despite the steady decline of CPI, re�ecting a loose pre-electoral money

supply decision by the Banxico with the timing perfectly aligned with the date of

election.47 To be sure, these observed monetary policies of the Banxico do not consti-

47 Recall the expression in the theoretical model, ϕ[πCB − π], the rate of M1 supply (πCB) above
CPI (π) increased real in�ation ϕ and reduced output growth (note that πCB carries a negative
sign). It is not surprised that Mexico was reported to having a relatively mild nominal in�ation
but high real in�ation and lower per capita output growth in 1988 (Federal Reserve Bank of
Dallas, 2011).
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tute a direct causal evidence of government intervention in monetary policy-making,

but their pre-electoral non-market pattern (given the strong neoliberal predisposi-

tion exhibited by both the executive and the Banxico) does suggest the existence of

the monetary �nancing mechanism hypothesized by my theory, underscoring why a

non-fully legally independent central bank may matter for the authoritarian regimes.

But this institutional preference may soon change as the perceived democratic threat

increased.

Neopopulist Response to Neoliberalist Reform: The Salinas

administration

Amid ongoing controversy about the election outcome, Salinas sworn into o�ce on

December 1st, 1988. The tasks ahead of him were the un�nished neoliberal reform

and the rising challenge from the oppositions both inside and outside the PRI.48 To

this, Salinas introduced a wide array of economic and political reforms aimed at pre-

serving the PRI's continuing rule of Mexico.

On the economic sphere, Salinas embarked on furthering his predecessor's neolib-

eral economic reform project but incorporate some elements to strengthen the party's

crumbling political support. First, public expenditure allocated to health, education,

and social security continued to decline with only expenditure on general public ser-

vices and housing marked signi�cant increases in the �rst half of Salinas's sexenio

48 The political backdrop (and timing) characterized the beginning of Salinas's presidency strik-
ingly resembles those of the Lee Teng-Hui administration in Taiwan, the case that will be
analyzed in the next chapter. Both presidents assumed o�ce in 1988 and faced internal dissent
and external opposition challenge. The main di�erence being that though both were able to co-
ordinate with the main opposition parties at that time (PAN (Mexico), DPP (Taiwan)) to push
for political democratization, but the alliances were of di�erent nature: for Mexico, the alliance
was formed along left-right ideological line and centered on neoliberal economic restructuring,
in Taiwan, the alliance was formed along Mainlander-Taiwanese/nationality identity line. This
provides additional empirical support to the theory because redistributive con�ict was not a
salient motivating cause to the political and economic reforms implemented in the process of
Taiwan's democratic transition.
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(cf. Figure 5.4), but overall, the Salinas administration was able to maintain a tight

control over government spending.

The Salinas administration also continued the neoliberal momentum of de-nationalization,

�nancial deregulation ,and trade liberalization to please the country's sorely needed

foreign capital.49 Salinas sold o� hundreds of state-owned companies to private in-

vestors and liquidated hundred thousand unionized jobs to further reduce public sec-

tor in the economy (Lustig, 1998), he also appropriated some of the proceeds on

infrastructure and social services. The banking sector that was once nationalized at

the end of López Portillo administration was re-privatized through a constitutional

reform in 1991 that embarked one of the largest privatization processes in the history

Mexico because of the transaction amount and the e�ects it had on private agents�

con�dence. Article 28 of the Constitution had to be amended to allow for the par-

ticipation of private investors in bank services and lending and Article 123 was also

amended to adapt banking operation to a private regime. Notwithstanding the pro-

business aura emitted by Salinas, at the time of 1991 bank privatization there was

little reason to believe that the government would not expropriate the banks again

as it had done repeatedly in the past. The government therefore had to structure

the domestic bidders' incentive by assuring them that they were purchasing secure

oligopolies backed by the new Banking Law and that they were subject to limited

foreign competition (especially from US and Canadian �rms), which shielded the

banking sector from external �nancial volatility and allowed the state to retain some

control over private banks' money supply.50 A total of 18 banks were privatized in

49 In an interview with Multinational Monitor in 1991, Cuauhtémoc Cárdenas said, �The Mexican
government wanted to sign a trade agreement as soon as possible because it thought that a
trade agreement would make foreign investment come to Mexico. This government of Salinas
was desperately looking for investment and was implementing several measures in an attempt
to attract this investment. Privatization of state companies, privatization of the banks very
recently and the announcement of this new trade agreement with the United States were all
measures to attract foreign investment which had not come to Mexico.�

50 It also provided that US and Canadian banks could not purchase a controlling interest in any
Mexican bank whose market share exceeded 1.5% and that the total market share under their
control could not exceed 8%. The Mexican government also guaranteed bidders that the still
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four waves between 1991 and 1992, bringing a revenue of $12.4 billion to the Mexican

government; the sale, however, was not accompanied by the latest accounting stan-

dards which would have lowered the market value of the banks,51 which sowed the

seed of the 1994 economic crisis.

Salinas's commitment to reduce budget de�cit and trade barriers paid him hand-

somely. Mexico's current account balance improved during the Salinas administration

(as shown in Figure 5.4. As a recognition of Salinas's e�orts, Mexico was also rewarded

with the Brady Plan in 1989, a US-led multilateral initiative to reduce Mexico's debt

principal totalling $11 billions plus interests pledged by the IMF, the World Bank,

the US and Japan, along with other foreign creditors. This international recogni-

tion of Mexico's austerity e�orts facilitated the signing of NAFTA as this would be

the logical next step to permanently lock in Mexican economy to its most important

sources of foreign investment and trading partners � in line with Salinas' campaign

promise of building a market-driven economy that would eventually place Mexico in

the rank of industrialized market economies. In 1992 NAFTA was approved by the

legislatures and took e�ect on January 1st, 1994.

As the Salinas administration made it clear of its intention to steer Mexican econ-

omy toward the neoliberalist free-market path, one might expect Salinas to turn his

reformist muscle to making the Banxico more autonomous because this would embel-

lish his pro-market reform agenda with additional binding institutional check on the

government's commitment to �scal and monetary disciplines. However, as the follow-

ing analysis shows, the incentive to revitalize the PRI's declining electoral strength

to counter the mounting democratic threat from the opposition prevented this issue

from manifesting in the Salinas administration's reform agenda, at least not until

under negotiated North America Free Trade Agreement (NAFTA, which would be put into
e�ect in 1994) would limit foreign banks' ownership of a Mexican bank to under 30%.

51 According to Haber (2005), this sale produced an average (weighted) bid-to-book ratio of 3.04,
much higher than the ratio of US bank mergers during the 1980s (≈ 1.89). This high ratio
implies a high premium for the seller (the Mexican government); inversely, this high premium
also entails bidders expected they will enjoy monopoly for an extended period.
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1994.

Treading the same neoliberalist reform approach, Salinas parted way with his

predecessor by recognizing that these reforms would disproportionately harm the

largest segment of the country's population and also the regime's base of support, the

campesinos. To soften the impact of neoliberal reform on this marginalized group and

also to revive the PRI's political support in the countryside, the Salinas administra-

tion introduced the so-called PRONASOL (National Solidarity Program (Programa

Nacional de Solidaridad)), a government-sponsored public service and infrastructure

program, to address rural communities' basic needs, such as paved roads, basic health

care, drinking water and sewage systems (which has been describedas �the heart of the

PRONASOL� (Bailey and Boone, 1994)).52 This program was designated to extend

government assistance to some of the poorest in Mexican society, but its distribution

was controlled by the head of the SARH (Ministry of Agriculture), who was also

a member of the regional PRI party machine, in the local irrigation district. This

characteristic made the PRONASOL highly discretionary and often became a direct

clientelistic vote-buying instrument: the applicant of PRONASOL project, usually

the head of ejido, would have to deliver votes in his/her district to the PRI or that

the granted project may face cancelation.53 The PRONASOL also changed the way

the Mexican state delivered food aid to the poor. The STA shifted its policy from

granting tortilla coupons to the poor to giving tortillas directly to them through the

tortivales program, and there were often accusations that PRONASOL sta�s asked

poor families their party a�liation and voting preferences as the criterion to determine

their eligibility for food aid (Ochoa, 2000, 212). A companion PROCAMPO program

was also launched to encourage, through subsidies, the campesinos to switch from

52 For a detailed list of the items covered by PRONASOL, see (Rodriguez, 1997, 79-81).
53 The account of Luis Higareda, a comisariado ejidal and PRD leader in Cerrito Cotijaran, was

a case in point, he was asked to deliver 100% vote for the PRI in the 1991 congressional
elections, when he failed to do so, his PRONASOL project was suspended. URL http://

era.anthropology.ac.uk/Era_Resources/Era/Peasants/mexcase17.html (Date accessed:
March 17, 2015).

296

http://era.anthropology.ac.uk/Era_Resources/Era/Peasants/mexcase17.html
http://era.anthropology.ac.uk/Era_Resources/Era/Peasants/mexcase17.html


maize production to other crops that would command better prices, but the program

also faced similar charges by the opposition. Finally, as part of the ongoing privati-

zation and liberalization process, the Salinas administration amended Article 27 of

the Constitution in 1991 to legalize the selling of ejido land and allowing campesinos

to put up their land as collateral for a loan, paving the way for increased private

ownership of land and foreign investment in the countryside but also worsening in-

come distribution. But Salinas intentionally the labor market untouched, fearing this

would alienate the electoral support of the PRI (IDB, 1997).

Like his predecessor, Salinas centered his political reform on decentralization and

electoral reforms. As Salinas asserted early in his presidency, �[W]hen you are in-

troducing strong economic reform, you must make sure that you build the political

consensus around it� (de Gortari, 1991). Salinas pledged greater redistribution of

political and economic power to local governments by the slogan �Descentralizar es

democratizar" (To decentralize is to democratize). Ironically enough, underneath

Salinas's drive to empowering local governments was the PRI's attempt to enhance

direct linkage between the federal government and local communities in a more direct,

discretionary way through, most notably, the aforementioned PRONASOL program

(Rodriguez, 1997, 76-82). Following the 1991 constitutional amendment, Salinas con-

solidated the Secretary of Public Security (SPP) and Secretary for Social Development

(SEDUE) into the Ministry of Social Development (SEDESOL) in 1992 and had it

fully in change of the PRONASOL program. Salinas appointed Luis Donaldo Colo-

sio (then president of the PRI) as head of the SEDESOL and Luis Donaldo Colosio

(then chairman of PRI National Executive Committee) as the director of PRONA-

SOL. By these arrangements, Salinas, or, more appropriately, the PRI, was able to

bypass state governors and municipal presidents (some of which had been controlled

by opposition parties) and allocate funding directly to local communities in a partisan

way, and special emphasis was placed grass-roots social mobilization (Kaufman and

297



Trejo, 1997). Both the extent of and the reach of the PRONASOL were wide-ranging.

At the end of Salinas's sexenio, federal �nancing for PRONASOL grew from US$500

million in 1989 to US$2.2 billion in 1993, resulting in more than 10.5 million people

being incorporated into institutionalized health services, over fourteen thousands ru-

ral communities across 30 states received electricity and drinking water, and millions

of kilometers of highways and rural roads built, moreover, the PRONASOL had deliv-

ered about 750,000 property titles to urban squatter settlements, the PRI's electoral

weak spots. In so far as the PRI was able to allocate PRONASOL fund strategi-

cally to targeted constituencies, the PRONASOL ceased to be a non-discriminatory

poverty alleviation program.54

Another aspect of Salinas's political reform was electoral system. As it became

clear the opposition and the Mexican people were unlikely to tolerate a replay of

the theatrical 1988 election, Salinas introduced in 1990 a new voter registry system,

the COFIPE, with tamper-proof identi�cation cards and two independent electoral

institutions, the Federal Electoral Institute (IFE) and the Federal Electoral Tribunal

(TRIFE) to monitor and adjudicate election disputes. Under the COFIPE, the infa-

mous �governability clause" was revised to award the majority status for the Chamber

of Deputies to the party that wins the most votes in single-member majority-vote dis-

tricts. Although most opposition parties welcomed the creation of the two electoral

institutions, they saw the revised governability clause as a brazen attempt by the

PRI to ensure its majority status because no other party, at that time, could possibly

54 The PRONASOL was employed as selective, rather than a non-discriminative, populist policy
aimed at strengthening the PRI's political support in targeted population, hence, the term
�neopopulist solution to neoliberal problem" coined by Dresser (1991). Dresser (1991, 2) eval-
uated the regime-enhancing e�ect of the PRONASOL program favorably, �sheds light on why
hegemonic parties like the PRI can survive even when threatened by powerful alternative or-
ganization, and why the party has appraently been able to revive after a period of crisis and
declne. PRONASOL is a containment strategy devised to provide the PRI with breathing space
to reform itself marginally, while squeezing out the opposition." The same tone was also found
in Morton (2013, 124) in Morton argued that PRONASOL �was crucial to maintaining the
lagging e�ect of the PRI's minimal hegemony because it provided the political conditions for
sustaining the neoliberal accumulation strategy" (Italics mine).
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win more seats than the PRI in single-member majority-vote districts. Nevertheless,

the shrewd Salinas was able to co-opt the PAN�being the second largest party and

shared the PRI's current neoliberalist free-market thinking�to obtain the necessary

two-third majority to do this.

Yet, Salinas also parted way with all his predecessors by acting quickly to deal

with detractors within the PRI. Salinas awarded some dissents with important cabi-

net and bureaucratic posts but staunchly expelled those who refused his o�ers. When

Cárdenas was o�cially struck from the PRI's party roster and formed the PRD, the

Democratic Current and many top labor leaders a�liated under the PRI followed

him, and during Salinas' sexenio, more PRI state governors and local government

administrators �resigned" prematurely than under any other presidents since 1940.

Table 5.8

1991 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 290 61.5 30 320
PAN 10 17.7 79 89
PRD − 8.3 41 41
PPS − 1.8 12 12
PARM − 2.2 15 15
PFCRN − 4.4 23 23
Others − − − −
Total 300 200 500
∗ Party vote (PR) share.
PRD: Partido de la Revolución Democrática, a center-left party formed in 1989 by Cárdenas and members of
the former Democratic Current of the PRI.

The 1991 general election result shown in Table 5.8 somehow vindicated that

Salinas's co-optationist reform strategy may have worked, but not to the extent of

reversing the PRI's declining hegemonic strength. The PRI made some improvement

in its Chamber seat share from last election in spite of the PRD's centering its cam-

paign on redistributive justice and corruption, it also retained 61 out of 64 Senate

seats followed by the PRD's 2 seats and PRI's 1 seat. The PRI's electoral showing
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in the countryside also improved although it still had little success in attracting the

political support of urban workers.

In spite of the PRI's political recovery in the 1991 election, the general anti-

incumbent sentiment was still perceptible and had �translated into continued pressure

for democratic transition in the 1990s" (Weintraub and Baer, 1992) and the election

was beset with alleged fraud and irregularities in the voting procedure.

Under this atmosphere, a second round of reforms was enacted in 1993 to greatly

expand power-sharing between the PRI and the opposition. First, the size of the Sen-

ate was increased to 128 seats and guaranteed the opposition a minimum of 25% of

the seats. Secondly, the governability clause of the Chamber of Deputies was amended

again to restrict any party from holding more than 60% of the seats so that no party

would be able to unilaterally amend the constitution.

Figure 5.7

Social Spending per capital, 1988-2000
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The prospect of the PRI's electoral recovery was not unquestionable, however.

Thanks to a renewal of economic growth in the early 1990s, the appreciating Peso

relative to the Dollar, temporary spike in oil price (cf. Figure 5.11, also, see Morrison

(2011)), and a generous development loan from the World Bank,55 the Salinas admin-

istration was able to �nance these extensive pro-poor public spending programs with-

out having to request credits from the Banxico whose monetary policy-making was

strictly under the IMF-dictated austerity guideline. Figure 5.7 shows a positive trend

in Mexico's annual social spending per capita (adjusted by US-Peso exchange rate)

during the entire Salinas's term. But once these favorable conditions disappeared, the

PRI's ability to manipulate public policies to o�set the opposition's political power

would be weakened. Unbeknownst to Salinas, a �nancial and currency crisis was in

the making that would put an abrupt end to his sexenio and raised the exigency of

CBI reform in the PRI's reform agenda.

The next section discusses the origins of the 1994 crisis and the subsequent CBI

reform and analyzes why the reform would matter to the PRI from the perspective

of the theoretical model developed in Chapter 2 and 3.

5.6 The 1993 Central Bank Reform

Precursor to the 1993 CBI reform: Political and Economic ori-

gins

Over the course of �ve years, Salinas had complete the hard task of dual transition.

The Mexican economy was in much sounder footing than a decade ago, the economy

enjoyed a healthy growth, its foreign debt was under control and current account

55 The World Bank lent PRONASOL $350 million to improve rural service provision, see Campbell
and Freedheim (1994).
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balance (an indicator of trade position) improved. With respect to political reform,

Salinas built a strategic alliance with the PAN to pursue its neoliberal reform agenda

and the PRI seemed to have regained its electoral strength. To quote from Gíl Díaz

and Carstens (1997, 167), �[b]y the end of 1993, all pieces of the jigsaw puzzle seemed

to be falling in place.�

Despite this widely recognized achievement, a parallel development that often

went underappreciated in the academic literature was the changing relationship be-

tween the PRI and the business communities. Originally branded itself as the only

legitimate advocate of the country's popular classes while maintaining a belligerent

approach toward the private sector throughout much of the last four decades, the

PRI, realizing that it would need the support of the private business in order to put

the country's economy back on track, began to respond more positively to the lat-

ter's demands. The signing of the tripartite �solidarity pact" among the government,

business, and labor in 1987 to control prices and wage and the resumption of private

investment beginning in the de la Madrid administration (Lustig, 1998) could be seen

as formal seal of approval of the new, more cooperative state-business relationship

(Kaufman, Bazdresch and Heredia, 1994). If it was de la Madrid who bore the politi-

cal burden of popular sector backlash against his rapprochement with private business

(Heredia, 1992), as vindicated by the 1988 election result, Salinas was the man who

capitalized on this newfound alliance to deepen neoliberal reform that de la Madrid

had set in motion.

Not only did Salinas' privatization reforms and the signing of NAFTA were the

PRI regime's response to the pent-up demands from the business communities, the

business communities were also the bene�ciary to pocket the economic fruits of these

neoliberal reforms. The �nancial sector (the sector that did not contributed much

to employment and real income growth), in particular, experienced fantastic growth

following the bank re-privatization in 1991. The internationalization of government
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debt led to dramatic expansion of money market and the growth of �nancial sector

(Max�eld, 1993; Valdés Ugalde, 1994), the ratio of monetary aggregate M4 to GDP

grew from 35.7% in 1991 from over 52.8% in 1994 at its peak while the ratio of gov-

ernment debt to GDP dropped from 37.2% in 1991 to 21.6% in 1994.56 Note that

because of the restriction on foreign ownership purposefully stipulated by the new

banking law, domestic banks enjoyed near monopoly over the banking industry, the

lack of banking supervision tacitly permitted by the government (Haber, 2005)�a

loophole that was originally used to entice bidders due to the PRI regime's credi-

bility de�cit�even enabled them to reap abnormal levels of returns than those of

comparably sized economies (Gruber and Welch, 1996).57 In the years 1991 to 1994,

Mexican Stock index (Bolsa Mexicana de Valores, BMV) grew by 450% in real terms,

the average yield in the BMV was 48& in 1993, and the capital gain in Dollar terms

was more than 10 times.58

Furthermore, the restriction on foreign ownership apparently did not cause foreign

investment to lose interests in this emerging market; in fact, the growth in �nancial

sector in this period was largely driven by the penetration of foreign investment.

While foreign capitalization of the Mexican stock market stood at 11% in 1991, by

1993, this �gure had reached over 22%. In 1992, Mexico also captured over 40% of

American Depository Receipts (ADRs) issued through SEC Rule 144A, more than

three times the amount of Taiwan (Kessler, 1999, 104), its nearest competitor and

another country case in this study.

56 Data from Banco de México and Secretaría de Hacienda y Crédito Público spreadsheets, cal-
culated by the author.

57 For example, Banks did not need to provide consolidated �nancial reports until 1995.
58 Courtesy of Merrill-Lynch Wealth Management.
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Table 5.9

Composition of Export, 1991-1994

Year 1991 1992 1993 1994 1995 1996 1997 1998
Agriculture 2372 2112 2505 2678 4016 3592 3828 3797
% (5.56) (4.57) (4.83) (4.42) (5.05) (3.74) (3.47) (3.23)
Manufacturing 32307 36168 42500 51075 67383 81014 95565 106550
% (75.68) (78.29) (81.91) (84.31) (84.71) (84.39) (86.54) (90.71)
Extractive industries 7812 7776 6764 6994 7875 11192 10840 6865
% (18.30) (16.83) (13.04) (11.54) (9.90) (11.66) (9.82) (5.84)
Total 42688 46196 51886 60582 79542 96000 110431 117460
Source: INEGI

Table 5.10

Import and Export, 1991-1999

Year Import (% GDP) Growth rate (%) Export (% GDP) Growth rate (%)
1991 19.27 15.18 16.36 5.07
1992 20.27 19.62 15.24 4.98
1993 19.13 1.86 15.22 8.09
1994 21.65 21.25 16.83 17.8
1995 27.75 -15.04 30.42 30.17
1996 30.07 22.88 32.18 18.23
1997 30.42 22.8 30.37 10.81
1998 33.21 14.2 31.25 9.72
1999 31.8 13.3 30.6 16.4

Source: Martinez-Vazque and Chen (1999, 28-9)

Another sector that gained signi�cant growth and in�uence was the export sector.

As a result of the de la Madrid and Salinas administration's intention to reduce the

size of public sector in the economy (especially the reliance on oil export) and trade

liberalization. While the share of oil in export earnings declined from 19.13% in 1991

to 12.23% in 1994 (Martinez-Vazque and Chen, 1999, 29), non-oil exports made up

this slab. Table 5.9 and 5.10 show that in the period 1991 to 1998 export and particu-

larly export of manufacturing products grew at an annual rate of 13.47% and 18.75%,

respectively. And companies that bene�ted the most were, unsurprisingly, large-scale

corporations who were better-equipped to reorient their production toward export
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market (Heredia, 1992). In November 1991, the government further abolished foreign

exchange surrender requirements and related exchange control measures, a move that

was welcomed by the export industries as this increased their retained export earn-

ings.

The upshot of this type of private sector expansion was the concentration of wealth

in a handful of economic conglomerates (grupos). By 1992, Mexico's ten largest pri-

vate economic groups generated 56% of total sales, mobilized 61% of total assets,

and represented 53.7% of employment (Boylan, 2001a, 148-9). And because the sheer

amount of wealth commanded by these grupos, they were also played an important

role in acquiring liquidated state-owned companies and banks during the privatization

process. The surge of the export industries and their need for credits also spur the

expansion of domestic credit market and the growth of commercial banking industry

(many of which were owned by the same grupos that dominated the export indus-

tries). From December 1988 to November 1994, credit from local commercial banks to

the private sector rose by 227% in real term, or about 25% per year (Gil-Díaz, 1998).

This phenomenon further accelerated the concentration of wealth in the neoliberal

reform era.

On the other hand, the PRI regime's traditional constituencies, the campesinos

and the laborers employed in ISI industries, became the �losers� of these neoliberal re-

forms. The campesinos saw the prices of their agriculture products being driven down

by the large in�ows of cheap US and Canadian imports; the light industries that once

�ourished in the �rst-stage ISI now su�ered from output and wage stagnation, and

by the early 1990s, their growth potential was thought to have exhausted (Pastor and

Wise, 1997, 436). As a result of their declining shares in the economy, the interests of

these sectors were increasingly marginalized in the government's policy-making and

yielded to the grupos who controlled the more dynamic �nancial and export indus-

tries.
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Although there were abundant anecdotal evidences suggesting the personal-level

connection between the regulatory o�cials (who were PRI members) and leaders of

private business associations were instrumental in forging this state-business policy

alliance and translating the export and �nancial sectors' wealth into political power

to in�uence the state's economic policy-making in favor of the interest of private

business (Heredia, 1992), the main motivating force behind this state-business pol-

icy alliance remains that, irrespective of incumbent PRI rulers' ideological belief or

personal network, the regime recognized that in order to escape from the perpetual

macroeconomic instability that almost brought down the regime in 1988 election, it

would need to cooperate with the business communities although the regime appeared

to have never given up its populist approach toward its traditional constituencies.59

In short, because of the newly formed state-business alliance pattern, the PRI in-

creasingly would have to heed the interest of the business communities (especially

the export and �nancial sectors) in its policy-making and institutional reforms.

Interesting enough, this changing state-business relations, albeit implicit, was

clearly perceptible by the public. In a 1986 New York Times Mexico Survey which

asked �[D]o you lean toward the right, the center, or the left in most matters?� re-

spondents not only had no problem placing themselves along the left-right political

spectrum but also correctly placed the PRI, PAN, and other named political parties

at the positions connoted by their observed policy platforms (Domínguez and Mc-

Cann, 1996, 90-1). 63% of the respondents who placed themselves as leaning toward

the right preferred the PRI to other parties, while the PRI was only slightly more

preferable (26%) by �leftist" respondents.60 The supposedly populist center-left PRI

had now been perceived as a party of the �right.�

59 According to Heredia (1992), de la Madrid, for example, described himself as �neoliberal devel-
opmentalist" who still believed the necessity of state intervention in economic development.

60 The percent was 20% for the PAN and 19% for other parties.
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The Incidence of Incomplete CBI reform

Having laid out the political logic and economic foundation of this new state-business

alliance in the neoliberal reform era, I will discuss the motivations behind the Salinas

administration's drive to strengthen the autonomy of the Banxico in 1993, partic-

ularly with regard to the timing and the extent of this reform. According to the

empirical implications of my theory, incumbent authoritarian rulers tend to imple-

ment CBI reform to insulate monetary policy from their democratic successors when

the loss of political power is imminent and in circumstances when they perceive their

democratic successors' public policy preferences will diverge sharply from their own,

such as in a highly unequal economic context. Did Mexico's 1993 central bank reform

�t this theoretical prediction?

My analysis in previous section has sketched out the propitious macroeconomic

and political environment for the incidence of CBI, in fact, much favorable than dur-

ing the de la Madrid era. This had made Finance Minister Pedro Aspe to comment

that the economy was �in condition for an autonomous central bank,� and that to

delegate the task of money creation to this autonomous agency would establish �an

institutional counterweight to the rest of the public agencies in which there are con-

tinual demands to increase spending� (Boylan, 2001a, 151).

The announcement was hailed as an rea�rmation of the Salinas administration

commitment to the course of neoliberal economic restructuring and the new state-

business alliance at least for four reasons. First and foremost, an independent central

bank helped to mitigate the risk of bank nationalization that had haunted the business

communities in the past, although the state certainly had a broad range of instruments

to carry out a de facto expropriation, such as tax rate and reserve requirements, such

risk would be reduced under an autonomous central bank that refuses to carry out

these policies. Secondly, a central bank with policy-making autonomy could counter
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in�ationary e�ect induced by the government's ex post incentive to in�ate the econ-

omy. Third, an autonomous central bank signals credibility in maintaining exchange

rate stability. Finally and because of these aforementioned reasons, an autonomous

central bank allays foreign investors' concerns for investment risks and therefore helps

to attract foreign investment. These reasons, as stylized as they may seem, are of

considerable importance to the rising export and �nancial sectors' investment and

employment decisions. It was just natural that Aspe's proposal was especially wel-

comed by the peak business organization, the Business Coordinating Council (Consejo

de Coordinadores Económicos, CCE) whose members came predominantly from the

banking industries, insurance corporations, and the grupos (Boylan, 2001a, 15). In

sum, CBI reform, as an integral part of the neoliberal reform package, was something

the business communities had been expecting for a long time.

But why 1993? The 1988 election had demonstrated the PRI's worst nightmare

that the party could actually be voted out of o�ce and the declining electoral support

among the campesinos and urban working classes was the price that the PRI paid

for its neoliberal reform. The PRONASOL program was exactly the Salinas admin-

istration's response to this threat, but the 1991 election result appeared not to have

substantially reversed this declining trend, while the electoral threat from the PAN

and the PRD persisted. Although greater democratic opening was furthered by the

1991 and 1993 electoral reforms, this still could not mollify the society's deep mis-

giving about the PRI's legitimacy to rule. On November 28th, 1993, when Salinas's

choice for the PRI presidential nomination, Luis Donaldo Colosio, for next August's

Presidential election became public, protest broke out in the state of Yucatán as PRI

local party machine allegedly shut down power supply to steal the results of state

and local elections. The state's PRI governor, Dulce María Saurí, immediately re-

signed and accused Salinas of meddling, and the victorious PRI mayoral candidate for

Méria, Orlando Paredes Lara, also relinquished his victory in order to maintain peace.
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Salinas's setback also came from his own party, the �rst runner-up who failed to get

Salinas's destape, Mexico City mayor Manuel Camacho, called a televised press con-

ference to announce his disappointment and resignation. The opposition's continued

electoral challenge and the PRI's internal schism made a repeat of the 1988 elector

melodrama in 1994 highly likely, and with the rising popularity of the center-left PRD

led by the charismatic Cárdenas, a rollback of the existing course of neoliberal reform

can be anticipated should the PRD come to power.

It was under this premonition, despite a good economic fundamental, that Aspe

announced the central bank reform proposal in may 1993, 18 months before the out-

break of the peso crisis, following a year's secretive studies of CBI reforms of other

countries (particularly that of the recently democratized Chile) and inter-agency con-

sultation.61 As this proposal would require a constitutional amendment, it was sub-

mitted to both chambers for approval one week later and was approved, along with

corresponding constitutional clauses, by wide majority in August of that year.62

Like many contemporary central bank legislative reforms at that time (Hicks,

2004), the new Banxico Law sought to enhance the legal status of the Banxico in

relation to other agencies and highlight the priority of price stability in the Banxico's

policy operation, which are found in the following sentences, �[T]he Central Bank

shall be a legal entity subject to public law, autonomous in nature� (Article 1), �no

authority may order the Banco de México to grant �nancing, by credit of any sort or

through the acquisition of assets� (Constitution of the United Mexican States, Article

28), and �its primary objective shall be to seek the stability of the purchasing power

of said currency" (Article 2).�

These new rules seemed to mark important improvement over the 1985 Banxico

61 According to Boylan (2001a, 171), the former president of the Banco de Chile, Andrés Bianchi,
spent two months in Mexico as an informal adviser to the Mexican government.

62 It was passed with 385-17 in favor with the Chamber of Deputies and 62-2 in favor with the
Senate. The �yes" votes in both chambers were proportional to the PRI's and PAN's seat
shares shown in Table 5.8, this observation is supported by Boylan, �this initiative also won the
support of the right-wing PAN" (Boylan, 2001a, 172).
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Law because not only was its autonomous status enshrined in the new law and the

constitution, the new rules also prohibited government agencies to request direct �-

nancing from the Banxico. However, my analysis in Chapter 2 and 3 also suggested

there is another monetary �nancing mechanism at work that will serve to decrease

incumbent authoritarian rulers' preference for CBI even if they were under demo-

cratic threat, because authoritarian rulers/regimes' are, by nature, political survival-

maximizing. Because the economic fundamental at that time was good and the PRI's

incumbency status, the PRI ruling apparatus may still be optimistic about the 1994

election and willing to take the risk (in terms of η, the parameter measuring author-

itarian group's utility loss by way of the di�erence between having and not having

implemented CBI refom) to engage in opportunistic pre-electoral �scal and monetary

policy manipulation. With less than a year left prior to the 1994 election, the PRI

would prefer to legislate a new CBI law that strengthen the Banxico's institutional

autonomy but also not too constraining on the government's �scal policy-making and

�nancing. At below I evaluate the degree of autonomy and the Banxico's government

�nancing obligation implied by this new legislation along the �limitations on lending

to the government� and �policy formulation� dimension of Cukierman's (1992) CBI

index.

As expected, the upshot of the 1993 reform was exactly a weighted solution of the

institutional insulation and monetary �nancing e�ect. In the area of government �-

nancing limitation, Article 11 of the new Banxico law actually permitted the Banxico

to �nance the government via indirect means through acquiring government paper.

While this requirement is quite common in contemporary central bank laws in order

to allow central banks to engage in OMO, the �amount� allowed are usually very

restrictive, such as stipulated in �xed cash limit. But in the Mexican case, the stated

limit in Article 12 on the Banxico's �nancing was expressed as �1.5% of government

expenditures,� which implicitly implied that were the government to increase its an-
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nual expenditure, the Banxico would be legally required to increase its lending to

the government proportional to the size of government expenditure. Although this

provision came with a compensating mechanism that authorized the Banxico to issue

debt for the amount of debtor balance exceeding the stipulated 1.5% limit in order

to avoid a direction monetization of �scal de�cit, Article 12 also allowed this rule

to be waived under �extraordinary circumstances.� These rules preserved the leeway

for the government to �nance its prospective �scal spending needs, which turned out

to be useful when the government was embroiled in a serious economy crisis in the

middle of the election a year later.

With respect to the power of policy formulation, Article 2 clearly speci�ed price

stability as the Banxico's policy priority and the objective of its monetary policy-

making, which was an improvement from the 1985 version of the same article that

obliged the Banxico to implement policy �in accordance with the directives of credit

and monetary policy indicated by the Minister of Finance.�63 Without having to

follow the Finance Ministry's directives, the Banxico's policy-making autonomy had

increased. However, the rules governing decision-making of the new �foreign exchange

commission" established under Article 21 privileged the policy preference of the Min-

ister of Finance by requiring all resolutions to obtain at least one favorable vote from

the him/her and allowing him/her to have the decisive vote should deadlock arise. To

be sure, in most countries, the exchange rate decisions usually rest with the Finance

Ministry or the Treasury, but because the exchange rate regime adopted by Mexico

at that time was a crawling peg regime, which is essentially a �xed exchange rate

system with bands by which the peso's rate of depreciation against the dollar was

lower than the di�erential between the two countries' in�ation rates. Under a �xed

or crawling peg exchange rate regime, the Banxico's money supply and reserve poli-

63 Notice that in the 1985 version of this article, �monetary policy� sat within the Finance Minis-
ter's authority.
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cies must follow exchange rate movement and it's autonomy was therefore limited.64

In addition, there was no explicit rules stipulating con�ict resolution mechanism be-

tween the Banxico and other agencies, which makes the Banxico susceptible to the

backdoor in�uence from the executive, not to mention the underlying authoritarian

political environment.

Finally, the sequence of the executive's and the Banxico's policy report also con-

strained the Banxico's autonomy in policy formulation. Even though the Banxico was

allowed to decide monetary policy target independent of the executive's �scal policy,

its annual economic policy report was published after that of the government in fact

put an implicit constraint on the Banxico's monetary policy autonomy. As Debelle

and Fischer's (1994) formal analysis has clari�ed, when the second mover (the central

bank) takes into account the �scal policy of the �rst mover (the government) when

making its monetary policy, the equilibrium money supply and in�ation rates tend to

be higher than a conservative central bank's ideal point. The fact that the exchange

rate was set by the Ministry of Finance and that the Banxico's policy reform followed

that of the government implies that the Banxio did not have what Debelle and Fischer

called �goal independence� over its monetary policy-making.

Irrespective of these potential government �nancing channels opened by the new

Banxico Law that allowed the incumbent PRI Presidents to �nance its public policies

for political gain, Salinas also made use of appointment power endowed to him by the

new law to appoint a conservative central bank board consistent with his neoliberal

policy preference as a preemptive measure against the possible scenario of a PRD

victory in the upcoming election.

64 For example, from April to October 1994, the Banxico held dollar backing equal to 100% of its
monetary base. This was one reason why many analysts at that time were still con�dent about
the status of peso (The World Bank, 1997, 35), as we will see in the next section.
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Adjudicating competing mechanisms: The 1994 Presidential

election and peso crisis

As the 1994 Presidential race began to heat up, problems inherent in Mexico's �nan-

cial system surfaced in late 1993.

The crawling-peg regime adopted in the late 1980s as part of the Salinas admin-

istration's e�orts to promote productive e�ciency and low in�ation pushed up real

exchange rate, and together with trade liberalization begun in the late 1980s, brought

greater international competition but discouraged domestic producers of tradeable

products from raising their prices. The nontradeable producers (whose products of-

ten became the inputs of tradeable producers), on the contrary, were less sensitive to

such pressure. When nontradeables prices increased, they imposed a squeeze between

the costs to and selling prices of tradeable goods producers. This squeeze fueled

tradeable producers' thirst for credits but brought another problem on the lenders'

side: it widened the spread between banks interest rates on loans and their cost of

funds.65 The high interest rates prevailed in this period also had an external cause

because in order to maintain the Banxico's dollar reserves to defend the exchange

rate and to create capital in�ows that would o�set the out�ows of funds to buy im-

ports, the Banxico held interest rates relatively high, as seen in Figure 5.5. These

high market and o�cial interest rates later made it more di�cult for borrowers to

repay their typically variable-rate loans and fueled the pending crisis (Gruber and

McComb, 1997, 25).

In part because of the unsatiated demand for credit and also with lax reporting

and supervisory standards tolerated by the government, total real bank lending dou-

bled injust three years (1991�94) in way akin to the sub-prime mortgage-trigger 2008

65 For example, according to IMF International Financial Statistics, from 1988 through 1993,
the real cost of funds in Mexico was 9.2% per year, as compared to 4.8% in the US. The
monopoly of domestic �rms in the banking industries, as mentioned earlier, also contributed to
this abnormally high interest rate-in�ation rate spread.
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�nancial crisis because housing loans grew at an even faster rate. From December

1991 to December 1994 real lending for housing and real estate nearly tripled and

much of which was non-performing, and the principal value and past due interest of

those non-performing loans were continually rolled over into �rediscounts" category

(which were not recorded in banks' portfolios, (Haber, 2005, 2337-8)). Worst still,

this snowballing non-performing loans resulted from overlending was not matched

by a corresponding growth in deposits. Between 1993 and 1995, loans outstripped

deposits by roughly 20%, and the di�erence was funded through high interest rate

inter-bank lending, predominantly from foreign banks denominated in foreign cur-

rency. According to Haber's (2005) estimate, taking into account of non-performing

and restructured loans, in December 1996 the non-performance ratio of total loans

would have already stood at 52.6%. A collapse of the banking system was almost

imminent.

As early as 1993, the signs that the peso was overvalued began to emerge in policy

discussion (Dornbusch, 1993; Williamson, 1993) and lending behaviors: many Mexi-

can �rms, including banks, began to sign debt contracts denominated in dollars and

news of depositors hurried to withdraw their funds and convert them to dollars be-

came more frequent. As it became clear that the government would soon free-�oat

the peso, the crisis erupted.

This bad news arrived at a very untimely moment. When Salinas and the PRI were

busily dealing with internal rift over presidential candidate nominee, the Zapatista

uprising broke out on January 1st, 1994, the day when the NAFTA went into e�ect.

Despite its media savvy leader's skillful use of mass media to advertise the group's

causes, mainly land reform and improving the campesinos' living standard, the re-

belion was soon crushed by the Mexican Army and a partial cease �re was reached.

However, the Zapatista uprising had profound impact on the 1994 election because

not only did the insurgency casted doubt, once again, on the PRI's ability and legiti-
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macy to govern, but also the Zapatistas attributed Mexican poor's declining standard

of living to the internationalization brought by NAFTA. In their August convention,

the Zapatistas even urged Mexican voters to boycott the right-leaning PRI and PAN.

Another shock arrived when Salinas's heir apparent, Luis Donaldo Colosio, was

assassinated while campaigning in the city of Tijuana. The investigation was incon-

clusive and had led many Mexicans to suspect that some high-ranking PRI members,

including the Salinas himself, had been o�ended by Colosio's more congenial approach

toward the opposition and his planned reforms and therefore plotted the assassina-

tion.66 While the mystery still stood, Salinas appointed Ernesto Zedillo, Colosio's

campaign manager, as the PRI's replacement presidential candidate.

A previously unknown economist-technocrat with a Yale Ph.D. degree in eco-

nomics, Zedillo managed to dispel public suspicion on his lack of experience by directly

appealing to voters on the basis of his youth (he was 42 years old at the time of the

election) and his willingness to tackle the country's pressing social and political issues,

namely the need for law and order and the desire for further democratization. Zedillo

also capitalized on the PRI's image as the only �state party� that could guarantee

stability (a common campaign practice favored by many contemporary competitive

authoritarian regimes) and ran on Salinas's credential on the economy, warning the

voters that the prosperity that last decade of neoliberal reform had helped to built

would vanish were a party other than the PRI to take o�ce. Building on these cre-

dentials, Zedillo, now the PRI's �architect of a modern Mexico� promised to bring

meaningful changes to Mexico (Domínguez and McCann, 1996, 185-6).

Realizing from the 1988 election that many would-be supporters shared the same

zeal of unseating the PRI, the more experienced Cárdenas centered his 1994 cam-

paign on the single goal of defeating the PRI. Cárdenas took a neutral stance on the

NAFTA issue and even praised the new legally independent Banco de México, but

66 Anthony DePalma, �The Slain Man Who Haunts Mexico," The New York Times, 2nd August,
1997.
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devoted much of his e�ort toward forging a grand coalition of small parties to deliver

the votes necessary to defeat the PRI.67

The PAN, on the other hand, nominated its congressional leader, Diego Fernán-

dez de Cevallos, as presidential candidate who emphasized the PAN's demonstrated

competency in running state governments and many municipal governments and the

party's quali�cation to govern Mexico if elected. He also constantly reminded voters

the PRI's repeated manipulation of electoral fraud and encouraged voters to turn out

and vote.

The 1994 election became, just like the previous election, a three-way contest with

two opposition parties vowed to take down the ruling PRI.

The PRI, of course, was undeterred. In the run-up to the August election, Mex-

ico's social spending per capita (ref. Figure 5.7) increased dramatically thanks in part

to the overvalued peso and also with Salinas' end-of-sexenio spending spree. In the

year 1994-1995, Mexico current account de�cit jumped to 7% of its GDP (approxi-

mately 15.4 billion USD), as shown in Figure 5.4. In order to �nance this increased

�scal spending, the Treasury began to issue �tesobonos," a type of short-term peso-

denominated treasury bill with a guaranteed repayment denominated in dollars, a

sign of high default risk!

Under a crawling-peg regime, the Banxico was obliged to maintain a high interest

rate (ref. Figure 5.5) to prop up the overvalued peso which, as in 1982, promoted the

consumption of import and widened trade de�cit. Instead, the Banxico, under the

new central bank law, began to purchase treasury bills to expand its monetary base

to support the government's �scal spending and to avoid economic contraction in the

election year, but this contradicted the Banxico's objective of defending the exchange

rate peg (Miller, 2000). Foreign investors soon recognized this contradictory policy

behaviors and capital �ight ensued (Lustig, 1995). By the end of December 1994, the

67 This included Foro Democrático, a PAN breakaway.
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Banxico had depleted its dollar reserve and a collapse of the exchange rate peg was

almost certain.

To the PRI's surprise, Zedillo won the 1994 presidential election with a deci-

sive victory, capturing 48.69% of the vote against Cárdenas's 16.59% and Cevallos's

25.92%. On the congressional election, the PRI saved its skin by taking 95 out of

128 Senate seats and even being able to retain exactly three-�fth of the seats in the

Chamber of Deputies. Although charges of electoral fraud by the opposition parties

abound,68 many observers (including the Institute of Federal Election (IFE)) con-

ceded that the 1994 election was by far the fairest election ever conducted under the

PRI's rule (Domínguez and McCann, 1996, 198-201), this election also had the lowest

abstention rate in twenty years.

Table 5.11

1994 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 277 50.3 23 300
PAN 18 18 101 119
PRD 5 16.7 66 71
PT − 2.7 10 10
PFCRN − 1.1 − 0
PARM − 0.9 − 0
PPS − 0.7 − 0
PDM − 0.4 − 0
Others − − − −
Total 300 200 500
∗ Party vote (PR) share.
PT: Partido del Trabajo (Labor Party).

Some observers attributed this election result to voters' penchant for policy con-

tinuity, for fear that a change of government would alter the rosy picture of current

Mexican economy. Zedillo's �stability" card seemed to strike a chord with majority

68 Many electoral observers argued that the PRI intentionally manufactured a higher than 50%
majority in order to give itself some sort of legitimacy. Note that the PR vote shares of the
three major parties are almost identical to their respective vote shares in 1991 election.
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Mexican voters. But the brewing currency crisis soon handicapped this unexpected

new PRI President. On December 20th, 1994, the newly inaugurated Zedillo an-

nounced the Banxico would devalue the peso by 13-15%, and in two days, a sovereign

default was unavoidable because the Banxico found it unable to repay the dollar-

denominated tesobonos with its now much weakened pesos. The Banxico free-�oated

the peso on December 22nd. From December 1994 to November 1995, the peso

depreciated by more than 50% with Mexican GDP falling over 6%, the most severe

recession in over a decade.69 The Mexico Stock Marker index (IPC) fell by half in just

�ve months, which is shown in Figure 5.8. The erstwhile vibrant �nancial and export

sector bore much of the impact of the stock market crash. The �nancial sector, in

particular, contracted by nearly 50%. Because of the high interest rate maintained in

the pre-crisis years, many Mexicans individual borrowers and �rms went bankrupted,

unemployment rose and poverty levels skyrocketed, and the hyperin�ation driven by

the sharp depreciation of peso reduced real wages down to their 1980 levels.

Besieged by crisis, the Zedillo administration had no choice but to accept bailout

packages o�ered by international lending institutions on the strict conditionality that

Mexico tightened its �scal and monetary policy. At the outset of Zedillo's sexenio,

the PRI regime's two most important policy instruments to strengthen its declining

political support were severely capped by international scrutiny.

Yet, even crisis of such irreparable extent did not impel the newly inaugurated

Zedillo to initiate a new round of CBI reform as part of a larger reform package to

please international creditors and the now despaired Mexican citizens because, in line

with the theoretical model, Zedillo's victory ensured that the PRI's political survival

for another six years, which rendered CBI reform unnecessary. On the contrary, hav-

ing realized the party's new predicament engendered by the peso crisis, we would

also expect the PRI to initiate another CBI reform when the opposition's electoral

69 Carstens and Werner (1999) provided a very detailed account of the Banxico's response and
the performance of key macroeconomic indicators in this crisis.
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strength increased or as the end of Zedillo's sexenio was drawing near, which we shall

see in the next section.

Figure 5.8

Mexico Stock Index, April 1994 to October 1995

 

5.7 The Defeat of the PRI and the failed insulation

attempt

As it became clear that previous birdcage electoral reforms and the PRI's constant use

of electoral fraud could no longer placate the dissatis�ed Mexican voters and that the

regime's image of the �state party� most capable of managing the economy had been

tarnished by the economic crisis, Zedillo initiated, true to his campaign promises, a

series of meaningful political reforms to level the uneven electoral level playing �eld.

On January 17, 1995, Zedillo reached a tentative agreement with all the politi-

cal parties on national political reform, Acuerdo Político Nacional, which were later

presented to the Chamber of Deputies for approval in April 1996, resulting in 27

constitutional amendments and 80 legal reforms. The �rst and most crucial aspect
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of this reform package was the strengthening of electoral adjudication institutions,

including the IFE (which would be chaired by a non-partisan citizen elected director

and with more participation of civilian members) and the independence of the federal

electoral court (TEPJF). The second aspect concerns extending this power-sharing

institutional framework down to the state levels, which required all 32 states to mod-

ify their constitutions and local electoral laws to replicate the federal electoral system.

This leveled the conditions of electoral competition and improved the reliability of the

electoral system in local elections. Third, the constitutional reform instituted public

funding of political parties and de�ned a formula to distribute the public resources

among political parties: 30% would be allocated equally to all parties, the remaining

70% would be distributed proportional to each party's last election showing. In addi-

tion, the reform also established that the mayor of the Mexico City and the head of

each of the city's 16 sub-territorial units (delegaciones) would be elected by popular

vote. This new rule created a possible scenario (as well as a symbolic meaning) that

the PRI could lose administrative control of the capital city, despite it still controlled

the federal government (de Sierra, 2014). Finally, Zedillo also instituted an internal

primary system to replace the PRI's personalistic successor appointment tradition

(i.e., the destape), a move that distanced himself from the party's old guards.

On the aspect of administrative reform, Zedillo followed his predecessors' lead by

transferring more administrative power and resources to state governments, which

further reduced the federal government's capacity to mobilizing resources and admin-

istering policies toward tackling the evermore serious poverty and income inequality

problems. By 1997, the social policy of the federal government was limited to a small

targeted food program, covering only 10% of those living in extreme poverty (Trejo

and Jones, 1998, 96). The strong clientelistic link between the PRI and grassroot

households established by the PRONASOL program had been severed.

The electoral impact of this power-sharing reform was almost immediate, as shown
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in the Table 5.12, the election was the �rst time the PRI failed to gain an absolute

Chamber of Deputies majority, although it still largely controlled the Senate (77 seats

out of a total of 128), while the center-left PRD and the pro-business PAN all made

dramatic improvement, receiving over 50% of the vote and commanding more seats in

total than the PRI. The PRD's Cárdenas even scored a symbolic victory being elected

the newly-created post of Head of Government in the Federal District. A Cárdenas's

victory in 2000 and a change of government now looks like a real possibility.

Table 5.12

1994 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 164 39.1 74 238
PAN 20 26.6 56 126
PRD 65 25.7 56 121
PT 1 2.6 6 7
PVEM 0 3.8 6 6
Others 2 0.5 − 2
Total 300 200 500
∗ Party vote (PR) share.
PVEM: Partido Verde Ecologista de México (Green Party).

Under a strict international lender conditionality, there was little room for �scal

and monetary policy maneuver. As plotted in Figure 5.9, in the period 1995 to 2000,

the Banxico maintained a rather stable monetary aggregate, the M1 and M2 growth

rates simply chased the movement of in�ation rate.70 It would be hard for the Banx-

ico to �nance the government electorally-induced spending programs again under the

now much harsher macroeconomic environment and international scrutiny.

Yet, the new electoral environment also made it hard for the PRI to resort to

institutional insulation as its last line of defense against a possible PRD's leftist re-

70 The fact that M1 and M2 growth rates were higher than usual was because Mexico adopted
in�ation-targeting regime after the 1994 crisis to counter in�ation (Carstens and Werner, 1999).
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Figure 5.9

Annual M1, M2, real interest rate, and CPI growth in Mexico,
1995-2000
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orientation of economic policy should the latter prevail in the 2000 election. In 1998,

after a long consultation with the banking community and senior economic o�cials,

Zedillo acted in a desperate manner to submit a central bank reform proposal to the

Chamber of Deputies to contain the opposition's reach and the threat it might pose

to market reform (Starr, 1999, 38). The 1998 reform proposal included not only a list

of Zedillo's appointees as the Banxico's board member and the Banxico's exclusive

control of exchange rate policy, but also the recommendation to enhance the Banx-

ico's oversight of the banking system. If approved, this reform package would have

wrest the Banxico from the executive control of elected politicians, regardless of their

ideological hue, and put the country's still fragile banking sector under professional

bankers' control. However, this reform proposal appeared to be untenable because

the PRI no longer commanded a majority in the Chamber. In the face of many

PRI members' refusal to recognize their now diminished status in the Chamber, the
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four opposition parties coordinated a boycott to deprive the PRI of its control of the

Chamber. And even Zedillo himself was repudiated by PRI's internal dissent on his

reform plans in early 1996, for fear that this would harm the party's interests. Some

PRI activists further agreed to end the party's tacit cooperation with the PAN since

the late 1980s and vowed to return to the party's traditional, populist-based policy

approach. The legislative deadlock and PRI's in�ghting dashed Zedillo's last ditch

e�ort of insulating monetary policy-making from democratic control.

Table 5.13

2000 Presidential election result

Vicente Fox Francisco Labastida Cuauhtémoc Cárdenas
A�liation (Alliance for Change) (PRI) (Alliance for Mexico)
Vote share (%) 42.52 36.11 16.64

Table 5.14

2000 Chamber of Deputies election result

Party Elected by majority vote Vote share∗ (%) Party deputies Total
PRI 131 36.55 80 211
Alliance for Change 141 36.88 80 221
Alliance for Mexico 28 18.59 40 68
Others − 3.98 − −
Total 300 200 500
∗ Party vote (PR) share.

Table 5.15

2000 Senate election result

Party (PRI) (Alliance for Change) (Alliance for Mexico) Other
Seats 51 60 16 1

What had long been anticipated by the PRI eventually crystalized in the 2000

election. The election, again, was a three-way contest of the PRI taking on two
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broad-based coalitions, the �Alliance for Change� led by PAN's Presidential candi-

date Vicente Fox and the �Alliance for Mexico� led by PRD's Cárdenas. The disaster

of 1994 economic crisis was clearly devastating on the PRI, not only did the PRI con-

tinued to fail to win the support of the urban working classes (who su�ered heavily

in the 1994 crisis in terms of reduced real wages and unemployment), the PRI's ne-

oliberal reform partner, the business communities and private sector employees, also

switched their support to the Vicente Fox's PAN (Klesner, 2001). As shown in Table

5.13 and 6.19, this three-way contest produced a right-leaning non-PRI President, the

outcome also generated a non-PRI dominated Senate and Chamber of Deputies for

the �rst time in seven decades (ref. Table 5.15 and 6.19). As a result, Mexico entered

into a new era of democratic rule without completely insulated central bank.

5.8 Conclusion

The Mexican case analyzed in the preceding sections tells the story of how a politi-

cal survival-maximizing dominant party of populist origin changed its public policy

approach over time, evolving from a state-led developmentalist mode of stabilizing

growth to extremely redistributive public policy-making in the 1970s, then dramat-

ically altered its view on the state's role in economic development in the neoliberal

era in relation to the change in (1) domestic economic inequality, and (2) the degree

of democratic threat. The most observable indicator of this longitudinal change in

public policy lied with the PRI regime's relation with the Banxico.

The usefulness of the theoretical model developed and formalized in Chapter 2 and

3 is to explain the incidence of CBI reform and its absence as a function of economic

inequality and perceived democratic threat. For example, in the populist era when

the PRI was absolutely dominant in the political sphere, the Banxico was obliged to
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�nance government pro-poor spending programs through credit expansion and OMO,

the Banxico's policy-making autonomy was severely limited. Yet, in the neoliberal

era when the favorable external condition would have facilitated the incidence of CBI,

my theory predict that the onset of democratization encouraged by de la Madrid's

and Salinas's electoral reforms would suppress incumbent rulers' preference for CBI

in order to �nance their pro-poor public spending aimed at o�setting the opposition's

democratic threat, particularly in highly unequal countries like Mexico where redis-

tribution was constantly a salient political issue. The PRONASOL program and the

Banxico's monetary policy performance in this period were empirical implications of

the monetary �nancing e�ect of democratization.

On the other hand, the �partial� nature (Boylan, 2001a) of the 1993 legislative

reform of the Banxico and the failed attempt of introducing much stronger CBI re-

form proposal in 1998 lend empirical evidence to the institutional insulation e�ect

and its interaction with the negatively-signed monetary �nancing e�ect suggested by

my theory: the 1993 reform being partial was because while democratic threat was

present, the political survival-maximizing PRI may still wish to retain some discretion

over monetary policy to sway the upcoming Presidential election in its favor, but as it

became clear in the 1997 election that a Cárdenas victory and a leftist reorientation

of economic policy could became a real possibility, given the worsening standard of

living after the 1994 crisis, Zedillo acted resolutely to engineer a stronger version of

CBI reform package to wrench monetary power from his democratic successors de-

spite he had already missed his best opportunity.

The Mexican case is also well-suited to assess the empirical implications of the

two theoretical parameters, the population's true anti-authoritarian bias (υ, as an

indicator for the degree of democratic threat) and the level of economic inequality

(θ). For much of the PRI's seven decades' rule, electoral politics was characterized by

voter apathy and fraud, no legally existed opposition parties constituted real political
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threat to the PRI and the PRI therefore continued to exert political in�uence on the

Banxico's monetary policy-making. Even the favorable CBI environment induced by

the ascendancy of US-trained economist-technocrats in the PRI's top positions, the

improving state-business relationship, and international di�usion of neoliberal eco-

nomic policy norms in the 1980s were insu�cient to promote the incidence of CBI

reform, the Salinas administration, despite its adherence of the course of neoliberal

economic reform, even turned to neopopulist PRONASOL program to revitalize the

PRI's weakening political support in the countryside in the context of widening eco-

nomic inequality (θ). It took a series of opposition-empowering electoral reforms and

subsequent elections for the PRI to realize the true degree of democratic threat (υ)

they were up against. The 1991 election raised the PRI's caution against the op-

position's electoral strength, which led to the 1993 CBI reform aimed at enhancing

the Banxico's statutory autonomy although the Banxico's monetary policy autonomy

was partially constrained by the skillful manipulation of clauses and the crawling-peg

regime to preserve the government's ability to request direct �nancing from the Banx-

ico, an implication of the �monetary �nancing e�ect.� The result of the 1997 election,

the fairest election with the lowest abstention rate since the founding of the PRI

thanks to the greater power-sharing electoral reform introduced by Zedillo,71 sent a

clear signal of an imminent democratic threat and motivated a much stronger CBI re-

form proposal by President Zedillo himself although time was no longer on the PRI's

side.

Critics might question the validity of this democratization-induced explanation

for the incidence of CBI and argue that the 1993 CBI reform was actually part of the

Salinas adminstration's larger neoliberal reform agenda toward building a free market

71 In this way, the electoral reform helped the Zedillo administration to identify the true level
of υ and infer its probability of electoral victory in future election, pA = φ

(
λg(πCB)− υ

)
,

because the government's ability to manipulate �scal and monetary policy {λg(πCB), πCB}
were severely constrained by �scal retrenchment and the adoption of �oating exchange rate
regime after the 1994 crisis, it was dawn on the PRI that it would likely to lose the 2000
election, given the strong anti-authoritarian bias (υ) they observed in the 1997 election.
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compatible with Mexico's NAFTA trading partners but not an as institutional insu-

lation strategy against rising democratic threat. While it may be true that the timing

of this reform was so close to the launching of NAFTA and thus the 1993 reform could

be seen as a NAFTA-conforming institutional reform, but from the perspectives of

trade and price stability, the new Banxico Law and the Banxico's observed exchange

and interest rate policies were contradictory to the stated goals of export promotion

and price stability (CBO, 2003). A year after the NAFTA went into e�ect, Mexico's

exports to the US declined while its imports from the US increased as a result of over-

valued peso; in the presence of an overvalued peso-dollar exchange rate, the Banxico

maintained a high interest rate but issued low-yield tesobonos to underwrite the gov-

ernment's pending budget de�cit in the run-up to the 1994 election. Pre-electoral

monetary policy manipulation by the incumbent Salinas administration was clearly

present.72 Had it not been for the indirect �nancing mechanism and exchange rate

arrangement speci�cally instituted in the 1993 Banxico reform package, the Banxico

would not have maintained such contradictory pre-electoral monetary policy. Instead,

in the 1998 reform proposal presented by Zedillo, these arrangements were removed

and the Banxico's supervision over the banking sector was emphasized as the PRI

regime realized that their hold of political power was coming to an end and there was

no longer the need to preserve the channel for �scal �nancing. By locating the timing

of realized and attempted reforms in the context of changing economic conditions and

political balance of power, my analysis in this chapter holds that democratic threat

was more important than economic crisis (or more speci�cally, hyperin�ation)�a ri-

val mechanism highlighted by much of existing literature�in explaining the timing

and the outcome of CBI reform even when the underlying economic conditions suggest

72 In his memoir, Salinas blamed Zedillo's December 22nd decision to devalue the peso as a
mistake that triggered the 1994 economic crisis. It was reported that Zedillo requested Salinas
to reverse existing monetary policy prior to the August election to repair the damage before
he assumed o�ce, but Salinas did not for this would hurt the PRI at the poll. See Anthony
DePalma, �Disgraced Mexican Is Back, With Accusations of His Own,� The New York Times,
8th October, 2000.
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that CBI reforms should have occurred in the early years of de la Madrid's sexenio

or, alternatively, in the aftermath of the 1994 peso crisis.

But why were the PRI and its new private sector coalition partner so wary of a

possible Cárdenas/PRD takeover? Originally founded as a center-left populist regime,

the PRI itself had engaged in extensive expansionary and redistributive public policy

programs in the past, during the populist era (1970-1982) these policies were exploited

to the extreme that brought Mexico into economic crisis. While the neoliberal re-

forms advocated by de la Madrid and Salinas helped to transform Mexico's economic

structure in important way, the persistent income distribution and poverty problems

continued to exert adverse in�uence on the country's �scal and monetary disciplines

through the allure of populist policy solutions. The PRI regime recognized this struc-

tural problem, but the incentive to manipulate macroeconomic policies for electoral

gain�keeping pace with the opposition's growing electoral prowess�continued to pull

Mexico's economy toward a destabilizing, in�ationary path. A future democratic rule

by Cárdenas/PRD would thus imply the continuation of and perhaps more destabi-

lizing course of economic policy-making. It was only when the loss of political power

was almost certain did the incumbent PRI ruler, Zedillo, determine to insulate mon-

etary policy completely from executive control.

My analysis of the Mexican case also illustrates how the high political salience

of redistributive politics�embodied in the PRI regime's persistent attempt to tackle

economic inequality with expansionary public policies�could exert a negative e�ect

on the alleged positive link between democratization and CBI but promote the inci-

dence of CBI reform as the degree of democratic threat increased. This �nding also

makes us wonder if the two mechanisms hypothesized by my theory would produce

di�erent CBI outcome in countries where the fault line of politics do not cut across

class or income level. For this, I turn to the case study of Taiwan in the next chapter.
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Appendix

Income inequality in Mexico, 1958-2000

Figure 5.10

Income inequality as measured by Gini coefficient, 1955-2000
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Crude Oil Price

Figure 5.11

Historical Crude Oil prices, 1955-2000
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Abstention Rate

Table 5.16

Abstention rates at
national-level elections:

1961-2000

Year Rate (%) Year Rate (%)

1961 31.7 1982* 34.3

1964* 33.4 1985 49.5

1967 37.7 1988* 50.57

1970* 35.8 1991 51

1973 39.7 1994* 34

1976* 38.0 1997 33

1979 50.7 2000* 27.5

Note: ∗ indicates Presidential election.

Source: Federal Electoral Commission, IFE (for data

after 1990).
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Changing party identi�cation of aligned and non-aligned voters

in elections

Table 5.17

Party preference of aligned and non-aligned voters in elections,
1958-1973

PRI PAN

Year Aligned (%) Non-aligned (%) N Aligned (%) Non-aligned (%) N

1958* 90.1 88.9 54 9.9 11.1 81

1964* 86.2 85.9 78 13.8 14.1 239

1967 85.1 73.2 41 14.9 26.8 141

1970* 85.1 61.4 8 14.9 38.6 114

1973 73.0 51.5 33 27.0 49.5 215

Note: ∗ indicates Presidential election.

Source: Reproduced from Domínguez (2014, 535).

Exchange rate volatility (USD to MXN)
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Figure 5.12

Exchange rate volatility of Mexican peso, 1976 to 2000
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Chapter 6

Taiwan: Price stability,

democratization, and early statutory

independence of the central bank

6.1 Introduction

On September 8th, 2014, Fai-nan Perng, governor of the Central Bank of the Republic

of China (hereafter, CBC), received his 11th �A" rating by the Global Finance maga-

zine for the world's top central bankers,1 a credit that is widely hailed by politicians

of all major parties as well as the market in recognition of Perng' ability to steer mon-

etary policy toward maintaining price stability amidst prolonged global recession and

the quantitative easing (QE) by the US Federal Reserve (Fed). This coronation, in

fact, serves more to underline Perng's role as a continuation to, rather than a skillful

manager of, Taiwan's monetary policy-making whose essence may be captured in one

sentence, that is, price stability.

Similar to the history of political development of many developing countries, Tai-

wan's political authority also faced the inherent trade-o� between stability and growth

in monetary policy-making along its endeavor toward building a modern industrial-

1 Global Finance, Sep. 8th, 2014. Global Finance Grades The World�s Top Central Bankers
2014 (Accessed Sep. 9th, 2014).
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ized state during which the lender of the last resort (i.e., the central bank) is often

shouldered with the dual task of being the primary �nancier to state development

as well as gatekeeper of growth (Max�eld, 1997) to tame the in�ationary impact

of this sort of direct �nancing; yet, what distinguishes Taiwan's monetary policy-

making from the rest of the developing world is its persistent preference for price

stability. Indeed, this policy preference owes its political origin to the near regime-

toppling consequence of Chinese Civil War that dramatically shaped the ruling KMT

regime's subsequent development strategy in Taiwan and, as most relevant to this

study, its perception of monetary policy-making and the institutional status of the

central bank in the gradually more competitive domestic political environment. Un-

der authoritarian political setting, the central bank and its monetary policies often

have to serve incumbent rulers' political survival need. Notwithstanding a signi�cant

increase in the proportion of public spending in total government expenditure and

the growing budget de�cit from the early 90s onward,2 keeping pace with the island

country's heated electoral politics after the ruling KMT party opened gubernatorial

and national-level legislative and executive o�ces (including that of the President) for

direct election, what remains constant in the midst of these political and public pol-

icy changes is the price stability-oriented monetary policy by the CBC. Surprisingly,

one of the most salient features in the interaction between the dominant party and

the opposition in Taiwan's transition from authoritarian rule is the almost absence of

politically-induced monetary policy-making, which stands in sharp contrast to their

contemporary competitive authoritarian counterparts (Levitsky and Way, 2010). As

recent competitive authoritarianism scholarships have illustrated with their country-

speci�c empirical �ndings, the existence of competitive elections can alter incumbent

authoritarian rulers' public policy behaviors in way that resemble the opportunistic

2 Note that the current account turned negative in 1990 for the �rst time since the nationalist
government move to Taiwan. Source: Statistical yearbook, Director General of Budget, Ac-
counting, and Statistics of Taiwan (Executive Yuan). http://win.dgbas.gov.tw/dgbas03/

ca/yearbook/index16.htm (Accessed Mar, 14th, 2014).
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policy-making identi�ed in many Latin American states and, more recently, in Africa

(Block, Ferree and Singh, 2003), because the short-term income e�ect and temporary

fall in unemployment rates fueled by arti�cially increased money supply help boost

incumbents' political support among the newly enfranchised citizens. And, because

of this, CBI is often weak or non-existent and meaningful CBI reforms seldom oc-

curred. Thus, if short-term manipulation of monetary policy maximize incumbents'

chances of political survival while the suppression of CBI makes the achievement of

this policy e�ect much easier, an intriguing question to pursue in this chapter is why

did the KMT ruling apparatus choose not to opt for politically-induced monetary

policies as an instrument of political manipulation in its contention with the opposi-

tion forces and decided to grant the CBC statutory independence at the early stage

of its political liberalization (and later, democratization)?

To be sure, the KMT cherishes its political survival as much as many other au-

thoritarian regimes and the party had employed a wide variety of legal and extralegal

means from its menu of political manipulation to deter the opposition's threat on its

power, but the regime's seemingly self-abdication toward the manipulation of mone-

tary policy and its embrace of CBI do suggest the unique economic context in which

the KMT and its opposition interacted. According to my theory, although democ-

ratization has a direct positive e�ect on the incidence of CBI reform through the

institutional insulation mechanism, incumbent authoritarian rulers tend to preserve

their discretion to manipulate monetary policy to o�set the citizens' democratic ad-

vantage for as long as possible until the loss of political power is imminent, and the

more unequal the income distribution in the society the more observable this neg-

ative e�ect on CBI because the authoritarian elites have more to lose from future

democratic rule. If the theory correctly predicts the observed CBI outcome in a given

country, we would expect the early incidence of CBI reform in Taiwan to be a function

of the over-time increase in the level of democracy in conjunction with the absence of
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structural factor (such as high economic inequality) in national politics that provides

incumbent KMT rulers with an incentive to withhold monetary policy discretion for

its political survival gain.

This chapter tells the political story of the rise of CBI in Taiwan by tracing the

political origin of the KMT's penchant for price stability, describing the politics of

the restoration of the CBC's operation in Taiwan and the political tussle among the

CBC, the KMT regime, and leading government agencies behind the CBC's monetary

policy-making across the KMT-dominated authoritarian era and the subsequent, more

politically competitive democratization period to adjudicate the presence (and the

relative absence) of the institutional insulation (monetary �nancing) e�ect of democ-

ratization on observed CBI outcome. Embedding the analysis of the theoretical model

in an actual empirical context allows us to evaluate other plausible explanations that

have been left out in my previous large-N analysis, such as factional in�ghting within

the KMT leading bureaucrats and intellectuals (Lin, 1996b), inter-agency coordina-

tion (Zhang, 2005), and even externally-driven in�uence like the spread of neoliberal

economics in the 80s (and hence the reputational costs to the KMT regime (Cheng,

2001)) that may have imparted important e�ects on the CBC's policy-making and

its institutional status. Incorporating these factors into discussion therefore helps to

adjudicate the relative explanatory power of these rival hypotheses in accounting for

the observed CBI outcome in Taiwan. From the comparative perspective, conduct-

ing a case study of Taiwan provides a useful case for comparison with my analysis

of Mexico � another competitive authoritarian regime with similar dominant party

system and grassroots party organization � where politically-induced monetary and

�scal policies are much more salient (Magaloni, 2006; Greene, 2007) and the rise of

CBI is more protracted to identify the causal conditions that explain the variance in

CBI outcomes between these two cases.

The analysis in this chapter draws on a variety of secondary source materials,
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including memoirs, recorded conversations between and public speeches of past CBC

chairmen, Ministers of Finance, and o�cials from economic planning agencies (which

played the lead role in formulating the state's development strategies and coordinat-

ing the use of national resources and US economic aid toward those goals in much

of the authoritarian period (Johnson, 1985)), record of the proceedings of the Com-

mittee on Financial Policy of the Legislative Yuan (Taiwan's national legislature),

and government statistics. Because there exists only handful of Chinese and English

academic research that deal speci�cally with the politics of central banking during

Taiwan's democratic transition with clear methodological approach for hypothesis

testing (they usually come in the form of collected volumes of separate topics, for ex-

ample, Cheng (1986) and Cheng (1993)), patching together these materials provides

useful points of reference or the so-called �empirical implications" for my analysis in

this chapter. My strategy for testing the explanatory power of the theoretical model

on the evolution of CBI in Taiwan is therefore to triangulate these evidences and

compare them with the CBC's actual monetary policy behaviors (e.g., M2 supply,

discount rate) during critical political and historical events, such as national-level

elections and Asian �nancial crisis, to see if the causal conditions posited by my the-

ory explains the observed CBI outcome at those critical moments when the domestic

and international factors would have predicted the opposite.

My analysis shows that there are two distinct periods in the evolution of state-

central bank relations in the post-war period of KMT rule in Taiwan. The hyper-

in�ation that contributed to the KMT's military defeat in the Chinese Civil War

foretold the formation of price stability policy preference and a clientistic relation-

ship between stability-minded KMT rulers and like-minded bureaucrats chosen from

the rulers' own circles to direct the CBC, with the rulers using their personal power to

shield the CBC's policy-making process from legislative oversight and the interference

from other executive branches. Personalistic network and price stability are the two
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de�ning characteristics of state-central bank relation under the KMT's authoritarian

rule until 1980 when democratization and neoliberalism made inroad into Taiwan's

political scene and economic thinking. Beginning in the late 1970s, the second period

witnessed intensi�ed electoral competition between the KMT and the opposition fol-

lowing a series of liberalization reforms triggered by the regime's diplomatic crisis and

global stag�ation; yet, amidst the calls from senior o�cials and the increasingly more

powerful legislature for rede�ning the CBC's policy priority and enhancing legislative

oversight over its operation, incumbent KMT leader and the CBC adopted a uni�ed

stance by re-emphasizing the supremacy of price stability and enhancing the CBC's

institutional status through the amendment of the CBC Law in 1979 that insulated

the CBC from the O�ce of the President. My analysis of government statics at

critical political and international crisis events also con�rms that absent structural

incentive to manipulate monetary policy by incumbent KMT rulers for their political

survival gain, the CBC was able to achieve institutional autonomy and maintain its

commitment toward price stability in the democratization era.

The rest of this chapter is organized as follows. The second section brie�y discusses

the political and economic consequences of the Chinese Civil War that commenced

the KMT's rule in Taiwan and the formation of price stability policy preference, which

serves as the backgrounder for my analysis of state-central bank relations in Taiwan.

The third section describes the interaction pattern between the KMT regime, the

CBC, and other executive branches in the area of monetary policy-making. The

fourth section moves to the core of this study by analyzing the debates surround-

ing the institutional status and policy priority of the CBC and the content of its

subsequent reforms in the backdrop of political democratization. The �fth section

concludes. In this chapter, all personal names are arranged in the order of �family

name" and �given name" per conventional Chinese usage in order to be consistent

with the usages of important �gures like �Chiang Kai-Shek" or �Lee Teng-Huei" in
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mainstream international media.

6.2 CBC: History and changing policy priority

The CBC was originally founded by the Nationalist government in Guangzhou China

in 1924,3 and its founding re�ects the Zeitgeist of the post-war period: national self-

determination. The founder of the Republic expected this new national bank to not

only help his war-torn country to reach �nancial independence but also shoulder the

role of �nancier to national development.4 Hence, the CBC was tasked with growth

promotion as its primary objective by functioning as the primary �nancier to the

state since its founding. The operation of the CBC soon expanded across the country

in the inter-war period and the issuing of legal money rea�rmed its monopoly over

the nation's money.

However, the outbreak of the Second Sino-Japanese War (1937-45) and the ensu-

ing Chinese Civil War (1945-49) soon caused a strain on the CBC's ability to maintain

monetary stability, its excessive lending to �nance the government's military expense

and the oversupply of legal money during wartime irrevocably fueled up in�ationary

pressure. For instance, the quantity of banknotes issued in 1945 was 600 times more

than the amount issued at the beginning of the war (1937), meanwhile, the annual

consumer price index (CPI) shot up to over 230% in 1945, and some major cities

(such as Shanghai and Chongqing) these �gures grew exponentially to over 500 %

per cent during the civil war.5 The hopeless Nationalist government resorted to the

3 Kuomintang (as it is widely known by its abbreviation, KMT) is translated as the Nationalist
Party. Hence, the republican government established by the KMT is named after the party. In
the rest of the chapter, I use KMT (or, the party) when referring to the KMT party and use
the Nationalist government (or, the government) when referring to the state.

4 Dr. Sun Yat-Sen's speech in founding ceremony of the CBC (Chang, 1986).
5 Bank note data from Lin (1996a, Ch.9) and Nationalist-era CPI data in mainland China are

excerpted from Hong (2005).
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in�ationary approach by pumping more banknotes into circulation to o�set its de-

teriorating budget de�cit, which was soon replaced by the Gold Yuan (a substitute

monetary unit) on Aug. 19th, 1948 with an exchange rate of 1 Yuan to 3 million legal

money, at that point the economy was on the verge of total meltdown along with the

KMT-led Nationalist government's military campaign.

Following its military defeat in China, the Nationalist government relocated to

Taiwan, declared martial law and re-established its rule in December 1949, which

commenced the KMT regime's 50-year authoritarian rule in Taiwan. Yet, the KMT

did not walk out of this humiliating military and economic �asco empty-handed, for

it soon acquired more e�ective strategies of rule by learning from its archenemy, the

Chinese Communist Party. On the political side, the 6th Central Standing Com-

mittee of KMT (1950) hammered out a comprehensive reform plan to transform the

KMT into a Leninist party organization by establishing a cadre system for internal

cohesion and building extensive grassroots organizations to enhance its control of the

society, which paved the foundation for the KMT's four decades of political domi-

nance.6 In the economic realm, realizing the danger of the economic grievance of the

poor, the KMT regime enacted two drastic reform measures. First, a large scale re-

distributive land reform and rent reduction program (with a maximum reduction rate

of 37.5%) were introduced that e�ectively broke the existing sharecropping structure

in rural Taiwan and transformed many of the tenants into subsistence farmers.7 On

the aspect of �nancial management, the hard lessons learned from mainland China

made the regime reluctant to allow state-owned and private banking companies to

restore their operations in Taiwan for fear of inducing unnecessary credit expansion

6 For more details on the political background and the consequences of this reform, see Dickson
(1993), Myers and Lin (2007), Wang (2010).

7 An alternative explanation for the rapid full-scale implementation of these redistributive land
reforms is because the then KMT ruler, Chiang Kai-Shek, had no connection with local landed
interests. Nevertheless, these reforms did carry important redistributive e�ect that contributed
to low levels of inequality in a largely agrarian society at its initial stage of industrial develop-
ment (Kuo, Ranis and Fei, 1981; You, 2014).
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and in�ationary pressure. Instead, the Bank of Taiwan (owned and administered by

Taiwan Provincial Government) to act as the de facto central bank in Taiwan until

the CBC restored its operations in 1961. During this interim period (1949-1961),

monetary policy-making focused on price control, stable circulation of money (the

New Taiwan Dollar (NTD)), and emphasizing deposit operations under the guiding

principle of price stability. The desire for price stability, of course, connotes nothing

of the academic training or doctrinal beliefs of the administers of these agencies (a

majority of them were trained engineers or had military background), in fact, such

policy preference is not ideological but points directly to their common memory of

regime-threatening consequence of macroeconomic mismanagement. The then Pre-

mier of the Executive Yuan, Chen Cheng (himself a career military o�cer), put it

succinctly, �we shall never go down the path of hyperin�ation again." (Chen, 1959, 2)

Lessons learned: price stability and inequality

Figure 6.1

Industrial income inequality, 1964-2010
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The importance of this policy preference formation among KMT leaders and the

economic consequence of agrarian reforms cannot be overemphasized. For a national

bank that was envisioned, at its founding, as a growth facilitator in support of the

state's developmental goals, the fact that its policy priority shifted to another pillar

of modern day conception of the role of central bank, that is, stability, represents the

changing view among the KMT ruling apparatus on how the �nancing arm of the state

should serve their more pressing political needs, rather than a wholehearted embrace-

ment of monetary conservatism due to its a�nity and their regime characteristic.

Only when the specter of in�ation had been dispelled, would the KMT reconsider

letting the CBC function, once again, as a national bank. Indeed, as Yen Chia-Kan,

former President and the then vice chair of the economic stabilization committee of

the Executive Yuan, commented,

�[O]ur priority is to maintain currency stability,..., and this can only be

achieved without in�ation. The main causes behind in�ation are excessive

budget de�cit and reckless expansion of credits, as I have stated, we have

made our utmost e�ort to achieve government budget balance,..., if we

can achieve budget balance, then the Treasury need not seek help (note:

borrowing) from the CBC, and the CBC can then allocate some of its

capacity to help economic development."

(Yen (1958, 2), translated by the author)

Financing growth must take the back seat in the presence of monetary stability.

Nevertheless, the impact of these stabilization policies was immediately discernible,

in a little more than a year (Jul. 1949 to Aug. 1950), monthly CPI growth downed

from double-digit to a bare 4.12% and turned negative (−1%) in April 1952 (see

Table 6.1) and stayed within ±1% throughout much of the 1950s. It was under this
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stabilizing context that the government eventually considered resuming the CBC's

operation in Taiwan.

Table 6.1

Monthly CPI growth (%)

Month/Year %
Jul. 1949 10.01
Aug. 1949 6.71
Sep. 1949 4.20
Oct. 1949 19.62
Nov. 1949 11.9
Dec. 1949 7.83
Jan. 1950 17.54
Feb. 1950 12.03
Mar. 1950 2.31
Apr. 1950 0.69
May 1950 3.82
Jun. 1950 1.91
Jul. 1950 0.67
Aug. 1950 4.12
Apr. 1952 −1

Source: Director General of Budget,

Accounting, and Statistics

Another long-lasting impact of the KMT's reforms in this period is on the struc-

tural relationship between growth and inequality that might have motivated the KMT

regime to withhold CBI at later period when the democratic challenge from the citi-

zens arises. The redistributive e�ect of agrarian reforms essentially slowed down the

intersectoral labor movement from the agricultural to the industrial sector and the

growth of income inequality between these two sectors along the Kuznets Curve (the

so-called U-shape curve in which inequality �rst increases rapidly and then decreases

(Kuznets, 1955)), and �because gains from growth are more equally shared, social

pressure does not emerge until much later, and political reform is considerably de-

layed." (Acemo�glu and Robinson, 2002, 184) This is clearly the case in Taiwan, as
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seen in Figure 6.1, the country's industrial income inequality between the top 20%

and the bottom 20% income earners has been comparatively and historically low as

compared to other countries and world average. Absent strong social pressure for re-

distribution and political change, suppressing CBI in order to manipulate monetary

policy to o�set these threats does not present itself as a priority to the KMT regime,

which are clearly re�ected in the CBC's relationship with the KMT ruling apparatus

and its monetary policies in the next two decades to which we now turn.

6.3 Stability-in-command (1961-1979): CBI and mon-

etary policy-making in an era of KMT political

dominance

The martial law promulgated on May 20th, 1949 and a series of relevant regulations

derived from the provision of this law gives the KMT regime almost free reign to

crack down on any forms of political dissent it deemed threatening to its rule under

the pretense of �suppressing communist insurgency," which includes regulations on

assembly, association, petition, and strike, media and publication censorship, and

special punishment of rebellious activities�essentially restricting freedom of associ-

ation and expression, and personal liberties. Moreover, by establishing grassroots

organizations that extends the KMT's patronage network to every walk of life, the

KMT also undermined the civil society's mobilization capacity.8 All these measures

8 Readers may �nd this party building strategy bears a striking resemblance to the PRI's practices
in the 1930s. This broad-based political coalition explains the lack of economic politics in
Taiwan. Rigger (2001) notes the absence of class-based politics, `[O]pposition activists share a
political agenda (to remove the KMT from power), but their economic interests are anything but
uniform. For example, many DPP supporters are entrepreneurs in small, private companies."
(Rigger, 2001, 40; emphasis in brackets mine), and �Since the 1940s, the KMT has worked
to secure a base of support in all socioeconomic classes...., embraces a range of social classes"
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created an authoritarian environment in which any forms of outright challenge to the

KMT's rule or disagreement with the party's deeds will either be punished forcefully

or co-opted through clientele networks, which makes the KMT almost unchallenge-

able in politics. Moreover, the political acquiescence of civil society in conjunction

with a stable economy also makes it unnecessary for the KMT to adjust its current

monetary policy approach. Figure 6.2 plots Taiwan's annual GDP and CPI growth

rate in the years 1961-1980, the data depict a fast-growing economy in a low in�ation

environment purposefully contained by the KMT regime.

Figure 6.2

Annual GDP and CPI growth in Taiwan, 1961-1980
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With the in�ationary pressure well under control, proposals to resume the CBC's

operations in Taiwan were soon put on the table. Yin Zhong-Rong, then governor

of the Bank of Taiwan, was quick to notice the inherent contradiction of letting a

for-pro�t commercial bank (Bank of Taiwan) to regulate money supply and banking

operations with other commercial banks on behalf of the lender of the last resort (Yin,

(Ibid).
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1958, 2). Having obtained the support of senior o�cials from the executive branches,

including the President (Chiang Kai-Shek) himself, the Executive Yuan announced

plans to resume the CBC's operation in Taiwan under the supervision of the Ministry

of Finance to �establish a central banking system responsible for rate adjustment,

credit quality and control, in order to stabilize the economy" (Chang, 1989, 76. Ital-

ics mine). The CBC �nally restored its operations in Taiwan on July 1st, 1961 and

was administered under the O�ce of the President with its governor appointed by

the President.

This administrative arrangement has a number of dualities. First, although the

subordination of the CBC under the President may connote a sense of executive con-

trol of monetary power, in a parliamentary system with a weak head of state,9 this

arrangement in fact insulates the CBC from the Premier's (of the Executive Yuan)

executive control and the intervening hands from the Ministry of Finance. Meanwhile,

as the Premier (and the cabinet) needs to answer to the legislature, insulating the

CBC from the Executive Yuan also removes monetary policy-making from legislative

oversight. On the other hand, because of authoritarian rule, the CBC becomes the

strongman's (the President's) personal serfdom, which was clearly re�ected in the

personal background of the CBC's �rst three chairmen (whose biographies are listed

in Table 6.2) after its restoration in Taiwan and bank's working relation with the

Ministry of Finance.

Despite their professional background in banking, international �nance, and previ-

ous posts in the World Bank Group (such as IBRD and IMF), the �rst three chairmen

9 This was the system of government of the republic until it was superseded by the French-style
semi-presidentialism in accordance with the Fourth Amendment of the Constitution in 1997.
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Table 6.2

Biographies of CBC governors in the early years of its restoration
in Taiwan

No Name Years in o�ce Career background
1 Hsu Po-Yuan July 1960 to May 1969 Bank of Taiwan,

Ministry of Finance
2 Yu Kuo-hwa May 1969 to May 1984 IMF, IDRB,

Ministry of Finance
*Premier (1984-1989)

3 Chang Chi-Cheng May 1984 to May 1989 Ministry of Economic A�airs,
Ministry of Finance

were also known to have close personal relationship with the President (Chiang Kai-

Shek) and his wife, so they have less formal but perhaps more direct channel of

reaching out to the President (as well as being in�uenced by the latter) in the pro-

cess of formulating monetary policy. And because of this personalistic tie between

the country's strongman and the head of the agency that monopolizes the country's

money, monetary policy-making was highly insulated from other executive branches.

Furthermore, owing largely to this informal tie, the relationship between the CBC

and the Ministry of Finance is asymmetric and tilted toward the former. It was al-

leged that due to the close personal relationship between Yu Kuo-hwa and the Chiang

family, at least during Yu's tenure as CBC governor, �the appointment of the Minister

of Finance has been, in fact, his decision" (Wade, 1990, 209). As with the logic of

spatial theory of appointment (Chang, 2003), through this appointment procedure,

CBC governor can in�uence the Ministry of Finance's future �nancial policy-making

by picking a candidate whose policy position is closer to the CBC's ideal quantity of

money supply.

Yet, such administrative arrangement may give us a false impression about the

actual institutional status and autonomy of the CBC in its early years. Firstly, the

textbook image of a stability-minded central bank standing above other agencies of

the executive branch in pursuit of low in�ation, as was the case of the CBC in its
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early restoration period, is actually a mirror image of the monetary policy preference

of the authoritarian ruler whom, with his personal power, shielded the CBC from

possible encroachments of government agencies. For instance, Chiang himself once

instructed senior o�cials in charge of food purchase program not to overdraft from

the CBC, �so as to avoid increasing money supply."10 The link between over lending to

the government and in�ationary monetization by the central bank is clearly imprinted

in the mind of the authoritarian ruler. The fact that the CBC was pursuing price

stability-oriented monetary policies during this period may not necessarily re�ect the

conservatism of its board members or that their policy view is diametrically opposed

to their counterparts at the Ministry of Finance, given that the �rst three chairmen

of the CBC had all previously served in similar capacity in the Ministry of Finance.

And, as we will see in the following section, the working relationship between the

CBC and the Ministry of Finance is by no means harmonious, as some would argue

(for example, Zhang (2005)). Finally, with the KMT absolutely dominated Taiwan's

political and social life throughout the 60s and early 70s due to the quiescence of

civil society, there exists little incentive for the KMT to sway monetary policy from

its current course for political gains. It would be hard-pressed not to attribute the

CBC's autonomy in this era to the blessing of the all-power strongman.

The potential sources of change in the CBC's autonomy, however, also lie on the

stability of these domestic and external factors. Lin's (1996b) time-series regression

analysis �nds only weak evidence of political monetary cycle (PMC) in Taiwan's leg-

islative and local-level elections in the period 1960-1992,11 and he attributed this �nd-

ing to the authoritarian ruler's personal backing, well-balanced government budget,

10 Archival data from Li (1963).
11 Except for the 1972 Legislative Yuan by-election and the 1977 city and county magistrate

elections in which four seats (out of a total of twenty) were lost to independent candidates.
The signi�cance of the 1972 by-election is that it was the �rst ever parliamentary election held
in 24 years since the last election was held in Mainland China in 1948 from which all existing
legislators were elected (but were not replaced due to the KMT regime banning national-level
elections under the Martial Law). The 51 �additional" legislators elected from this by-election
were thus the only members of the Legislative Yuan to possess local mandates.
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and authoritarianism. On the other side of these domestic factors lie the dynamics

for change. If it was the suppressive but stable social environment maintained by the

stability-minded powerful strongman that buttresses the CBC's de facto autonomy

even in the absence of explicit legal stipulation, would the passing of the strongman

or changes in the socio-political environment induce change in the CBC's autonomy

and monetary policy-making?

CBI Reform: Oil Crises, Leadership Succession, and 1979 CBC

law amendment

The �rst ten years since the CBC restored its operations in Taiwan witnessed a hal-

cyon decade of double-digit growth and low in�ation, and during this period, the

economic structure of Taiwan has transformed into an export-oriented industrializa-

tion, rely heavily on export market, imported materials, and exchange rate stability.

A succession of exogenous Oil Shocks brought back the specter of hyperin�ation to

this now trade-dependent economy and led to demands for more �exible monetary

policy from the industry and policy circle. The death of Chiang Kai-Shek in 1975

marked the beginning of leadership transition, which also augurs the dismantling of

the informal privileges guarding the CBC's de facto autonomy and the potential for

change. These two critical events provide a litmus test on the actual independence of

the CBC in the wake of societal and executive in�uences. The rest of this subsection

discusses these two critical events in turn and presents di�erent policy views in the

debates leading up the the legislative reform of CBC Law in 1979.
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Oil Crises and Policy Adjustment

To retaliate for US support for Israel in Yom Kippur War, members of the Organiza-

tion of Arab Petroleum Exporting Countries (OAPEC) used their leverage over world

oil production to implement oil embargo against industrialized countries in October

1973, by the time the embargo was lifted in March 1974, oil price per barrel had risen

by four times to US$12, causing global recession and hyperin�ation that persisted

until the �rst half of the 1980s. The trade-dependent Taiwan was also heavily im-

pacted by this supply shock, as seen in Figure 6.2, in the year 1973-74, annual CPI

growth rose to over 47%, the �rst time in its post-war history in which the rate of

CPI growth surpassed that of GDP growth.

Figure 6.3

Annual M1b and discount rate growth in Taiwan, 1972-1981
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In response to this sudden and unanticipated surge in price level, the CBC re-

sponded almost programmatically by raising the ratios of reserve requirements and

advance deposits to reduce money supply and imported in�ation pressures. As the
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impact of this oil crisis dampened in the �rst quarter of 1974, the CBC raised its

discount rate twice and stopped issuing Usance Credit and import �nancing in April

1974 to curb credit expansion (ref. Figure 6.3). With the lifting of oil embargo in

March, price volatility �nally came down to more stable levels.

Yet, this stabilization measures came with a heavy cost and revealed the inef-

�ciency of the CBC's stability-in-command tenet of decision-making. In order to

ameliorate the impact of contractionary policies on business operations, the CBC

increased the rate of money supply and gave out temporary credits to selected insol-

vent private enterprises, which partially o�set the contractionary e�ect of the CBC's

stabilization policies and sowed the seed for future in�ation. As seen in Figure 6.3,

even after the 1973-74 Oil Crisis, the CBC's M1b supply maintained double-digit

growth (with the exception of 1979), averaging 26% annually, until 1981. The CBC's

stability-oriented policy orientation has been shown to be ine�cient or even counter-

productive in containing in�ation in a growing economy.

Proposals to revise the CBC's stability tenet to more e�ectively respond to market

shocks have been raised by the policy circle and intellectual community, particularly

with recommendations focusing on enhancing the CBC's use of monetary instruments

and open market operations, money growth targeting, and the use of monetary aggre-

gates to control in�ation (Liu et al., 1974). These recommendations were later being

incorporated into the CBC's policy-making. During the second Oil Crisis (1979), a

wider variety of policy instruments were considered and implemented by the CBC

(including the cancelation of price ceiling on selected imports, the reduction of im-

port tax, and more �exible monetary aggregates adjustment), resulting in lower price

level �uctuation and signi�cantly lower M1b growth than the shock six years ago.

However, the real challenge to the CBC's status quo came only after the passing of

its custodian, Chiang Kai-Shek.
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Leadership Succession and Executive Intervention

The economic impact of the two successive oil crises exposed the weakness of Tai-

wan's �nancial system and the lack of policy coordination among various regulatory

agencies, and the inability of the CBC to control credits through existing policy instru-

ments have been pointed out as root cause of this volatility . The 1975 Amendment

Bill of The Banking Act of The Republic of China proposed by the Executive Yuan

aimed to address these de�ciencies by authorizing the CBC to implement selective

credit controls on selected banks and adjust maximum lending rate when necessary.

Although these policy reforms were meant to improve the government's capacity to

regulate private banking sector in times of unforeseen crises, these proposed policy

changes touch upon the CBC's authority and therefore raises the long-existing contro-

versy on the administrative relationship between the CBC and the executive branch.

If the Executive Yuan were to direct the CBC to restructuring its regulatory opera-

tions, it must subsume the CBC under its administrative jurisdiction, and to achieve

this, revision on current CBC law must also be made.

When the 1975 Amendment Bill was submitted to the Legislative Yuan for a vote

in 1976, it soon attracted profound interests from the members of the Legislative

Yuan, some of whom, recently empowered by the mandate of 1972 by-election, felt

that the CBC's operation should be put under their legislative oversight. Because un-

der the 1961 restoration plan, the CBC is administered by the O�ce of the President

who is not democratically accountable, while the nominal head of the government

(the Executive Yuan) answers to the Legislative Yuan, the 1975 Amendment Bill

thus became the center of contention between the two top executive agencies and

their allies over the administrative ownership of the CBC. The death of Chiang Kai-

Shek in April 1975 laid down the last barrier for other government agencies to extend

their in�uences to this erstwhile forbidden zone, the CBC.
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Several legislators and intellectuals have openly expressed their support for au-

thoring the Executive Yuan to take over the administration of the CBC in order to

coordinate its monetary policy-making with the Ministry of Finance and the Ministry

of Economic A�airs (all administered under the Executive Yuan) for better macroe-

conomic performance, and they made their cases by referencing to the traditional

demand-side Keynesian economics that advocates the use of expansionary monetary

policy to stimulate demand during economic recession.12 Simply put, they argued

that growth should take the precedence over stability in the country's future mone-

tary policy-making.

On the contrary, there are voices warning the in�ationary consequence resulting

from executive control of the CBC in a parliamentary political system. Among them,

�First, the central bank (CBC) is an institution that formulates and im-

plements monetary policy for the public interest; the executive branch is

somehow tinged with partisanship, if the central bank (CBC) were to be

administered by the executive branch, its policy-making will unavoidably

serve partisan interest at the expense of public interest. Second, for rea-

sons related to elections and social stability, the executive branch tends

to prefer growth over stability in its monetary policy choice. Meanwhile,

the Ministry of Finance in the executive branch also favors low interest

rate to lighten its public debt burden. The preferences for growth and low

interest rate are important causes of in�ation persistence. If the central

bank (CBC) can be insulated from the executive branch, it will function

to check these in�ationary tendencies and ensure appropriate balance be-

tween growth and stability. Yet, if the CBC were administered by the

12 This paragraph is abstracted from Wu's (2012, 55-7) collection of newspaper commentaries and
editorial opinions in the years 1975-82.
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executive branch, then this institutional check-and-balance will no longer

exist. Third, monetary policy-making usually looks at the long-run real-

ization of its policy goals, emphasizing policy continuity, while the dura-

tion of the cabinet (in a parliamentary system) is uncertain. If the CBC

were administered by the executive branch, it may need to change its

monetary policy entirely following a cabinet reshu�e, and the intended

policy e�ect will not be realized."13

This view was echoed by the monetarists around the President, of which Tsiang

Sho-Chieh, the chief economic advisor to the President, was the most ardent oppo-

nent of transferring the CBC under the administrative jurisdiction of the Executive

Yuan and making it accountable to the legislature. Tsiang once wrote, �There is

clearly a danger that from now on monetary and foreign exchange policies will be

determined largely by popular clamor rather than by expert opinion" Wade (1990,

209)). A pupil of Friedrich Hayek (who opposed laissez-faire private banking because

it tends to be destabilizing and pro-cyclical) while studying at the London School of

Economics, Tsiang was noted for his trenchant comments on the in�ationary impact

of uncontrolled private banking in several newspaper commentaries, but his fear of

the destabilizing impact of �popular clamor" on monetary policy-making was not un-

warranted.

13 Editorial, �Our view on the independent status of the CBC," Economic News Daily, April 23rd,
1979, p. 2 (translated by the author). Archive URL: http://www.lawbank.com.tw/treatise/
dt_article.aspx?AID=D000016951 (Accessed November 21st, 2014).
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Table 6.3

Growing Legislative Prowess: Frequency of oral interpellations on
democracy-related issues by non-KMT legislators and by periods

(1953-72, 1973-86, 1987-91).

Year by-election Legislators Interpellations lodged
Period was held elected Avg. frequency % by non-KMT legislators
1953-72 N/A N/A 7.5 9.1

1973-86

1972 51
1975 52
1980 97 65 46
1983 98
1986 100

1987-91 1989 130 274 54

Note: Data from (Liao, 2005, Table 1-10).
By-election was held every three years since 1973.

Beginning in 1973, with a group of newly-elected legislators entering the legislative

arena with true local mandates through regularly-held by-election, both the frequency

of interpellations in the legislature and the subjects of these interpellations expanded

rapidly. Table 6.3 displays the average number of oral interpellations per session

across three distinct periods, in the period 1973-1986, the frequency of oral interpel-

lations on political democracy-related issues and those raised by non-KMT legisla-

tors have increased by approximately six-fold from previous period (1953-1972). The

growing prowess of the partially democratic legislature cannot be easily overlooked. If

certain legislators were beholden to the interests of the commercial or banking sector,

they may exert undue in�uence on the CBC's monetary policy-making should the

CBC be a�liated under the Executive Yuan's administrative jurisdiction. Anticipat-

ing this, Tsiang communicated extensively with top executive o�cials, including the

heir apparent, Chiang Kai-Shek's older son, Chiang Ching-Kuo (then Premier of the

Executive Yuan (1972-1978)), urging them to respect the CBC's autonomy, remove

long-term government �nancing from its list of functions, allowing the CBC to be a
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professional agency tasked primarily with controlling in�ation.14

Tsiang and the stability-minded CBC eventually failed to keep the Executive

Yuan's intrusion at bay. After three years' of holdout at the Legislative Yuan, the

succeeding President, Chiang Ching-Kuo, gave in to the Executive Yuan's request. On

November 8, 1979, new amendment to the CBC Act was promulgated that transferred

the administrative a�liation of CBC under the Executive Yuan and thus ended this

three-year tussle between the two top executive o�ces.15 This amendment marked

an important change in the relationship between the executive branch and the CBC

from a personalistic to an institutional, legalistic one.

Although Tsiang and the CBC could not prevent an executive take-over of the

CBC, they did manage to win some small battles in preserving the CBC's de facto

autonomy in several crucial aspects from the perspective of CWN's four-cluster CBI

measure. Major changes in the CBC's institutional status and functions correspond-

ing to these four dimensions are described in Table ??. First, on the appointment

aspect, although the newly amended clause stated that the governor and board mem-

bers of the CBC are to be nominated by the Executive Yuan and appointed by the

President (Article 5), so long as the President's policy preference is aligned with the

CBC's existing board members, the CBC should be able to maintain its preferred

monetary policy orientation. Secondly, on the power to formulate monetary policy,

the new clause (Article 1) clearly relegates the CBC to be an agency under the Execu-

tive Yuan and stipulated that two representatives in the board of directors (eleven to

�fteen in total) should be appointed by the Executive Yuan,16 yet leaving no provision

14 Abstracted from Tsiang's memoir (Chen and Mo, 1995).
15 In fact, the draft of this version of amendment had been �nalized in early 1977 but had not

proceeded to get voted until 1979. According to Yu Kuo-hwa's (CBC governor at that time)
memoir by Wang (1999), the then Premier Chiang Ching-Kuo was initially reluctant to subsume
the CBC under the Executive Yuan's control to dodge the accusation of �arrogating too much
power" by other senior o�cials. Yet, for the same reason of avoiding in�ghting between the
executive branches, he willingly transferred the CBC to the Executive Yuan's jurisdiction after
assuming the o�ce of President in May 1978.

16 Article 5 also states that �. . . the Minister of Finance and the Minister of Economic A�airs
shall be ex o�cio directors and executive directors (of the CBC)."
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for the resolution of con�ict between the CBC and other executive agencies. With

the decisions of the board determined by a majority vote of directors in attendance,

the CBC can easily dilute Executive in�uence and vote in favor of the Bank's pre-

ferred policy. Third, Article 2 clearly ranks the priority of �nancial (1st) and currency

stability (3rd) over economic growth (4th), so the CBC is able to pursue stability-

oriented policies (if it sees �t) without having to succumb to the executive branch's

growth target under current legislation. Finally, on the policy �eld of speci�c interest

to the central bank and the executive's monetary-�scal interaction, Article 26 states

that �The Bank (CBC) may, in the light of �nancial conditions, purchase and sell

in the open market the bonds issued or guaranteed by the government..." with no

conditions of lending speci�ed in the law, and on the Bank's right to buy or sell gov-

ernment securities in the primary market, Article 9-1 only weakly prohibits the CBC

from assuming such responsibility (�...the CBC may not...") but also leaves open the

possibility that �its eligibility to be the issuer and lender that are presented by the

Executive Yuan and voted in favor by the Legislative Yuan shall lift the restrictions,"

which opens the way for incumbent rulers to request �nancing from the CBC should

such need arise, as we will see in the debate for the appropriation of the CBC's Postal

Savings fund by the government to �nance its Six-Year National Development Plan

that emerged in 199017

This seemingly executive triumph over the CBC in monetary policy in 1979

Amendment of the CBC Law, particularly with regard to the �rst (appointment

procedure) and the fourth (government �nancing) cluster in the CWN's measure of

CBI, is somehow checked by Taiwan's system of government and authoritarian rule

at that time. Because, in order for the Executive Yuan to e�ectively exert its �scal

well on the CBC's monetary policy-making, it must obtain the support of the Pres-

17 A related clause on the �scal relationship between the CBC and the executive branch is Article
42 which stipulates that the CBC is required to submit 50-80% of its operating pro�ts (from
policy operations and earnings derived from its assets) to the Treasury, that is, the Ministry of
Finance.
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ident (who appoints CBC board members and from whom the Premier's power is

ordained) and have the majority of the Legislative Yuan members to act along the

same partisan line to lift the restrictions on the selling and buying of government se-

curities by the CBC to �nance the executive branch's �scal needs. In an authoritarian

political system where both the executive and the legislative branches are controlled

by a dominant party with the President acting as the de facto chief executive of the

state, the policy autonomy of the CBC under this new amended legal framework still

rests with the incumbent authoritarian ruler's own policy preference, as with previous

period: incumbent KMT rulers can commit to safeguard the autonomy of the CBC

under their wings and permit its policy to stay on its current course as long as they

are able to maintain a �rm grip on power, but may renegade on such commitment

when his (and their party's) hold on power comes under threat. If the CBC's relative

autonomy and its stability-oriented monetary policy-making persist in the presence of

anti-regime threat, an important question to ask will be what reduces the incentives

of incumbent KMT rulers to intervene in CBC's monetary policy-making for their

own political survival gains and therefore allows the CBC to maintain its autonomy.

The next section explores this question and analyzes the persistence and changes in

the relationship between the CBC and the KMT regime in the democratization period.

6.4 Democratization and the persistence of Insula-

tion of the CBC in the decade of Neoliberalism

As the analysis in the previous sections has pointed out, the unique political environ-

ment that underpinned the stability-oriented monetary policy-making by the CBC

was largely shaped by the KMT's regime-threatening experience in Mainland China
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and its �rst three decades of political dominance in Taiwan. With the political power

�rmly under the KMT's authoritarian grip, authoritarian rulers (i.e., the Chiang

family) had little incentive to alter the CBC's existing pattern of policy-making, and

the authoritarian rulers could even shield the CBC from other societal and executive

in�uences with their unchallengeable personal power. However, when the regime's

political control of the society weakened, the outwardly cordial relationship between

the KMT regime and the CBC may be put under challenge.

Beginning in the late 1970s, a series of political and diplomatic setbacks have

shaken the political foundation of the KMT's authoritarian rule and triggered the

onset of democratization amidst a macroeconomic paradigm shift from Keynesianism

to Neoliberalism. The passing of many senile Mainland-elected members of the Leg-

islative Yuan and the National Assembly in the 1960s forced the KMT to replenish

these empty posts through regular by-election,18 which not just strengthened this alien

regime's political ties with local population, but more in signifying an institutional-

ized mechanism for di�erent social forces to compete for their political in�uences in

a so-far uneven level playing �eld�a byword for democratization! As seen in Table

6.3, with the institutionalization of by-election, the political assertiveness of this un-

democratic legislature has increased over time. Meanwhile, the diplomatic setbacks

originating from the regime's loss of the UN Security Council seat to the Commu-

nist China (People's Republic of China) in 1971, followed by waves of diplomatic

de-recognition by other countries and the termination of diplomatic relations with

the US, the regime's single most important ally, in 1979 created a legitimacy crisis

for the KMT regime and emboldened the opposition to challenge the KMT regime

politically, both in the electoral arena and on the streets.

The emergence of democratic threat from the civil society may certainly motivate

18 Many senile members elected elected in Mainland China as far back to 1948 have been holding
their legislative seats for decades without having to renew their mandates from their assigned
constituencies, yet the attrition resulting from their incapacity or death forced the regime to
recruit new, locally-elected legislators through by-election held every three years.
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the KMT regime to resort to political manipulation strategies, including electorally-

induced expansionary �scal and monetary policies, to maximize their chance of po-

litical survival. This can generate an adverse incentive for incumbent KMT rulers

to suppress the CBC's autonomy and push the Bank's monetary policy-making to-

ward more expansionary, pro-growth direction, or pressure the CBC to �nance the

government's growing �scal spending needs in way described by the monetary �nanc-

ing e�ect of the theoretical model. However, what had been observed in Taiwan's

democratic transition by most existing Third Wave Democratization literature is the

absence of electorally-induced expansionary �scal and monetary policies and the dis-

placement of the redistributive con�ict over public policies by another, more salient

dimension of con�ict, namely, national identity (Lin, Chu and Hinich, 1996).

If the incumbent's incentive to manipulate monetary policy for political survival

gains was more pronounced than the institutional insulation e�ect that dominated

the early stage of Taiwan's democratic transition discussed in the previous section,

we should observe an abrupt change in the CBC's policy-making from the late 1970s

onward toward policies re�ecting the empirical implications of the monetary �nancing

e�ect; on the other hand, we should expect the CBC's stability-oriented monetary

policy pattern to persist in the democratization period if there lacks su�cient struc-

tural incentive for incumbent KMT rulers to alter this pre-existing monetary policy

orientation. My analysis in this section shows that the relatively equal income distri-

bution in Taiwan prevented the emergence of class-based social cleavage for political

mobilization by the opposition and reduced the incentive of incumbent KMT rulers to

exploit monetary policy for political gains. The CBC was therefore able to preserve

much of its autonomy and maintained its stability-oriented monetary policy-making

in the transition from authoritarian rule.

Yet, because the 1980s also saw the resurgence of economic liberalism advocating

economic liberalization, free trade, and minimum government interference in the pri-

361



vate sector, these factors could potentially in�uence authoritarian regimes' decisions

to uphold CBI and reduce redistributive public spending to bolster their reputation

in the eyes of international audience. This may make us believe that the converging

e�ect of neoliberalism was more important in bolstering the CBC's autonomy in Tai-

wan than the domestic political story I described here. I therefore incorporate this

contemporary contextual factor into my discussion, mostly embedded in the debates

between the CBC, leading �nance o�cials, and now more politically assertive leg-

islators. My analysis suggests that the policy preference of incumbent KMT rulers

remains the most important factor determining the CBC's autonomy and policy con-

tinuity within this period.

In the rest of this section, I describe the emergence of democratic threat from

the civil society, the KMT's responses and the CBC's actual policy behaviors chrono-

logically, I then analyze, from the perspective of the theoretical model, why did the

KMT regime choose not to manipulate macroeconomic policy and allow the CBC to

maintain its relative autonomy, given that the regime was given the option to do so.

The time frame of analysis runs from the late 1970s to the year 2000 when the KMT

lost its presidential seat to the main opposition party, the DPP.

The Emergence of Democratic threat

The KMT's control of society began to loosen after the regime opened up a small

number of legislative seats and local-level city and county magistrate positions to

be �lled through formally contested elections. Although opposition parties were still

forbidden, dissidents and disgruntled members within the KMT party saw these elec-

tions as an opportunity to challenge the KMT (even by running as independents or

Tangwai) and as a way for cultivating popular support for their future political ambi-

362



tions.19 This lawful de�ance, of course, was often met with harassment and sometimes

oppressed with brute force, but these extralegal practices did not contain the growing

political assertiveness of the civil society.

In November 1977, the magistrate election in the county of Taoyuan marked an

important KMT electoral defeat and demonstrated the mobilizational capacity of

non-KMT candidates. Hsu Hsin-liang, who left the KMT and ran as an independent

for Taoyuan county magistrate, was able to mobilize thousands of volunteers during

the course of his campaign. On the election day, Tsu's supporters, believing that

vote counting was rigged, burned down the police station in the town of Zhongli and

clashed with the reinforced soldiers, resulting in two deaths. This brutal confronta-

tion earned Tsu and his supporters a vote recount a few days later that led to Tsu's

landslide victory over his KMT opponent.20

The aftermath of this incidence had put the KMT on the defensive. In response,

the KMT arrested eight key Tangwai leaders who organized a gathering in the in-

dustrial city of Kaohsiung on International Human Rights Day on December 10th

1979 and court-martialed them for treason (their sentences ranging from 12 years to

life imprisonment), a purge later known as the Formosa Incidence.21 However, this

heavy-handed approach soon brought the unwanted attention from international me-

dia and the intervention from the regime's only but now estranged foreign ally, the

US, which was instrumental in bringing this anti-KMT protest event and its trial to

the attention of the public that has heretofore considered such activity as a taboo.

According to Winckler's (1984) own classi�cation, after these violent suppressions,

the KMT regime has since then entered into a period of �soft authoritarianism" that

19 Tangwai literally means �outside the party (KMT)" since the KMT was the only legal political
party at that time.

20 Tsu was later impeached by the Control Yuan (Taiwan's equivalent of Ombudsman) in July
1979 for his involvement in public protest in support of two arrested political activists charged
with �collaborating with the communist." Tsu then exiled to the US and did not return to
Taiwan until 1989.

21 Formosa was the name of the political magazine founded by the Tangwai activists.
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is more tolerant of political opposition from the civil society.

A number of developmental analysts have attributed the causes of these events to

the rising middle class (Tien, 1989) and the spread of printed media (Chang, 2004)

that increased the political awareness of local Taiwanese-based population against

the Mainlander-based KMT political establishment. While this origin-based identity

formation certainly formed a possible dimension for political mobilization, question

arises as to why the politicalization of local middle class did not also lead to class-based

redistributive con�ict in which the majority Taiwanese-based middle class demand-

ing more social transfers (e.g., subsidies, health care, other payment-in-kind) from

the Mainlander-dominated KMT government?

A crucial factor behind the silencing of redistributive con�ict in the emerging

democratic political space is the relative equitable distribution of wealth across both

Taiwanese and Mainlander population. Post-War agrarian reforms together with the

proliferation of small- and medium- enterprises (SME) reduced the extent of concen-

tration of wealth in landed elites and big businesses. Recall Figure 6.1 in section (6.2),

contrary to Kuznets' prediction of increasing income inequality in the early stage of

industrialization, inequality in income distribution in Taiwan actually decreased from

the late 1960s to mid 1980s and was at its lowest point in around late 1970s. According

to a World Bank Development Report (World Bank, 1993), if measured by the change

in the Gini index against an index of the magnitude of the transition from agriculture-

based to manufacturing-based growth, Taiwan had experienced about 16% reduction

in Gini index in the years 1965 to 1990 with an agriculture-to-manufacturing sector

transition index of 8.3, in comparison to other Asian and Latin American develop-

ing countries plotted in Figure 6.4. Unlike many of its authoritarian counterparts

that arose in the post-War era, the KMT came to Taiwan without much political or

economic ties with local landed or industrial interests, and this allows the regime to

remove two potential sources of economic populism: radicalized peasantry and urban
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underclass. The relative equality in the economic sphere therefore provided limited

political market for the formation of redistributive con�ict along class line.

Figure 6.4

Gini index and sectoral structure change, 1965-1990
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The lack of redistributive impulse in the early Tangwai movement was clearly re-

�ected in their rhetoric. For example, the tagline of Tsu's slogans in his campaign for

Taoyuan county magistrate was simply �New Spirit, New Politician, New Taoyuan,"

without any mentioning of substantive policy demands, just to distinguishing himself

from traditional KMT-nominated candidates.22 The main demands articulated by

the activists in the Formosa Incidence were mainly anti-establishment, demanding

the KMT regime to lift martial law, end the restriction on the freedom of expression

and association, and the election of the President by direct universal su�rage. There

was not a single trace of demand for greater economic equality or blame for economic

22 From Tsu's personal recall, see �Zhongli Incidence, 37 years later," Liberty Times, Nov. 19th
2014. URL http://election.ltn.com.tw/2014/news.php?rno=1&type=breakingnews&no=

1161558 (accessed Nov. 22nd).
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woes in these expressions.

Figure 6.5

Monthly M1b, M2, and CPI growth rate, May 1977 to April 1978
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From the perspective of the KMT regime, this also means less incentive to manip-

ulate macroeconomic policy to sway the preferences of newly enfranchised citizens. A

graphical diagnostic should help to reveal the KMT regime's monetary manipulation

incentive at that time. If the incumbent KMT ruler, Chiang Ching-Kuo, intended to

in�uence this nation-wide city/county magistrate election via expansionary monetary

policy, then both government expenditure and the CBC's money supply should have

exhibited signi�cant increase in the months prior to the November election. Figure 6.5

plots the CBC's monthly M1b, M2 growth rate in comparison to Taiwan's monthly

CPI growth rate from May 1977 (six months before the city/county magistrate elec-

tion) to April 1978, and quarterly government expenditure (g(π), in millions NTD)

are labeled at the bottom.23 The trends plotted in Figure 6.5 show that although

23 Because data on monthly government expenditure are not available for this period, I was not
able to use vector autoregression (VAR) model to estimate the linear interdependencies among
these macroeconomic indicators and government expenditure.
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government expenditure increased by 17.5% from 1977Q3 to Q4,24 the movement of

M1b and M2 generally follow that of the CPI growth rate. 25 Figure 6.5 does not

reveal much of an evidence of the CBC trying to push money supply beyond natu-

ral rate of in�ation by creating an income e�ect to accommodate the KMT regime's

quarterly expenditure growth.26 Also, to assess the duration of these monetary pol-

icy e�ects, Figure 6.6 plots the autocorrelation function (ACF) of M1b (panel (a))

and M2 (panel (b)), it can be seen that the lag e�ects of each month's M1b and M2

generally dissipated away within one quarter (shrinking to zero in the fourth lag),

so there is insu�cient evidence to substantiate the claim that the KMT regime had

manipulated pro-cyclical monetary policy to counter the growing political in�uence

of Tangwai candidates.

To be sure, it could be argued that this weak identi�cation (on �monetary �nanc-

ing" e�ect) is due to this election's �local" nature. It matters less for the incumbent

KMT leader to direct the CBC to deviate from its stability-oriented policy goal to

help �nance increased expenditure geared toward maximizing the regime's political

survival. The Legislative Yuan by-elections held in the following years (1980 and

1983) provide yet another instance to assess the KMT's (now having learned the

Tangwai 's electoral support and organizational capacity)27 policy response toward

the democratic threat posed by the gradually more-organized Tangwai movement at

24 Note that the country's two largest multi-year infrastructure projects, its �rst nuclear power
plant and island-wide highway, were completed in the 1977-78 �scal year, so the large spike in
government expenditure from 1977Q3 to Q4 (and continued throughout 1978) may be due to
the �scal need to ful�ll the remaining balance.

25 By de�nition, M2 = M1b + quasi-money (saving, foreign currency deposit, postal saving,
etc.) which changes over time as a function of interest rate di�erential and is not directly
manipulatable by the political authority. Chang's (2001) master thesis argues that the reason
for why M1b tended to be higher than M2 in the months before elections (as seen in Figure 6.5)
is because local candidates and their campaign �nanciers drew out deposits from the banks to
engage in vote-buying, but his claim has not been substantiated with empirical evidences.

26 Recall the term ϕ[πCB − π] in the formal model, this implies making πCB > π in order for ϕ
> 0 to increase the marginal probability of electoral victory through the probability function
φ(.).

27 This corresponds to the υ term in the formal model, yet because the KMT only observed it for
the �rst time (hence, µ = υ), it will update its response strategy around the estimated mean
(µ) with ξ unit deviation from the Tangwai 's actual electoral support υ.
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national level and its implications for the relationship for the CBC's policy autonomy.

Figure 6.6

Autocorrelation of the CBC's M1b and M2 supply, May 1977 to April
1978
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After its temporary setback from the KMT's crackdown, the Tangwai soon reor-

ganized and regained their electoral momentum in the 1980 by-election. In the 1983

by-election election, the Tangwai 's campaign was even directed by the Tangwai Can-

didates Campaign Support Group that laid out a formal procedure of endorsement

among various independent candidates who ran under Tangwai. The Tangwai Can-

didates Campaign Support Group was then upgraded to a quasi-party organization

named Public Policy Research Association in 1984,28 a prelude to the Democratic

Progressive Party (DPP) that formed two years after.

The Tangwai movement had achieved dramatic improvement in its organizational

capacity to engage the KMT in national-level election under a system of multi-seat

districts and single nontransferable vote rule that was supposedly unfair to unorga-

nized small party because candidates of the same party have to divide up popular
28 The Tangwai Candidates Campaign Support Group was allowed by the KMT regime to exist

�illegally" so long it does not register with the Ministry of the Interior, which might be an
indication that the regime has decided to loosen its control on organized opposition activities.
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votes among themselves (Hu and Chu, 1992), as seen in the election results listed in

Table 6.4.The hastily organized Tangwai candidates only managed to land 8.28% of

the seats out of a total of 97 up for by-election. Yet, they were able to secure 16.68%

out of total of 98 seats up for by-election in 1983 under a uni�ed endorsement plat-

form, with much of its electoral return gained from independent candidates (whose

seat share dropped from 18.09% in 1980 to 8.72% in 1983). During the campaign

of these by-elections, the Tangwai policy platford centered around human rights and

greater opening of the political space. The Tangwai 's main contention in 1980 elec-

tion was to emphasize the harsh treatment su�ered by the convicts of the Formosa

Incidence and to demand for their justice, and the 1983 election, their tone elevated

to �Democracy, Self-determination, Saving Taiwan," fell short of demanding Taiwan

independence. By building its electoral support from its demand for comprehensive

democratic reform to realize majority rule by local Taiwanese-based population, the

Tangwai movement has elevated these elections to a test of regime legitimacy as well

as a contest for the control of government.

Table 6.4

KMT, Tangwai, and Independent seat share in
1980 and 1983 Legislative Yuan by-elections.

% newly-election
1980 1983 1986 1989

KMT 73.64 72.86 69.06 60.6
Tangwai/DPP 8.28 16.68 22.22 28.2
Independent 18.09 10.46 8.72 11.2

% of total seats in Legislative Yuan
1980 1983 1986 1989

KMT 81.2 87.1 80.6 71.1
Tangwai/DPP 8.7 8.6 16.7 21.0
Independent 10.1 4.3 2.8 8.0

Note: Data from Central Election Commission, Hu
and Chu (1992, 183).
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With a virtual disappearance of economic-based issues like redistribution or social

security from election agenda, there is even less room for the KMT regime to maneu-

ver macroeconomic policies for electoral gains. Figure 6.7 plots the monthly M1b, M2,

and CPI growth rate in 1980 and 1983 Legislative Yuan by-elections with quarterly

government expenditure listed at below, both graphs do not show any strong indica-

tions of the CBC trying to push money supply signi�cantly beyond CPI growth rate,

and M1b even began to plummet (below M2) at the end of the 4th quarter in both

years when the by-elections were held. In terms of government expenditure, the 1980

by-election saw an almost 8% quarterly increase in government expenditure from the

third to the four quarter when the election was held (Dec. 6th), but the �rst quarter

of 1981 saw an even larger increase (approximately 14%) in government expenditure,

so this series of government expenditure growth could be part of a long process of

regular public expenditure expansion; in 1983 by-election, quarterly government ex-

penditure even decreased in the fourth quarter when the election was held (Dec. 3rd).

It appears that even after having perceived the magnitude of electoral support of the

Tangwai among the population, incumbent KMT ruler, Chiang Ching-Kuo, was still

reluctant to employ expansionary �scal or alter the CBC's existing policy orientation

to o�set the Tangwai 's increasing electoral strength in national-level elections.
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Figure 6.7

Key macroeconomic performance indicators in 1980 and 1983
by-elections
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(b) 1983 Legislative Yuan by-election
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Yet, this may make us wonder if the lack of party identi�cation was the cause of

the weak identi�cation of electorally-induced �scal and monetary cycles in these elec-

tions as both the KMT and Tangwai have yet to establish their partisan credentials

on this particular dimension of politics under an authoritarian environment in which

no opposition candidates are legally permitted to compete with the KMT under an

alternative non-KMT party label. On the other hand, the resurgence of neoliberal-

ism may also provide a platform for the Tangwai activists to graft their democratic

reform demands under the neoliberal economic banner of de-regulation and minimal

government intervention.

Transition to Democracy: Party Identi�cation and the Politics

of Economic Liberalization

Although the Tangwai activists have made major stride in expanding their electoral

support, they also realize that in order to defeat the KMT electorally with the ultimate

goal of controlling the government, they will need a party platform for recruitment
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and coordination to more e�ectively counter the KMT's organizational advantage.

The Democratic Progressive Party (DPP) was founded on Sep. 28th 1986. At about

the same time, as the issues lodged by the Tangwai concerning the legality of the

existing authoritarian arrangements and the political rights of the citizens became

more intensi�ed, the KMT was actually conducting study on the possibility of lift-

ing ban on political parties and building the party's internal primary system.29 The

transformation occurred two days after Chiang spoke at the KMT Central Standing

Committee meeting on Oct. 5th 1986 about the need to reform the party based on the

principles of constitutional democracy, in an interview by Katherine Graham, owner

of The Washington Post and Newsweeks, on Oct. 7, who alluded the formation of a

new political party (DPP) and asked for con�rmation, Chiang replied

�We are now studying the issue very rigorously and I expect a conclu-

sion very soon. All along we have recognized the right of assembly and

the rights to form political groups. But they must recognize the consti-

tution and identify themselves with institutions under the constitution.

New parties must be anti-communist. They should not be engaged in any

separatist movements�by which I mean the Taiwan independence move-

ment. If they successfully meet these requirements, we will allow new

political parties to be formed."

(The Washington Post, Oct. 7th, 1986, A18)

29 Many KMT candidates had complained about the party's lack of modern, institutionalized
primary procedure (as compared to the Tangwai), causing many disgruntled members to defect
to the Tangwai or run as independent. Hu and Chu's (1992) longitudinal survey analysis shows
that there were fewer KMT candidates came to the regime's defense when it comes to issues
concerning democratic reform (but not on the general direction of the country's development
and national identity). This led the KMT to construct its own nomination process in the early
1980s (Baum and Robinson, 1999).
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Chiang also alluded his intention to end the martial law and the restrictions associ-

ated with it. It was under this permissive political environment that the newly-formed

DPP was allowed to exist and compete in the 1986 Legislative Yuan by-election under

its own name.30 The DPP reaped a handsome electoral return in the 1986 by-election,

seeing its seat share in the Legislative Yuan grew by almost twice at the expense of

the KMT and the independent (ref. Table 6.4). From then on, Taiwan's democratic

transition entered into an era of party politics and the center stage of political con-

frontation moved from the streets to the legislative arena. Yet, underneath this more

general increase in legislative power vis-à-vis the KMT-controlled executive branch

lies the vastly di�erent dimensions of issue platforms stood up by the KMT and the

DPP legislators that explained the partial alliance among the executive branch, the

KMT legislators, and the CBC versus the almost passivity of the DPP in persisting

the CBC's role as macroeconomic stabilizer in the following externally-driven events

that rekindled political debate on CBI that I discuss in the following subsections.

Episode I: Trade Friction and 1988 CBC reform, a failed attempt

The severe economic downturn and high unemployment rates in the US in the early

1980s led the Washington policy circle to reconsider its highly contractionary inter-

est rate-based monetary policy and the worsening trade imbalance with its trading

partners. This declining economic condition also harkened back the liberal principles

of reducing government involvement in the economy to facilitate economic growth.

These two trends spread to other industrialized countries and US trading partners

through their bilateral trade relationships with the US.31

30 It was not until Oct. 15, eight days after this interview, did the KMT Central Standing
Committee voted to end the ban on political parties. The regime formally lifted the martial
law in July 1987, almost a year after the interview.

31 Readers can refer to the more detailed introduction of the background of neoliberalism in
Chapter 5.
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Figure 6.8

Taiwan's trade surplus with the US and trade dependence, 1981-1991
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From the mid-1970s, Taiwan's growing trade surplus accumulated through its

export-oriented industrialization began to arouse US concerns over possible unfair

trade practices by Taiwan, as seen in Figure 6.8. After the CBC's adoption of man-

aged �oat regime in July 1978,32 an overvalued US dollar worsened this bilateral trade

imbalance: as the exchange rate of 1 USD to NTD rose from 36 in 1980 to 39.85 in

1985, Taiwan's trade surplus with the US grew from US$29 billion in 1980 to over

US$10 billion in 1985 and export to the US accounted for 47% of total export in

1986. Hence, beginning in 1985, the Reagan administration has repeatedly urged

the Taiwan authority to deregulate exchange control, let the NTD to revaluate sig-

ni�cantly, and eliminate restrictions on US imports to o�set the worsening bilateral

trade imbalance. Days before Taiwan-US trade talk in August 1986, President Rea-

gan vowed to take retaliatory measures if Taiwan did not comply with the US request

32 Note that this gave the CBC greater operational leeway to determine its interest rates as it no
longer needed to keep its policy rates on par with anchor currency (USD).
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to revamp its trade restrictions and signi�cantly revaluate the NTD. In 1988, Taiwan

was o�cially listed as currency manipulator in the Department of Treasury's Semian-

nual Report on International Economic and Exchange Rate Policies, as the country's

trade surplus with the US hit $12.7 billion, accounting for nearly 11% of the US trade

de�cit in that year.33 The mounting pressure from the US has seriously challenged

the KMT regime's ability to shield the CBC's policy-making from external political

interference.

In fact, as early as 1981, there has been discussion among o�cials and leading

economists (including Tsiang Sho-Chieh) on the future of Taiwan's �nance mone-

tary and �nance policies and the role of the CBC. Yu Kuo-hwa, who assumed the

Premier position in 1984, settled this debate by announcing in his policy address to

the Legislative Yuan that �economic liberalization, internationalization, and institu-

tionalization" will be the three basic policy guidelines of his premiership, essentially

reiterating the neoliberalist view of the state's role in the economy. Soon after this

announcement, the Economic Reform Committee was formed in 1985 and recom-

mended a range of reform proposals in the directions of deregulation and �nancial

liberalization.34

While the general directions of these recommendations are largely aligned with

the country's existing trade-oriented policy and expectation of the gradually more

open political society, the proposed foreign exchange and �nancial liberalization soon

drew the attention of the now more assertive Legislative Yuan members for fear of

their destabilizing impact on the economy.35 Legislator Chang Chien-Hua (KMT), for

33 Stuart Auerbach, �U.S. Trade De�cit Drops for 1st Time Since 1980," The Washington Post,
18th February, 1989, H11.

34 The proposed items include simpli�ed tax codes, �nancial deregulation and relaxation of foreign
exchange controls, limit the state's role in industrial development, tari� reduction, and promote
foreign investment.

35 Not only did the frequency of Legislative interpellation increased in this period, but legislators
also became more inquisitive about foreign policy. Ho's (1990, 38, Figure 3.5) content analysis of
Legislative Yuan Bulletin from 1979 to 1988 shows an upward trend in Legislative interpellation
on foreign policy issues. In the 1986-1989 sessions, the average number of interpellations on
foreign policy issues increased by almost 56% from the 1983-1986 sessions.
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example, argued forcefully that unless the CBC becomes institutionally independent

from the executive branch (i.e., the Executive Branch), it is still liable to be labeled

by the US as �currency manipulator," and by doing so, such arrangement ensures

the CBC's professionalism and complements Yu's three policy guidelines.36 Chang's

comment was received warmly by his KMT colleagues and academicians who pointed

to the institutional independence of the CBC from the executive as a way of not just

to dispelling the US accusation over currency manipulation but also of ensuring mon-

etary stability in an era when policy-making is more porous to societal in�uence.37

Liang Kuo-Shu, CEO of Bank of Communications (one of the four largest state-owned

banks), admonished, in particular, that because of a lack of clearly speci�ed stipu-

lation on the authority and responsibility in the relationship between the CBC and

other branches of government and the growing assertiveness of the Legislative Yuan,

e�orts need to be made to ensure the CBC's autonomy (Liang, 1997, 101-4).

Powered by this coalitional backing, a draft to remove the CBC from the Execu-

tive Yuan's administrative control and to enhance its policy autonomy over a variety

of policy instruments was proposed by the Committee on Financial Policy as early as

1988.

The CBC itself, however, took these encouraging endorsements with reservation.

The then CBC governor Chang Chi-Cheng made a rather tepid statement in an in-

terview,

�The primary task of the CBC is to maintain �nancial stability, because

stability is the foundation of a country's economic development. The

CBC must pay attention to the growth of money supply in order to avoid

36 Chien Wei-Chia, �Let the Central Bank operate Independently," Economic News Daily, 7th
November, 1988, No.2.

37 Tsiang, in particular, even went so far as to emphasize that an independent central bank should
be run by its own operating pro�ts and the tenure of its governor should be longer than that
of the President.
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in�ation from occurring. We have to develop under stability and absorb

new concepts and practices in the pursuit of progress."

From the second part of Chang's remark, it is apparent that the CBC was in no hurry

to implement the neoliberalist changes recommended by this legislative-intellectual

coalition, at least not anything more than necessary to keep in�ation at bay. Partly

as a result of the CBC's lukewarm attitude toward empowering itself and partly due

to the failure to enroll more Legislative Yuan members into a motion, the 1988 reform

proposal went unsubmitted. What explained this coordination problem?

There are at least two reasons for this. First, the close-knit inter-agency work-

ing relationship formed from the same bureaucrat background and the long-standing

conservative ethos of macroeconomic policy have instilled a cognitive milieu in the

�scal and �nancial agencies to perceive the CBC's stability-oriented monetary policy-

making as a given. Inter-agency coordination were routinely held in the form of

monthly meeting between the CBC governor and the Finance Minister (Zhang, 2005,

388-9). In addition, as Yu, the bureaucrat-turned-CBC governor, moved across the

revolving door to the Premier position, both Yu and the CBC can ensure that the

policy positions of the executive branch and the CBC will be closely aligned (?).

Absent a perceivable change in the executive branch's policy orientation, the CBC

has little incentive to enhance its own institutional autonomy.
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Table 6.5

Dimensions of campaign
platform chosen by the KMT
and the DPP candidates in the

1986 Legislative Yuan
by-election.

Issues KMT DPP
Chinese complex

√
Regime maintenance

√
National development

√
Social security

√
Foreign relations

√
Administrative reform

√
Taiwanese complex

√
Democratic reform

√
Note: Data from Hu and Chu (1992, 188-9).
Chinese complex refers to uni�cation (of China and
Taiwan), respect for national symbols, and Chinese
identity.
Taiwanese complex refers to Taiwan independence, and
identi�cation with local history, culture, and dialect.

The second reason lies with the low salience of economic redistribution as a di-

mension of electoral competition between the KMT and the DPP when Taiwan's

party identi�cation began to take shape in the 1986 Legislative Yuan by-election; in

fact, this issue tended to tilt toward the KMT. Hu and Chu's (1992) survey anal-

ysis suggests that the KMT and DPP candidates could identify their own parties'

�issue ownership" and took positions with those issues as their campaign platforms,

and their main �nding is listed in Figure 6.5: the KMT was strongly identi�ed with

issues concerning national development, social security,38 administrative reform, and

�Chinese complex", while the DPP was identi�ed with issues regarding democratic

reform and �Taiwanese complex." The absence of overlap between the KMT's and

the DPP's campaign platforms and the KMT's �ownership" on issues pertaining to

38 The usage of words in social security-related topics are normative and neutral, usually stated
in �ought to" tone, such as �[T]o protect the right to making a livelihood of farmers, workers,
and �shermen," "[T]o improve the income of the lower class and narrow the gap between the
poor and rich" without describing the speci�c public policies required to achieve these goals.
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social security explains the general lack of interests of both parties to mobilize along

this dimension of politics and the lack of political incentives by the KMT top execu-

tives (who would certainly prefer a subservient legislature) to implement expansionary

and/or redistributive public policy programs to in�uence elections.

Figure 6.9

Changes in redistributive public spending as % of total government
expenditure, 1980-1990
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Because both the degree of democratic threat and the salience of economic re-

distribution are low on the political horizon, the CBC did not see the urgency to

insulate itself and its monetary policy-making from the potentially destabilizing im-

pact of democratic rule. Figure 6.9 graphs the annual change in the proportion of

redistributive public spending and the annual growth in total government expenditure

in the years 1980 to 1990.39 While total government spending experienced a sharp

decline in size from 1981 to 1984, the proportion of redistributive public spending as
39 The proportion of redistributive public spending is calculated by summing the items under

social security and subsidy together and then divided by total government expenditure of that
year. One can think of this measure as the empirical indicator for the redistributive parameter
λ in the formal model.

379



% of total government expenditure is surprisingly constant over time, it �rst grew

steadily from 1980 to 1984, but then stayed almost constant in the period 1985 to

1990. The time-series data do not show any trend of a signi�cant increase in either

the magnitude of total government expenditure or the proportion of redistributive

public spending in the period when the opposition (mainly the DPP) was gaining

electoral strength.

The same insensitive-to-democratic-threat policy pattern due to the low salience

of redistributive politics is also shown in several of the CBC's monetary policy indica-

tors. Figure 6.10 plots the annual growth rate of the CBC's M1b, M2, and rediscount

rate and average annual CPI growth rate in the period 1980-1990. The graph shows

that annual M2 growth rate is almost parallel to that of CPI. Although annual M1b

growth rate seems to have picked up signi�cantly brie�y from 1984 to 1986, it soon

declined in the rest of the period. The reason for this may be because rediscount

rate also fell from 1984 but then bounced back at the end of 1988, causing deposit

to fall in this period.40 The data also do not show any abnormal trend of the CBC

trying to accommodate the government's spending programs through the manipula-

tion of monetary instruments, which indicates the consistency of the CBC's monetary

policy-making in this period.

40 Note that in 1988, one year prior to 1989 Legislative Yuan by-election, the CBC actually raised
its rediscount rate and both M1b and M2 fell from 1988. I will return to this in the next
subsection.
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Figure 6.10

Annual M1b, M2, rediscount rate, and CPI growth rate, 1980-1990
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Episode II: Contractionary Monetary Policy and Confrontation with the

Legislative Yuan

Despite the failed legislative attempt by the coalition of KMT legislators and mon-

etarists to enhance the CBC's statutory independence, the CBC shifted its reform

e�orts toward �nancial deregulation. First, the amendment to the regulations on for-

eign exchange was passed by the Legislative Yuan in 1987 to remove foreign exchange

restrictions on current account albeit with amount limitation on inward/outward re-

mittance. In April 1989, the long-used weighted average exchange rate was abolished

that reduced the extent of non-market based policy intervention by the CBC. Finally,

interbank o�ered rate (on US dollar) was established in August of that year to further

facilitate foreign exchange transaction and increase the volume of transaction. With

the administrative support of other regulatory agencies of the executive branch, the

CBC was able to achieve the goal of �nancial liberalization without having to cave

in to the destabilizing e�ect of legislative fracas (Yang, 2001; Zhang, 2005),41 but a

41 With the removal of these institutional barriers, Taiwan was removed from the list of currency
manipulators in the Department of Treasury's Semiannual Report on International Economic

and Exchange Rate Policies published in October of that year.
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bigger political skirmish between the CBC and the legislature has yet to come.

The DPP further improved its electoral gain in Legislative seat share in the 1989

Legislative Yuan by-election, see its seat share rose to 21% versus the KMT's 70%

majority. Accompanying this rise in opposition's institutional prowess was the vi-

brancy of social movements � of extremely urbanized character � for social justices

(Hsiao, 1992), most notably the Shell-less Snail Movement for urban housing justice

in August 1989 demanding the political authority to pay attention to the rising mort-

gage rates and housing prices in major cities. This mass movement is important in its

own right not only for its demand and its taking place in the capital city of Taipei,42

but more for its structural cause.

Figure 6.11

TAIEX movement (monthly average) with lower and upper bounds,
Jan. 1989 to Oct. 1990

Source: Courtesy of KGI securities

42 Chu (2007, 184-6) notes, in particular, that because the bene�ts of economic growth was more
equally shared in the population and partly because left-wing political movements have been
suppressed under the KMT regime's anti-communist campaign, social movements centered on
economic redistribution was not salient in much of the post-war period.
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Basking in the sudden in�ow of international hot money and investor con�dence

stimulated by the removal of institutional barriers on capital mobility in foreign

exchange and current account transaction, the main index, Taiwan Capitalization

Weighted Stock Index (TAIEX), hit its historic high of 10639.47 points in November

3rd 1989, up from 5119.10 points in January 5th (the �rst day of trading in 1989), as

is depicted in Figure 6.11.43 This much-in�ated stock market bubble soon permeated

into the real estate and housing market, driving average house price up by more than

50% in the �rst half of 1989. A housing bubble was on the making.

In April 1989, the CBC responded to the Executive Yuan's �response measures

to current price problem" by signi�cantly raising rediscount rate and reserve require-

ments to curb excess liquidity. In less than half year, CBC rediscount rate was raised

by 58% and both current and �xed reserve ratio were up by 4% and 2%, respectively.

To enhance the contractionary e�ect of these rate policies, the CBC further imple-

mented selected credit control on construction industries in late April and proposed

to raise �nancial transaction tax rate. Because all these drastic measures were imple-

mented prior to the incoming year-end 1989 Legislative Yuan by-election (held on De-

cember 2nd), incumbent legislators who were appalled by the contractionary impact

on investors' con�dence and its repercussion on their political fortunes,44 demanded

the CBC to reverse its contractionary course of policy for fear that the economy will

plunge into recession or they will refuse to review the CBC's budget. This was the

�rst time that the trade-o� between stability and growth along the Phillips curve ever

made itself into Taiwan's legislative debate.

43 The magnitude of this stock bubble was almost unreal, a number of local securities companies
saw their company net worth increased by over 100 times in a year, almost double that of
the leading securities companies in London and New York at that time despite the transaction
volume being less than 1/50 of the latter. See Champion (1998).

44 Over a thousand of stock investors gathered in front of the KMT's party headquarter building
before the election day to protest the ruling party's political intervention in the stock market.
This is documented in Kuo (2001, 31). It is estimated that at least 20 of the members of the
Legislative Yuan had set on the executive boards of various stock trading security companies
and they were allegedly the backbone of this boycott.

383



This legislative boycott, however, only last brie�y before it was subsumed under

the KMT executive's directive to relieve the pressure of this incoming market bubble

and the DPP's ongoing factional in�ghting beginning in 1987. The more election-

oriented Formosa faction within the DPP was losing ground to the more ideological,

pro-independence New Tide faction with the release of several of the spiritual leaders

from the Formosa incidence. By 1988 the latter controlled all the key positions in

the party, as well as �ve out of eleven seats on the DPP central standing commit-

tee (Rigger, 2001, 27-31). At the height of the New Tide's in�uence in the DPP in

1988, the party passes the April 17 Resolutions that spells out clearly the party's

intention to seek de jure Taiwan independence.45 With the approaching of the year-

end by-election, New tide candidates dominated the party's campaign platform with

their preferred tagline of self-determination and democratic constitutionalism to high-

light the existing undemocratic political system ruled by the mainlander-dominated

KMT.46 The CBC, again, was able to defend its contractionary stance in front

of a weak and uncoordinated legislative body on policy ground. Governor Chang

Chi-Cheng expressed clearly in an interview that �[The CBC] will continue to imple-

ment contractionary measures even if it will cause economic recession."47 This was

viewed favorably by the private sector as a declaration of the CBC's policy autonomy

against the political interference of the legislature.48 The succeeding governor, Hsieh

Sen-Chung (June 1989 − May 1994), continued the existing contractionary approach

and confronted the legislators' hostility head on by re-emphasizing the priority of

stability over growth in the CBC's policy-making

45 The resolution reads "Taiwan's international sovereignty is independent; it is not part of the
People's Republic of China with its capital in Beijing."

46 Rigger (2001, 30) observed that at the party's campaign rallies they usually welcomed the
crowds with �Good evening, citizens of the state of Taiwan." (Italics mine)

47 Tu Chen-Hua, �Deepening Contractionary Measures. Chang Chi-Cheng: Will do that even if
it will cause economic recession." Economic News Daily, 23rd March, 1989, No.2.

48 Chang, Ying-Ming, �The central bank coconstrained by legislators. The unprofessional inter-
feres the professional?" United News Daily 23rd April, 1989, No.2.
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�The CBC will never distort its interest rate and exchange rate policy in

service of the executive branch or any interest groups."49

�Economic stability and growth are like the bird's two wings, the CBC

cares about both of them. However, when the two goals con�ict with

each other, we will choose stability over growth."50

�The CBC will not loosen money supply because of the incoming elec-

tion."51

The CBC's �political neutrality" stance against the adverse electoral incentive of the

legislators is clearly vindicated by the CBC's actual policy deeds in this period. Fig-

ure 6.12 plots the movement of the CBC's key monetary policy indicators in the

period January 1989 to October 1990 with quarterly government expenditure listed

at below. The graph shows that the CBC signi�cantly raised rediscount rate from

about 4.5% in January 1989 to over 7% in the rest of the period, this contractionary

e�ect is projected into the growth trend of M2 tends to be higher than M1b after

January 1990 when the TAIEX index reached another historic high of 11155 points

on January 18th, re�ecting the growth in quasi-money (saving, deposit) due to high

rediscount rate. Also, contrary to the contractionary trend of these monetary policy

indicators, quarterly government expenditure grew steadily in this period and contin-

ued to grow in 1990 after the election. Figure 6.12 thus does not lend any support of

the CBC having succumbed to the political pressure of the ruling KMT regime or the

obvious electoral incentive of the legislators with accommodative monetary policies.

49 Hsu Yun-Teng, �Hsieh Sen-Chung emphasizes he is nonpartisan, and the CBC's policy is abso-
lutely neutral," Economic News Daily, 3rd December 1989, No.2.

50 Minute from 5th Committee meeting, 1st Committee on Financial policy, 85th session, Legisla-
tive Yuan Bulletin 1990. 79(76), p.45.

51 Minute from 6th Committee meeting, 2st Committee on Financial policy, 2th session, Legislative
Yuan Bulletin 1993. 82(63), p62.
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Figure 6.12

Monthly M1b, M2, rediscount rate, and CPI growth rate, January
1989 - October 1990
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The economy, however, su�ered heavily from the eventual burst of this bubble

and the relentless contractionary measures adopted by the CBC. Figure 6.11 shows

the fast-paced downward movement of the TAIEX index after it reached its peak

at 12862.41 points in February 10th 1990, the TAIEX then fell all the way until

it hit 2485.25 points in October 12th, downed to almost 1/6 of the face value at

its peak in just eight months. The relatively low inequality during this period was

certainly a crucial factor behind the CBC's autonomy in carrying out this painful

adjustment to redirect the overheated economy toward soft-landing, because the high

adjustment cost engendered by the sudden evaporation of middle and lower-middle

class's windfall income might motivate the political intervention by the KMT regime

and/or provide an opportunity for the opposition DPP to rally support around this

incumbent regime's weak spot,52 which would otherwise derail the CBC's contraction

course of policy as many Latin American adjustment tales in the 1980s and 1990s

could attest.

52 It is estimated about �ve million new accounts have been registered at local stock trading and
securities companies during this period in a country with only 20.3 million population at that
time.
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6.5 Monetary Policy-Making in the decade of De-

mocratization: National-level elections, Crises,

and the Transition to Democracy

Continuing its momentum in the 1980s, democratization in Taiwan achieved its climax

marked by the institutionalization of universal su�rage of the nation's highest leg-

islative body (the Legislative Yuan) and executive o�ce (the President). Meanwhile,

the 1990s also saw the deepening of party identi�cation developed along multiple di-

mensions of con�ict over the traditional cleavage of national identity, by which some

analysts have pointed to as evidence of partisan realignment (Lin, Chu and Hinich,

1996).

If incumbent KMT rulers' tolerance of CBC's policy autonomy is because of the

low intensity of threat posed by local-level elections, then the emergence of national-

level elections�through which the control of the government is allowed to alternate

between di�erent parties�should have heightened the degree of threat to the KMT's

political survival. This democratic threat may motivate the regime to distort �scal

and monetary policies to o�set the citizens' democratic advantage, and, once this

e�ort becomes futile, to completely insulate the CBC from the political control of

the executive and the legislative branches of government to reduce the uncertainty of

democratic rule on their supporters' economic interests, as the institutional insulation

e�ect of the theory would have predicted in countries where income are unequally dis-

tributed. On the other hand, the presence of two critical exogenous shocks, the 1996

Taiwan Strait Crisis and 1997 Asian �nancial crisis, could have confounded the causal

link between democratization, economic inequality, and CBI in this period. While
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the external military threat may impel the KMT regime to intervene in monetary

policy for national security consideration, regional �nancial crisis may also force the

KMT regime to uphold CBI to maintain investor con�dence.

This section analyzes the CBC's autonomy and its policy-making in the last ten

years of the KMT's rule. I also evaluate the impact of the two critical exogenous

shocks on the relationship between the domestic politics of democratization and CBI

from di�erent sources of empirical evidences. The political backdrop of this analysis

centers on four elections of political signi�cance at national level: the 1992 legislative

election, the 1994 Gubernatorial and Mayoral Elections, the 1996 and 2000 Presiden-

tial elections.

Partisan Realignment and Monetary Policy Stability: the 1992

and the 1994 elections

In response to societal demand for enhancing the representativeness of the Legislative

Yuan, the �rst National Assembly passed constitutional revision in its interim session

in April 1991 to allow for comprehensive election of all members of the Legislative

Yuan.53 The rank and �le members of both parties were thrilled with this electoral

reform as this greatly opened up the erstwhile limited political space for the articu-

lation and competition of interests. However, to the consternation of leaders of both

parties, they soon found themselves stuck in factional in�ghting and, for the �rst time

since the initial political opening in the 1970s, were in dire need of external ally.

Lee Teng-Hui (himself a Taiwanese by origin), who assumed presidency and chair-

manship of the KMT after Chiang Ching-Kuo's passing on January 13 1988, felt that

53 The National Assembly of the Republic of China was a constitutional ruling body originally
founded in 1913 and functioned as a legislature. It became dormant after the Nationalist govern-
ment re-established itself in Taiwan but re-established in 1947 to function as a constitutional
convention and electoral college for electing President. The Assembly was reconvened every
other year in the 1990s for constitutional amendments and was eventually defunct in 2005.

388



the KMT's Mainlander old guards (who termed themselves �non-mainstream faction"

to distinguish themselves from Lee's mainstream faction) has threatened his personal

leadership within the party. The faction also endorsed another set of candidates for

the 8th-term President of the Republic that will be voted by delegates of the National

Assembly on March 21st 1990.54 Lee won the endorsement with a landslide (641 out

of 668 delegates who voted) but the rancor between the two factions deepened. Lee

then nominated Hau Pei-Tsun, Minister of National Defense and former Chief of the

General Sta� of Mainlander origin, as Premier in June to ameliorate the animosity

of the non-mainstream faction.

The two factions clashed over almost every major policy issue, including Lee's

intention to seek dual diplomatic recognition (for the Republic of China (Taiwan)

and the People's Republic of China, both representing �China") in international or-

ganizations, institutional reforms on the form of government (presidentialism versus

parliamentarianism) and how the President should elected (Lee was said to prefer

universal su�rage), as well as the pace and magnitude of democratic reform. It was

under this rare circumstance that both Lee and the DPP saw the opportunities to

solicit each other's support because Lee's positions on these issues�an independent

statehood for Taiwan, a President elected through popular vote, deepening of democ-

ratization,55 and the removal of the KMT's most salient authoritarian symbol (i.e.,

the Mainlander-dominated military and public services and penal code relating to

subversive (anti-KMT) activities) from political and social life�are certainly in line

with the DPP's political reform demands at that time, particularly that of the New

54 It was reported that in an endorsement rally for Lin Yang-Kang (a senior party member of
Taiwanese origin but allied with the Mainlander faction) and Chiang Wei-Kuo (Chiang Kai-
Shek's adopted son and currently served as secretary of National Security Council) held in the
Armed Forces O�cers' Club in Taipei on March 4th 1990, several senior Mainlander KMT
members distributed pamphlets denouncing the DPP as �thugs" and asking presented military
o�cers to take action to expel the �thugs." See The Commons Daily, 5th March 1990, No.2.

55 The penal codes associated with the �Temporary Provisions E�ective During the Period of
Communist Rebellion" were removed when the Temporary Provisions was abolished on April
22nd, 1991 by the National Assembly.
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Tide faction (Lin, Chu and Hinich, 1996). In the run-up to the 1992 Legislative Yuan

election at the end of that year, several prominent DPP �gures organized the parade

for the Coalition for Universal Su�rage of President in March and launched the New

Taiwan Reconstruction Committee campaign two months later to advocate the estab-

lishment of a new statehood for Taiwan, a new constitution, and universal su�rage of

President. Both �unlawful" events took place so chancedly close to the lifting of the

Assembly and Parade Act announced by the President himself in July 1992. Prior

to the election, the topic rose to the top item on the DPP's campaign platform was

removing Hau from the Premier post over the alleged concern of military intervention

due to Hau's military background (Lin, Chu and Hinich, 1996, 461). The demands

of these movements were met with harsh criticism from the KMT's non-mainstream

faction and especially a group of increasingly vocal Mainlander-based young Turks

who formed their own New KMT Caucus to counter Lee's in�uence within the party.

The New KMT Caucus su�ered its major defeat in the primary as a third of its mem-

bers failed to get nominated by the party. Several New KMT Caucus members later

denounced their KMT memberships and ran as independent in the 1992 legislative

election.

Another issue dimension emerged in parallel to the �high politics" that has oc-

cupied the center stage of the two parties' campaign platforms is the call by DPP

candidate Su Huan-Chih to build a welfare state to achieve �equity and social justice"

by way of annuity and subsidy programs for the elderly, universal health care, and

cutting down government expense.56 This emerging issue dimension echoed with the

electoral appeal of the New KMT Caucus who, after being marginalized by the KMT,

began to court the political support of young, urban-dwelling middle and lower-middle

class by proposing a�ordable housing programs and chanting draconian measures to

56 This proposal was later incorporated into theWelfare State Alliance faction led by Frank Hsieh,
which is considered as the party's center-left platform targeting the working class.

390



punish real estate speculators.57 These social welfare, pro-redistribution electoral ap-

peals certainly constituted a alternative dimension of politics to the existing national

identity and democratic reform issues emphasized by the mainstream of both parties

and could potentially induce the ruling KMT party to appropriate more public spend-

ing toward redistribution programs that will increase the state's public �nancing need

and its incentive to demand accommodative monetary policy by the CBC.

However, this alternative electoral platform was rebu�ed in its infancy at the leg-

islature. In his policy address to the Legislative Yuan in 1992 session, Hau expressed

clearly that �our country will not head toward the direction of welfare state," because

�advanced industrialized economies that have adopted welfare state system, such as

Sweden, Germany, the UK, and the US, are in recession, and we should not repeat

their mistakes" (Lin, 1995a, 4). And the KMT legislative caucus also criticized the

DPP for proposal a program that is �irresponsible," �dragging down the state's public

�nance," and �indiscriminating" (Lin, 1995a, 106-7). As proposals for redistributive

welfare programs were suppressed in the legislature and was relegated to the back

seat of institutional reform as major campaign platform of both parties, redistribu-

tive politics did not make much of an impact in the 1992 Legislative Yuan election.58

Table 6.6 gives the breakdown of 1992 Legislative Yuan election result, the outcome

of this election not only severed the legitimate link between this representative insti-

tution and Mainland China (by making the Legislative Yuan to represent only local

mandate) but also rea�rm the DPP's status as a competitive largest opposition party

(controlling over a third of total legislative seats). The New KMT Caucus, on the

57 One of the members of the caucus, Wang Jian-Chuan, was the former Minister of Finance
known for adopting high land value increment tax to curb real estate speculators. He was
openly criticized by Lee for being too harsh on the real estate industry and was forced to step
down on October 23rd 1990, two months before the election.

58 A post-election survey study by Chen (2003, Ch4) shows that farmers and working class in-
terviewees who indicated they have voted for KMT candidates in the 1992 Legislative Yuan
election are 17.7% and 23.7%, respectively, and the corresponding �gures for the DPP are 15.3%
and 14.1%. The di�erence in voting preference for the KMT and the DPP among the farmers
is not signi�cant, while the voting preference of the working class slightly favors the KMT.
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other hand, also established a footing in this new legislature.

Table 6.6

1992 Legislative Yuan
election result

Seats Vote share

KMT 102 53.02%

DPP 51 31.03%

Independent 8* 15.05

Total 161

Note: *Five from the New KMT Cau-

cus.

On the policy side, there has been a signi�cant increase in government expendi-

ture on infrastructure programs�almost in lock-step fashion with Lee's democratic

reform�two years prior to the election. The six-year national development plan

(1991-1997) with an estimated budget requirement of 8.2 trillion NTD (approximately

US$ 305 billion by 1990 exchange rate) put a severely �scal burden on government

budget balance and caused a furore in the legislature in which several DPP members

accused the government of using lavish public spending program to �buy votes." The

government's intention to appropriate Postal Savings fund (managed by the CBC)

to �nance this program was also accused by the DPP for being �scally irresponsible

and fueling in�ation. Meanwhile, the reevaluating NTD as a result of simultaneous

interest rates cut by the Federal Reserve and the Bank of Japan in July 1991 also

created pressure on the CBC to lower its benchmark rates. These domestic and inter-

national pressures have raised market concern about whether loose monetary policy

will become the constant feature of the CBC's future policy-making.
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Figure 6.13

Monthly rediscount rate and exchange rate movement, July 1990 -
December 1992
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In response to this growing concern, CBC chairman Hsieh clari�ed the CBC's

position on �nancial liberalization in his reply to legislative interpellation that �[w]e

should continue to promote �nancial liberalization and internationalization,..., from

the macroeconomic perspective, price stability is the most important because it will

a�ect people's livelihood."59 This statement simply underlines the continuity of the

CBC's long-held stability-in-command policy preference, even in its attitude toward

the guideline of �nancial liberalization given by the executive branch. Figure 6.13

plots the monthly movement of the exchange rate between USD and NTD, the CBC's

and the Federal Reserve's rediscount rates, and monthly CPI growth rate is also plot-

ted for comparison from July 1990 to December 2012. It can be seen that the CBC's

rediscount rate moves almost in parallel to the Federal Reserve's rediscount and the

USD/NTD exchange rate but only weakly relates to CPI. In addition to this visual di-

59 Minute from 11th Committee meeting, 1st Committee on Financial policy, 89th session, Leg-
islative Yuan Bulletin 1992. 81(55), p236.
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agnostic, I also estimate the linear interdependencies among the USD/NTD exchange

rate, the CBC's and the Federal Reserve's rediscount rates in Table 6.13 in the Ap-

pendix, the result shows that the CBC's rediscount rate is positive and signi�cantly

correlated with the second lag of USD/NTD exchange rate (but not the other way

around and not signi�cantly correlated with the Federal Reserve's rediscount rate),

indicating the CBC's interest rate policy in this period works mainly to stabilize its

exchange rate with anchor currency. On the societal concern for the in�ationary

impact of using Postal Savings fund to �nance infrastructure projects, Hsieh, again,

emphasized that growth promotion has always been predicated on price stability in

the CBC's policy objectives and that �the CBC will not misplace its policy priority

to let hyperin�ation happen again."60 This stated policy priority is clearly shown in

the trends plotted in Figure 6.14, after the launch of Six-Year National Development

Plan in 1991 (the annual amount of government bonds issued are noted on top of the

graph to indicate the extent of �scal burden related to this project), the movement

of M1b and M2 growth rates remain largely independent of the change in quarterly

government expenditure (g(πCB)) with M2 growth rate also perfectly tracks CPI grow

rate,61 and this pattern persists even after the amount of annual government bonds

issued reached 3129 billion NTD in 1992. Despite the provisions of Article 9-1 and 26

of the CBC Law that oblige the CBC to �nance government spending, as in the case

of Six-year National Development Plan, it does not seem that be the CBC's �nancing

of this multi-year infrastructure project through Postal Saving funds has distorted

its routine stability-oriented monetary policy-making and the project itself does not

appear to have signi�cantly a�ected the outlay of general government expenditure

in this period. Indeed, with issues of economic redistribution being marginalized by

60 Li Ping-Hui,�Hsieh Sen-Chung: Have mutual understanding on the use of Postal Savings fund
for National Development Plan" United Evening News 5th August, 1993, No.3.

61 Note that since 1992, M2 has been chosen as the intermediate target of monetary policy to
achieve the CBC's price stability objective. A target zone of M2 is usually set based on the
government's target �gures of economic growth and CPI projection.
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the convergence of national identity in the campaign platforms of both parties' main-

stream factions, there was little incentive for incumbent KMT ruler, Lee, to devote

additional �scal and monetary resources to the 1992 Legislative Yuan election.

Figure 6.14

Monthly M1b, M2, and CPI growth rate, July 1990 - December 1992
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The 1994 Gubernatorial and Mayoral Elections can be seen as a replay of the iden-

tity politics featured in the 1992 election at a grander scale. As a relic of the Chinese

Civil War and the KMT's authoritarian rule in Taiwan during Cold War, the Gover-

nor of Taiwan Province and Mayors of the two directly controlled municipalities, the

city of Taipei and Kaohsiung, were assigned by the Executive Yuan that administered

these administrative units; now, riding the wave of democratization, the Second Con-

stitutional Revisions made by the Second National Assembly convened in May 1991

allowed these posts to be �lled by popular election. Opening these posts to be �lled

via plebiscitarian votes has important political implications. First, due to the almost

overlap between the jurisdiction of Taiwan Province and the territory e�ectively con-

trolled by the Nationalist government, the elected governor will have even stronger
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public mandate than that of the President (who is elected by the National Assembly)

and carry the what some commentators would later call �Boris Yeltsin e�ect" (Lu,

2002: 60; Schott, 2010) to potentially challenge the power of the President; on the

other hand, owing to this geographic characteristic, the gubernatorial election also

serves as a �pre-test" to gauge the KMT's and the DPP's respective level of popular

support at the national level.62 Secondly, to the DPP, the control of Taipei Mayor

o�ce implicitly means the control of the capital city as well as a beachhead to the

Presidential o�ce. Finally, being the birthplace of the Formosa Incident and the

second largest city, wresting Kaohsiung from the KMT's control also has symbolic

meaning for the DPP.

With so many political stratagems attached, the 1994 Gubernatorial and Mayoral

Elections were elevated into a national-level partisan duel along national identity line.

The DPP framed the contestation for the gubernatorial post as �the �rst battle in

400 years to change the color of the sky" to emphasize the island's 400 years' colonial

past and the color of the KMT's party �ag (blue).63 However, the DPP chanted an

entirely di�erent slogan in its campaign for Taipei mayor. The DPP candidate Chen

Shui-Bian, a young lawyer who �rst cut his political teeth by serving as the attorney

for the participants of the Kaohsiung Incident, raised the policy of dispensing monthly

annuity to senior citizens under his campaign slogan �Happiness, Hope, Chen Shui-

Bian."64 But the attempt to direct the electoral platform toward social policy was

hindered by the KMT in�ghting in which the former New KMT caucus�who now

have their own party, the New Party�concentrated their campaign on attacking the

62 The Third Constitutional Amendment made by the Second National Assembly in July 1994
allowed the President to be elected by the citizens of the free area (i.e., territory e�ectively
controlled by the Nationalist government) for a duration of 4 years (Article 2). The result of
Gubernatorial election thus serves as an indicator for the two main parties to evaluate their
national-level electoral support in future Presidential elections.

63 Ian Johnson, �Taiwan's democratic chaos takes historic turn today," The Baltimore Sun, 3rd
December 1994.

64 The policy was originally proposed by DPP legislator Su Huan-Chih in January 1994 as the
party's common campaign platform, see (Lin, 1995a, 276). This proposal was, again, criticized
by the KMT for being �scally irresponsible.
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tacit collaboration between Lee's Taiwanese-based KMT ruling apparatus and the

DPP for �selling out the country." In the public-funded televised mayoral election

debate, the New Party's candidate for Taipei Mayoral election, Jaw Shau-Kong, in-

tentionally skipped the KMT candidate Huang Ta-chou, a listless senior bureaucrat,

in this three-way contest but spoke out pointedly that �[I]f Chen Shui-Bian were to be

elected, this will be the end of the Republic of China!"65 Linking the outcome of the

election to the survival of the political regime thus became the most salient feature

of the New Party's campaign platform in this election.

The popular verdict certainly have startled the KMT because the DPP not only

captured Taipei City with 43.67% of the votes, but also demonstrated its national-

level electoral competitiveness by securing 39.29% and 38.72% of the popular votes

in Kaohsiung City and Taiwan Province Gubernatorial election. To the KMT's fur-

ther dismay, the splinter party (the New Party) also showed its electoral prowess in

Taipei Mayoral election, landing 30.17% of the votes. The KMT, however, won the

gubernatorial race with a strong public mandate.

Table 6.7

1994 Gubernatorial and Mayoral Elections result

Taiwan Province Taipei Kaohsiung

KMT 56.22% 25.89% 54.46%

DPP 38.72% 43.67% 39.29%

New Party 4.31% 30.17% 3.45%

Independent 0.76% 0.28% 1.80%

Candidate elected James Soong Chen Shui-Bian Wu Den-Yih

(KMT) (DPP) (KMT)

65 The author's personal observation during the campaign.

397



One might expect the extent of the opposition's electoral threat exhibited in this

election might impel the KMT to engage in �scal manipulation to in�uence the elec-

tion outcome and may motivate them to intervene in the CBC's monetary policy-

making. In fact, the biggest policy hurdle facing the CBC in this volatile period of

three-way multi-party election was the �erce interagency quarrel between the Bank

and by the Ministry of Finance over capital account liberalization to ful�ll the re-

quirement of the country's accession into the General Agreement on Tari�s and Trade

(GATT), and the the head of the Securities and Futures Bureau even openly criticized

the CBC's conservative stance.66 The succeeding CBC governor, Liang Kuo-Shu, in

turn, stressed that Taiwan has not yet possessed the sound transaction environment

and �scal integrity to bear the potentially destabilizing impact of opening capital ac-

count to foreign investors. The CBC eventually triumphed in this battle by winning

executive support on the CBC's commitment to price stability and its authority on

the pace of capital account liberalization.

To be sure, the KMT regime's executive backing on the CBC's position in capital

account liberalization at this particular timing may have its own electoral considera-

tion because market tends to react negatively to a country's currency market when

information suggests uncertainty about electoral outcomes and government survival,

especially in new democracies (Hays, Freeman and Stix, 2000; Hays, Freeman and

Nesseth, 2003). Although the KMT regime may have the political incentive to pro-

crastinate the pace of capital account liberalization during election to insulate the

performance of key economic indicators (as well as the party's electoral outlook) from

market volatility and therefore bestow its backing to the CBC's conservative regula-

tory stance on this issue, nation-wide pre-election survey by Academia Sinica (Chen,

1999a,b), the country's leading scienti�c research institute, shows the growing trend

of the DPP gaining partisan preference since the 1992 election, which would still pro-

66 Li Shun-Te, �Open capital account to foreign investment, interagency disagreement deepens,"
Economic News Daily 29th October, 1994, No.1.
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vide an electoral incentive for the KMT to push the CBC's policy-making toward a

more expansionary direction.67 However, surveys on political attitudes by the Election

Study Center of the National Chengchi University actually gave the KMT electoral

edge over the DPP on major national identity and political issues on the campaign

platform, the trend graphs in Appendix 6.6 show the KMT's positions on national

identity (Both Taiwanese and Chinese) and Taiwan's political status (status quo)

received higher levels of public support than the DPP's Taiwanese and independence-

oriented positions in the period 1992-1994.

Figure 5.11 shows that the CBC did not alter its rediscount rate throughout the

period January 1994 to January 1995; however, the fact that both M1b and M2 began

to pick up in the fourth quarter while the CPI was falling does warrant some concerns

of the CBC intentionally increasing money supply to create an income e�ect or to ac-

commodate increased government expenditure at the end of the fourth quarter when

election took place. Nevertheless, the magnitude of M1b and M2 growth are meager

and remain below that of CPI, and government expenditure did not signi�cantly in-

creased until the �rst quarter of 1995. The claim that the KMT has exploited �scal

and monetary policy to o�set the DPP's growing democratic threat remains weak.

As with the electoral setting in the 1992 Legislative Yuan election, the low salience

of economic issues on national-level political agenda plus the KMT's electoral edge

over the dimension of national identity issues obviate the need for the KMT to resort

to �scal and monetary policy manipulation for political gains.

With the Constitutional Amendment made in the same year (1994) allowed the

President to be elected through popular vote, the battle�eld of democratization now

shifted to the Presidential election.

67 The two pre-election survey studies executed by Chen (1999a,b) from late October to mid
November show a consistent partisan preference for the KMT and DPP by a ratio of 3 to 1
with the proportion of undecided respondents hovering around 30%.
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Presidential Elections and Exogenous Crises

The 1996 Presidential Election

The 1996 Presidential election not only carries important political implication for the

ongoing democratization process in Taiwan�it was for the �rst time that citizens

were allowed to not only decide the top executive leader of their choices in a generally

considered fair election but also to give a verdict on the survival of the KMT's four

decades' political dominance�but its sovereign implication enraged the unfriendly

bystander on the other side of Taiwan Strait, China, who continues to regard Taiwan

as part of its territory and vowed to reunite it by force if necessary. The inception

of the military crisis began when Lee was granted a visa by the State Department

to give a speech at Cornell University in June 1995, his Alma Mater, which was the

�rst time that an incumbent president of the Republic of China was allowed to visit

the US mainland since the US terminated its diplomatic recognition of the Republic

of China and recognized the People's Republic of China as the only legitimate gov-

ernment of China in 1979. The Presidential election that will be held in the coming

Spring also signi�ed as a direct expression of the political will of local citizens who

are not governed by the People's Republic of China (hereafter, China) that claims to

have legitimate sovereignty over time. Beginning on July 1995, China launched a se-

ries of harsh verbal denouncement through its o�cial media venues and increased the

frequency of military mobilization aimed at restraining Lee's gradually �separatist"

diplomatic stance.

This confrontational approach by China actually played in the DPP's favor. On

January 15th 1996, after 6 hours' intense debate among various factions in a party

conference, the DPP settled on the slogan �Peace, Dignity, Taiwanese President"

raised by the party's presidential candidate Peng Ming-Min, an ardent advocate

of Taiwan independence movement, in his primary campaign to replace the �great
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reconciliation" proposed by Shih Ming-Teh, the DPP party chairman at that time.

Knowing that China's military threat could make Peng's pro-independence tone a

hard-sell to median voters and given that its inner party survey indicated that close

to half of registered members prefer Lee (Teng-Hui) over Peng due to the two's sim-

ilar Taiwanese background and more Taiwan-oriented identity propensity while the

former has higher national recognition,68 the DPP decided to tone down Peng's pro-

independence message by addressing this coming election as �a war between people

of Taiwan and China's proxy (the KMT)" and a way �to end the KMT's one-party

rule." Peng's administrative executive, Yeh Chu-Lan, refused this rhetorical dress-up

and insisted on maintaining Peng's original appeal.69

Seeing the Taiwanese government has no intention to back down, China esca-

lated the confrontation by launching a total of four short-range ballistic missiles into

Taiwan's territorial waters from March 8th to March 15th, this move, surprisingly,

further elevated Peng's pro-independence campaign rhetorics,70 and the Presidential

election turned into a duel between status quo (KMT) and independence (DPP).

From the KMT's standpoint, the election represented the biggest crisis to the

regime since the Nationalist government moved to Taiwan, because the regime not

only faced China's military threat but also the electoral challenge from the DPP whose

campaign platform played along the uni�cation/independence and Chinese/Taiwanese

identity issues fueled by China's saber rattling. This election thus serves as a hard

test to the theory. On the one hand, the KMT regime must delegate the CBC to

68 Rigger (2001, 37-9) argues that the KMT was remarkably adaptable at co-opting popular
DPP proposals except for the party's ideological commitment toward eventual uni�cation with
Mainland China and socioeconomic issues (a fault line that Taiwan's political cleavages do not
follow). It is for this reason that the DPP developed policy platform to exploit the KMT's
dogmatism on issues relating to Taiwan's political relationship with China.

69 The dialogues in this paragraph is abstracted from Liu (1996) and electronic record of this
event from Taiwan digitalarchives URL: http://catalog.digitalarchives.tw/item/00/
3a/c6/c6.html.

70 Weeks before the election, there were even Peng's newspaper advertisement reads �The moment
when the missile warhead explodes above your head, it is the time that you realize you should
determine your own fate." (The author's personal observation)
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conduct market-oriented open market operations (OMO) to maintain macroeconomic

stability in order not let this military crisis to evolve into an economic crisis (e.g.,

bank run, divestment); on the other hand, the possibility of being voted out of o�ce

can also increase the regime's incentive to compel the CBC to implement expansion-

ary monetary policy in the electoral cycle to sway election result in the its favor. Yet,

if the fault line of this Presidential election was not centered on economic policy, then

we should expect the CBC's policy-making to only respond to the fundamental of

the market (particularly the stock and currency markers) as the theory would have

predicted.

Table 6.8

Social expenditure, debt burden , and tax
burden as % of total government expenditure
before and after the introduction of National

Health Insurance

Year Social expenditure Debt burden Tax burden

1994 9.1 10.6 N/A

1995* 13.7 9.1 21.6

1996 13.7 13.0 21.2

1997 13.2 14.1 20.6

1998 12.9 14.3 20.7

1999 12.8 16.2 19.4

2000 16.4 11.6 17.9

2001 18.9 10.1 18.1

Source: Data from Director General of Budget, Accounting,

and Statistics.

* Year in which National Health Insurance was enacted.
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Interesting enough, this election has every potential to be fought along redistribu-

tive policies at the outset of the campaign. The enactment of universal (and com-

pulsory) National Health Insurance in March 1995 has quintessentially transformed

Taiwan into a welfare state and augured a signi�cant increase in social expenditure

and government debt burden in the following years that created a �scal incentive for

the government to (ref. Table 6.8) to seek monetization from the central bank.71 Also,

proposals to reform the tax system into a progressive scheme and lower capital gains

tax from 0.6% to 0.5% have been submitted to the Legislative Yuan for review (Kuo,

2001, Ch3, p.51). These policy initiatives could potentially open a new dimension of

politics for the two parties to compete in, but with economic issues being pushed into

oblivion by more salient electoral platforms, even the KMT began to mimic the DPP's

identity and independence tones by exploiting the military crisis to rally around the

�ag and portraying its own candidates as �local" in comparison to the �residuals of

émigré regime" (i.e., the Mainlanders) supported (but not o�cially nominated) by

the New Party.

With no obvious political pressure to create a pre-electoral economic boost, the

CBC's policy-making during the electoral cycle of the 1996 Presidential election was

oriented toward stabilizing stock and currency markets. The panic selling of NTD-

based assets resulting from a series of China's military exercises in the second half

of 1995 caused the stock market and local currency to fell precipitously. The CBC

lowers the rediscount rate from 5.8% to 5.5% in July to stimulate the marker but with

71 The incidence of government-sponsored health care system corresponds to the mechanism that
generates the monetary �nancing e�ect: the expansion of selectorate size through democrati-
zation can motivate political survival-maximizing incumbent rulers to increase redistributive
public spending to please the newly enfranchised citizens, which therefore increases the rulers'
incentives to seek monetary accommodation from the central bank. Wong (2004) argues that al-
though the electoral incentive of political leaders was pivotal in promoting social policy reforms
in Taiwan and South Korea, the KMT's dominant one-party rule led to the rise of universal
health care system, as compared to the more decentralized system adopted by South Korea be-
cause there is no identi�able major parties that can claim credits of this social policy. In fact,
South Korea has by far one of the lowest share of Social Welfare Spending as % of government
expenditure (6.86%) and GDP (3.57%) among OECD countries (Woo, 2004, 185).
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little e�ect and local currency market was still under heavy depreciation pressure. To

halt this depreciation spiral, the CBC reassured that there will be stable supply of

US dollars backed the Bank's ample foreign reserves, but also signaled that it will

maintain the exchange rate at 1 USD to 27.5 NTD level (which was already 7% lower

than the level in May 1995) and will take emergency measure to shut down the cur-

rency market if necessary. Meanwhile, the government also chimed in by announcing

that it will support the stock market with �Stock Stabilization Funds" estimated at

200 billion NTD to boost investors' con�dence.72 Figure 6.16 plots the weekly TAIEX

movement and panel (a) of Figure 6.15 plots the monthly exchange rate and foreign

reserves movement on the left y-axis and monthly average exchange rate (1 USD to

NTD) on the right y-axis (in blue), important events during this stando� are noted

chronologically. We see that domestic stock market and currency market were very

sensitive to the news of military exercises: every time a new wave of military exercise

began, the NTD depreciated and the CBC immediately intervened by sterilizing its

USD-based reserves to o�set this depreciation pressure. At some points the exchange

rate hit 27.27 (February 1996) and the CBC's reserves level downed by 8.36% (March

1996). Overall, the exchange rate and reserves movement in this period show that the

CBC's exchange rate policy was aimed primarily at stabilizing the currency market.

72 Stock Stabilization Funds are funds allocated from public servants' pension fund and the saving
of state-owned enterprises and banks.
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Figure 6.15

Performance of key economic indicators in 1996 Presidential
election

(a) Exchange rate movement during
1996 President election, May 1995 to

March 1996
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We then looked at the CBC's routine policy-making (M1b, M2, and rediscount

rate) in this period, which is shown in panel (b) of Figure 6.15. Rediscount rate

was cut from 5.8% to 5.5% in July but stayed at 5.5% throughout the entire period.

The M1b and M2 growth rates peaked in November 1995 and then fell (but stayed

about 2 percentage points below CPI growth rate) until the end of the election.73

Note that government expenditure (g(πCB)) experienced an almost 16.4% growth

from the fourth quarter of 1995 to the �rst quarter of 1996 (in the same period,

the CBC's M1b and M2 were in decline), but most increase came from intellectual

property products by public enterprises (about 28% increase from last quarter) while

gross capital formation and consumption declined. The data shown in panel (b)

do not indicate the KMT government and the CBC have intentionally implemented

expansionary �scal and monetary policy to in�uence election outcome.

73 In the formal model, this implies πCB < π.
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Figure 6.16

TAIEX movement (weekly average) with lower and upper bounds,
May 1995 to May 1996

Source: Courtesy of KGI securities

Table 6.9

1996 President election result

KMT DPP Independent Independent

P Lee Teng-Hui Peng Ming-Min Lin Yang-Kang Chen Li-An

VP Lien Chan Frank Hsieh Hau Pei-Tsun Wang Ching-feng

Vote share 54.0% 21.1% 14.9% 9.98%

The KMT emerged triumph in this dangerous bid. Table 6.9 lists the result of this

election. By playing along the DPP's preferred electoral platforms but straddling in

the middle of the independence and identity spectrum, the KMT candidates won a

strong public mandate at the expense of the DPP whose vote share was way below

the level of electoral support it received in the Gubernatorial election (about 40%)

just two years ago. This election outcome made the KMT optimistic about its future
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electoral prospect but also prompted the DPP to adjust its campaign platform,74 as

we will see in the 2000 Presidential election, but before that I will brie�y analyze the

impact of 1997 Asian �nancial crisis on the CBC's policy-making, which serves as

additional empirical test of the theory.

1997 Asian �nancial crisis and adjustment cost

The sudden capital �ight caused by bad debt accumulated in the banking sector

and an overvalued currency led to the outbreak of Asian �nancial crisis in July 1997

(Kaminsky and Reinhart, 1999). This contagious �twin crises" �rst erupted in Thai-

land, then swept across Asia bringing depreciation pressure on local economies. Antic-

ipating domestic upheaval, many countries have attempted to sustain their exchange

rate pegs to delay the realization of the costs associated with currency realignment.

Previous comparative political economy literature has suggested that capital-speci�c

(�xed versus mobile) political alliance pattern and balance sheet characteristics (for-

eign versus domestic) determined the duration of exchange rate peg (Pepinsky, 2008,

2009; Walter, 2008).75 Yet, these arguments have not accounted for incumbent politi-

cal leaders' electoral incentives in their analyses. At least in Taiwan, the county/city

magistrate election held at the end of year could have motivated the KMT regime

to sustain the exchange rate peg in order to hold o� the impact of currency depreci-

ation until after the election, an electorally-induced policy behavior found in many

Latin American countries (Frieden, Ghezzi and Stein, 2001; Schamis and Way, 2003;

Blomberg et al., 2005). The electoral cost of sudden depreciation may certainly be

greater in more unequal countries where poor majority citizens seeing the purchasing

power of their income evaporating at a fast rate. Meanwhile, on May 21st, the CBC

74 That is, both parties can update their beliefs about υ from this election outcome.
75 Walter (2008) includes Taiwan in her four-country comparative case studies and argues that the

country's domestic-based source of �nancing (i.e., not relying on foreign investment) explains
the CBC's early decision to let the NTD fall.
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Law and corresponding Banking Law also received revisions on banking regulation to

prepare Taiwan's accession into the World Trade Organization (WTO) Article 23rd

of the CBC Law enhances the CBC's regulatory power over commercial banks' re-

serve ratios.76 The 1997 Asian �nancial crisis thus provides an opportunity to assess

the CBC's policy response in relation to the KMT government's potential electoral

incentive to sustain the peg.

On the electoral side, the 1997 county/city magistrate election marked as a wa-

tershed for the balance of power between the KMT and the DPP. The DPP changed

its electoral strategy by focusing its campaign on attacking several KMT candidates'

alleged corruption charges and linking the worsening public securities (highlighted by

a serious of kidnapping and killing of notables) to the KMT government's incompe-

tency in maintaining public order.77 The election was also the �rst election of its kind

in which both parties adopted local-level campaign platforms,78 although a number

of DPP candidates have proposed adopting annuity for senior citizens and promoting

local development (by supporting infrastructure projects) as common campaign plat-

form, but these proposals did not receive much resonance from the party headquarter

and the Legislative Yuan (Chen and Chin-Yuan, 2005, Ch3).

Table 6.10 lists the election result. Judging from the number of magistrate seats

76 The revised clause sets the maximum deposit reserves ratio for the following types of deposit:
checking (25%), demand (25%), saving (15%), time (15%), and other liabilities (25%). It also
stipulates the CBC to charge penalty on banks having insu�cient reserves. This revision might
look minor as it does not touch upon the CBC's main policy operations and its relation with
the political authority; however, Article 42nd of the Banking Law amended in the same year
requires that the extent of reserve ratio by the CBC on other liabilities �should be in consultation
with the Ministry of Finance," which e�ectively gives the executive branch some control over
the CBC's money supply decision. The Minister of Economic A�airs pointed out the potential
point of con�ict between Article 23rd of the CBC Law and Article 42nd of the Banking Law in
his address to the Legislative Yuan Financial Policy committee and suggested the need to revise
the latter in accordance with the former, but his suggestion was not taken (recorded in Agenda
Related Documents No. 1722 from Minute of Financial Policy Committee meeting, 1997).

77 The KMT's candidate for Pingtung county, Wu Tse-Yuan, was indicted for taking bribes in a
pumping station construction project.

78 Note that survey result (Figure 6.21) show in 1997, the proportion of respondents identi�ed
themselves as Taiwanese actually surpassed those identi�ed as Chinese by a wide margin (34%
to 19.2%), but the DPP decided not to campaign on identity platform in this local-level election.
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elected, the KMT ended up losing substantial ground to the DPP who, for the �rst

time, won a plurality of total vote (43.3%) and controlled over half of the countries

and cities representing over 70% of the population.

Table 6.10

1997 County/City Magistrate election
result: a comparison

KMT DPP Independent
Before the election 6 15 2
After the election 12 8 3
Total vote share 43.3% 42.1% 14.6%

Did the Asian �nancial crisis harm the KMT's electoral prospect? The answer is

the impact was not substantial and the KMT regime may actually favor the abandon-

ment of the exchange rate peg. The CBC's initial attempt to sustain the exchange

rate peg around 1 USD to 28 NTD was hampered by domestic debate on the trade-

o� between stock market performance and exchange rate stability. The TAIEX hit

its second historic high at 10256.10 on August 27th but then began fall steady until

reaching 7040.54 on October 30th, as seen in Figure 6.17. The CBC faced the de-

cision of whether it should continue to defend the exchange rate (which is costly as

the CBC's reserves reduced by over 3.3% in October alone) to temporarily keep at

bay the in�ationary impact of depreciation on local people's purchasing power (which

requires keeping interest rate high) or to salvage the stock market with loose mon-

etary policy. On October 8th, leaders of major industry and commerce associations

also joined the fray by publicly calling for lower interest rates, a demand that was

echoed by stock buyers (Walter, 2008, 421). This demand was well received by the

executive branch. On November 12th, the �Stock Market Stabilization Task Force"

was launched by the Ministry of Finance to support the stock market with �National
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Stabilization Funds."79 As the executive and societal demands for stock market per-

formance mounted, the CBC eventually decided to let the NTD �oat in November

within which the NTD depreciated by 7.57% (coming down from 29.4 in October to

31.627 in November), as depicted in panel (a) of Figure 6.18.80

Figure 6.17

TAIEX movement (weekly average) with lower and upper bounds,
July 1997 to January 1998

Source: Courtesy of KGI securities

Although this sudden abandonment of the peg may have given us the impression

that the CBC has bowed down to the executive branch who was carried away by

business interests, the depreciation should be seen as part of a more complex set of

policies employed by the CBC in response to the unforeseen exogenous shock, because

the CBC also reduced the reserve ratio (its newly gain area of authority) by 1.5% in

79 National Stabilization Funds is the formalized name for Stock Stabilization Funds introduced
in 1995-6, see Footnote 72.

80 In November, the CBC's foreign reserves grew the �rst time since June.
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Figure 6.18

Performance of key economic indicators in 1997 County/City
Magistrate election

(a) Exchange rate movement during
1997 County/City Magistrate

election, June 1997 to February 1998
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November and maintained a relatively high M1b and M2 growth rates (above that

of CPI, ref. panel (b) of Figure 6.18) throughout the fourth quarter to stimulate the

hard-hit economy that �nally recovered its momentum in February 1998.

The more equal income distribution in Taiwan certainly help to account for the

KMT regime's tolerance of the CBC's early abandonment of the peg in the presence

of the opposition's electoral threat because its impact on the citizens' propensity for

economic voting was assumed to be more evenly dispersed and less perceptible;81 The

fact that both the industrial and the commercial sector appeared to be more vulnera-

ble to the tightening of credit rationing (which, as in the Taiwanese case, is primarily

adjusted through domestic interest rate) than currency depreciation (which is linked

to the volatility in foreign currencies) also reveals the CBC's relative autonomy in

81 This is in sharp contrast to many Latin American states where incumbent governments tend to
maintain the peg in the electoral cycle to shelter the domestic-oriented non-tradable industrial
sector from the impact of currency realignment but abandon the peg afterward (Frieden, Ghezzi
and Stein, 2001; Blomberg et al., 2005). The post-election survey by the Academia Sinica (Chen,
2006b) �nds that among available �Party Image" categories, highest proportion of respondents
perceived the KMT as corrupted (12.3%) or associated with such activities (9.8%), respondents
generally expressed concern with the worsening public security and regarded the elected can-
didates as capable as solving such problem. Economic issues were not featured as a prominent
concern for the respondents.
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setting the pace and the extent of �nancial liberalization and its long-held policy

preference for stability and control that are largely in line with the KMT regime's

ruling strategy.82

Notwithstanding the mild impact the Asian �nancial crisis had on the 1997 elec-

toral campaign, the election result boded ill for the KMT's continuing political dom-

inance in Taiwan, which we will discuss in the next section.

2000 Presidential Election

The 2000 Presidential election is, in many ways, reminiscent of the 1994 Taipei City

Mayoral election featuring an internally divided KMT and the same DPP protago-

nist, Chen Shui-Bian, who promptly entered into the race as a result of losing his

re-election bid for Taipei Mayor despite his high nation-wide popularity. The KMT,

on the other hand, was mired in the in�ghting between Lee, his Vice President as

well as the party's preferred Presidential candidate, Lien Chan, and the more popular

former Taiwan Governor James Soong. Enraged by Lee's decision to streamline the

administration of the Taiwan Provincial Government in 1998�a reform that trans-

ferred much of its power back to the central government, including the appointment

of the Governor�and the verdict of the party to deny him the Presidential nomina-

tion due to Lee's obstruction, Soong announced his candidacy and solicited support

from the party's rank-and-�le. The coming Presidential election, once again, became

a three-way contest between two major parties with each trying to avoid falling into

the third place in the poll for fear that undecided voters will switch their support to

the other two more competitive candidates (Diamond, 2001, 76-8).

82 Thurbon's (2001) analysis suggests the CBC's stability-oriented policy-making approach and
its emphasis on regulation are behind its reluctance to liberalize fully Taiwan's current ac-
count to international investors, as compared to South Korea in her study and, perhaps, the
rest of the East and Southeast Asian economies that embraced �nancial liberalization almost
wholeheartedly in the 1980s (Frankel, 2000).
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Although there were multiple dimensions of electoral platforms emerged during

the campaign, but the election was most noteworthy for the issues that were absent:

the con�ict between economic growth and distribution. Instead, the most striking

feature of this election was the convergence of all three candidates toward a common

stance on two ongoing political debates: the relationship with China and political

reform. Not only did all candidates shifted to a more moderate tone emphasizing

their centrist position, they also pledged to expand bilateral trade and transportation

links with China, a policy long-demanded by the business community as the volume

of bilateral trade grew exponentially since 1996.83 On the political reform platform,

both Chen and Soong attacked Lien's incumbent position and cast themselves as

reformers who will undo the KMT's �fty-year's party-state rule and privileges and

improve the quality of democracy. Finally, to overcome his origin-based de�ciency,

Soong (of Mainlander origin) adopted �New Taiwan-ism" as his campaign slogan and

named his campaign organization �New Taiwanese Service Team."

Facing a two-front war with opposing candidates�a youth energetic opposition

candidate and a defected KMT insider�taking similar positions on cross-strait rela-

tionship and political reform, one would expect the KMT to exploit its incumbency

advantage by investing in other dimensions of politics, such as social policy, to dis-

tinguish Lien from other candidates.84 This was indeed what the KMT has been con-

templating. Lien emulated the DPP's elderly annuity policy proposal by promising

to increase health care subsidies for the elderly, establish national pension program,

and a low-rate mortgage program (estimated at NT$ 120 billion) for �rst-time home

83 The DPP, the historically pro-independence party, is perhaps seen as making the most dramatic
shift in its position on this issue. Rigger (2001)'s (2001, 132) interview with Wu Nai-Jen (prior to
the election (July 1999)), a DPP legislator who is a�liated with the pro-independence New Tide

faction, revealed the rationale of this change, �The DPP still supports Taiwan Independence�it
has never retreated from that goal�but at the same time we have to make the voters understand
that in pursuit of this goal, the DPP will use a responsible, safety-conscious, not a precipitous
method."

84 Lien was widely regarded as being reticent and aloof by voters. Post-election survey by the Aca-
demic Sinica (Chen, 2006b) shows that Lien consistently ranked the 3rd on all major campaign
issues.
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buyers, apparently targeting the young population. Chen and Soong followed suit

by announcing their own, albeit more moderate welfare programs, including monthly

annuity for the elderly (Chen) and workweek reduction (Soong). Finally, with this

welfare outbidding and Lien's eagerness to demonstrate his credential in delivering

these policies as a way to bolster his lagging poll support, it is possible that the KMT

might have set its eyes on monetary policy.

Table 6.11

Contribution to economic growth of expenditure items (in %)

Year Economic Private Public Private sector Net exports
growth rate consumption expenditure �xed investment

1998 4.57 3.88 0.70 1.75 −1.81
(−39.61)

1999 5.42 3.25 −0.38 −0.11 3.55
(65.50)

2000 5.86 2.98 −0.28 2.36 1.97
(33.60)

Source: Director General of Budget, Accounting, and Statistics.

Note: Figures in parentheses are estimated shares of contribution to economic growth rate

In fact, in 1999, Taiwan's economy has showed signs of de�ation due to the linger-

ing e�ects of Asian �nancial crisis.85 What further worsened this weak demand-trigger

de�ation problem is that, as shown in Table 6.11, in the period 1998-2000, net ex-

ports (to China) contributed more to economic growth on the expenditure side than

domestic demand, which explains why all three candidates spoke the same positive

tone about promoting cross-strait trade links.86 Even if the government could adopt

expansionary �scal policy to stimulate domestic demand, its �scal condition has been

constrained by a large �scal de�cit in the 1998-99 �scal year as a result of the central

85 Rogo�'s (2003) IMF research report lists Taiwan, along with Hong Kong, Japan, and Germany
as high-risk countries for de�ation.

86 Another way to look at the link between cross-strait trade dependence and Taiwan's de�ation
problem can be found in Genberg (2005) whose statistical analysis shows that Taiwan's growing
trade dependence with China also ampli�es the transmission of China's de�ationary pressure
to Taiwan's economy.
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government taking over the debts of the Provincial Government,87 and this de�cit

problem was further worsened by increasing government debts as percentage of GDP

and decreasing tax burden since the introduction of National Health Insurance in

1994, along with other welfare programs (ref. Table 6.8). The main objective of the

CBC's policy operation from late 1998 to 2000 was concerned with avoiding price

decrease while maintaining growth, although both the CBC and the government have

never admitted the existence of de�ationary pressure (Yang and Shea, 2006).88

The CBC scaled down the target zone for M2 from 6-12 % in 1998 to 6-11 % in

1999-2000 but lowered rediscount rate twice in November and December of 1998 to

stimulate domestic demand. The impact of this policy response is plotted in Fig-

ure 6.19 which shows that the KMT's incentive to in�uence election result was not

matched by the observed �scal and monetary policy. First, government expenditure

declined in the second quarter of 1999 and did not recovered to its 1999Q1 level until

early 2000. Secondly, on the monetary policy side, the CBC maintained a constant

rediscount rate throughout much of 1999 but tightened it by 1 basis point in March

2000, the month when the election was held; on the other hand, the CBC's money

supply decisions appeared to be very accommodative to growth: M1b and M2 growth

rate closely tracked and grew proportionally to the movement of quarterly GDP and

monthly CPI growth. Thus, rather than using expansionary �scal and monetary pol-

icy to reverse its candidate's electoral fortune, the KMT government and the CBC

were actually conducting �scal austerity and growth targeting monetary policy in

response to latent de�ationary pressure.89

87 After adding the Provincial Government's debt obligation (NT$ 895.7 billion in total), the
expenditure on interest payment (on government debt) as % of total government expenditure
rose from 6.1% to 10.5% (Director General of Budget, 2000).

88 One of the authors of Yang and Shea (2006), Yang Ya-Hwei, served as the director of the CBC's
executive board in 2005-2006.

89 By adopting a target zone for M2 in reference to economic growth and CPI projection (ref.
Footnote 61), the CBC has in fact implicitly incorporated growth targeting into its monetary
policy framework. An indirect evidence of the CBC conducting counter-de�ation policy is that
the M2 growth rate always fell outside of its pre-announced target zone in this period, see Hsu,
Chien-Fu and Shu-Ming (2002).
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Figure 6.19

Monthly M1b, M2, and CPI growth rate, January 1999 - April 2000
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Being capped by its �scal capacity and the underlying economy to manipulate eco-

nomic policies for electoral gains, the KMT turned to its party machine (which was

already incapacitated by the party's internal split and some even switched their alle-

giance to Soong) and attacked Soong's integrity with a scandal that involves Soong's

son holding a bank account with large cash balances from an illicit source in a KMT-

invested bills �nance company. In its campaign against Chen, the KMT resorted

to the �fear factor" by highlighting the DPP's pro-independence credential and the

possible military con�ict with China that Chen's winning would implicate. Yet, these

desperate campaign maneuvers only underlines Lien's dilemma in this three-way race:

both Lien and his party machine were not clear which competitors they had to de-

rail �rst (Diamond, 2001, 62) as Lien was placed third in almost every poll.90 This

dilemma makes Lien's campaign strategy inconsistent and counterproductive.

By alleging Soong's illicit money dealing with KMT-invested company, the KMT

90 See Diamond (2001, 61).
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only strengthens voters' perception of the KMT's corruption, as indicated strongly in

various nation-wide pre- and post-election surveys,Chen (2006b); Hsu (2006).91 and

this turned those swing voters who would have �ditched Soong for Lien" to support

Chen. On the other hand, by upselling China's military threat, the KMT admittedly

conceded its weakness (as the incumbent party) on national security issue. For exam-

ple, on March 13th 2000 when the news of former Vice President Li Yuan-Tsu (still

a KMT member) a�rming his endorsement of Chen hit local news headlines, TAIEX

dropped by 618 points (amounts to 7%) in a single day, �apparently sparks by fears

of a KMT defeat in the presidential election but mired by speculation that the KMT

willed it to happen."92 Lien immediately coined this event as an example of Chen (and

the DPP) �endangering national stability and development" and used this opportu-

nity to demonstrate his leadership (as Vice President) by summoning the Ministry

of Finance and the CBC to discuss stabilization strategies to �non-market factors."93

Unbeknownst to Lien, the remark by Chinese Premier Zhu Rongji two days later

almost made him China's messenger. In a televised press conference, Zhu, speaking

in a threatening tone and facial expression, warned Taiwanese voters not to �act on

impulse" because �Chinese people are ready to shed blood" to prevent Taiwan from

breaking away, and �whoever stands for `One China' shall have our support."94 As

expected, Zhu's remark back�red and provided Soong's and Chen's with readymade

material to attach Lien and the impact was dramatic: various polls showed Lien's

support declined by as much as 12 percentage points in the �nal week while Soong

91 Hsu's (2006) analysis of pre-election survey also �nds that respondents generally did not regard
the state of the economy as being an important issue.

92 Anthony Lawrence, �TAIEX Tanks on Fears of KMT Loss," Taipei Times, 14th March, 2000,
p.3. Several senior economic planning o�cials and CEOs of the country's largest corporations
(for example, the Uni-President Corp. (whose CEO, Kao Ching-Yuen, is a registered KMT
party member) have spoke out openly that the TAIEX will collapse if �certain person" were
elected.

93 Li Chien-Jung, �O�ce of the President: PLA units shifted, but did not show signs of building
up," China Times, 18th March 2000, p.2.

94 Immediately after Zhu's remark went on TV, TAIEX fell by 4.5% within hours but closed with
0.5% up from previous day as a result of government intervention using National Stabilization
Funds.
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and Chen were tying with each other.95

Table 6.12

2000 President election result

KMT DPP Independent Independent New Party
P Lien Chan Chen Shui-Bian James Soong Hsu Hsin-Lianga Li Ao
VP Vincent Siew Annette Lu Chang Chau-Hsiung Chu Hui-Liang Elmer Fung
Vote 23.1% 39.3% 36.8% 0.63% 0.13%
share

Note: a Left the DPP and ran as independent.

However, the biggest bungle committed by the KMT was perhaps its disinfor-

mation campaign to in�ate Lien�s poll lead which prevented strategic voting among

many pro-KMT voters but rallied pro-DPP voters around Chen. Indeed, given the

DPP's electoral base in their past election showings, this disinformation has misled

many experts and market watchers (and even some senior KMT party cadres them-

selves) to conclude that the KMT will be able to engineer a narrow victory for Lien

(Diamond, 2001, 60). But the moment of truth revealed on March 23rd soon dispelled

the fog of this campaign.96 As Table 6.12 shows, the presence of external threat, slight

recession, and stock market rumors were almost inconsequential in deterring Chen

from securing the DPP's electoral base (about 40%) but the confusion created by the

KMT's disingenuous poll in�ation has certainly costed the party's �fty-year hold on

power.97 With Presidential inauguration only two months away (May 20th), it was

now upon KMT to decide whether it should insulate certain institutions (including

95 Diamond (2001, 62)
96 I borrowed this tagline from Larmer's (2000) Newsweek article on the outcome of this election.
97 This corresponds to one of the empirical implications suggested by the theoretical model: in-

cumbent authoritarian rulers are less likely to implement CBI reform (prior to the transition to
democracy) in this �noisy" election scenario (i.e., υ

ξ2 is su�ciently low) in which the outcome is
very uncertain. Niou and Paolino (2003, 732) also made similar argument, �polls issued in the
period before the election have uncertainty built into them such that people may be reluctant
to vote strategically unless they are very certain that their preferred candidate cannot win."
(Italics mine)
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the CBC) from executive control to minimize the impact of future DPP rule on the

party's political and economic interests.

On April 24th, the �fth session of the Third National Assembly (in which the KMT

held absolute majority, controlling 254 out of a total of 334 seats, as compared to the

DPP's 66 seats) was convened and rati�ed the following constitutional revisions that

summed up to the Sixth Constitutional Amendment. First, the National Assembly

relegated itself to an ad hoc institution whose authority is limited to ratifying con-

stitutional revision, modi�cation of territory, and impeachment of the President and

the Vice President proposed by the the Legislative Yuan. Secondly, the legislative

check on the executive branch has been su�ciently strengthened. The President's

power to appoint executive o�cials (including the Premier) and issue emergency or-

der now requires rati�cation by the Legislative Yuan, and provisions to recall the

President and a vote of no con�dence for the Premier by the Legislative Yuan have

also been stipulated. This amendment also emphasized territorial integrity based on

existing territory and mandate Justices of the Constitutional Court (equivalent to US

Supreme Court) to outlaw political parties that threaten the existence of the republic

and existing constitutional order. It is apparent that this swift constitutional revision

was aimed at curtailing the power and pro-independence inclination of the incoming

DPP government, the aspects of the DPP rule that the KMT feared the most, even at

the cost of the National Assembly's own constitutional status.98 However, the issues

of executive authority and legislative oversight on monetary policy-making was left

untouched, which suggests its low priority in the KMT's agenda during the transfer

of government because, conceivably, the would be out-of-power KMT may want to

wrench the CBC from the Executive Yuan's administrative control or to enhance its

legislative oversight over monetary policy.

98 It was reported that this constitutional revision was proposed and coordinated by the KMT
secretary general Tsai Cheng-Yuan, intended to deter the DPP and Soong's supporters from
using the constitutional platform to further erode the KMT's legislative advantage. The entire
process went almost unopposed. See Li and Tseng (2002, 146-9).
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The same spirit is also exhibited by the DPP's preoccupation with the transfer

of executive authority in the two-month transition period. The DPP warned the

caretaker KMT government �not to make important policy decisions in this period"

and a special task force was formed in late March to handle the transfer of authority

in the areas of general government administration, foreign relations and cross-strait

relation (with China), defense, and �nance, without any speci�c references to the gov-

ernment's �scal policy-making and public �nance limitation in relation to the CBC's

existing monetary policy framework (Lin, 2002, 153-8). An almost last-minute pro-

posal, however, was submitted to the Legislative Yuan Finance Committee by DPP

legislator Chen Sheng-Hung (along with 47 other co-signed DPP and independent

legislators), that includes 17 recommended revisions to CBC Law ranging from re-

prioritizing the CBC's policy objectives (in which credit control and money supply

should be prioritized over monetary stability), corporatization of the CBC, increasing

the number of executive board members with private banking background, relaxing

the regulation on commercial banks' reserve ratios to free up money for reinvestment,

and �nally, full submission of the CBC's operating pro�ts to the Treasury (Legislative

Yuan, 2000).99 But this proposal eventually failed to pass committee review in the

session spanned across the inauguration of the new DPP administration. Indeed, in

an institutional in�ux where the fault line of politics that brought this change did

not cut across social preferences for �scal and monetary policy, existing monetary

institutions are expected to be left untouched.

99 Most of the items listed in this CBC Law revision proposal should be understood as Chen
Sheng-Hung's self-interested interest articulation rather than re�ecting the DPP's party stance
because he was the former CEO of Sunny Bank Ltd., a small private commercial bank with
questionable credit history. Chen was later indicted for an overlending charge in October 2012.
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6.6 Conclusion: Does CBI matter in Taiwan?

The analysis in this chapter describes monetary policy-making in an authoritarian

state where the non-fully independent central bank was able to pursue stability-

oriented monetary policy with relative autonomy within the con�nes endowed by an

in�ation-averse authoritarian regime that, from time to time, even shielded the CBC's

policy-making from the potential encroachment of other economic regulatory agencies

whose policy goals did not align with the regime's stability-in-command tutelage. The

convergence between the KMT regime's policy preference (and especially those of the

Chiangs') and the CBC's actual policy-making may make us question the usefulness

of using the Taiwanese case to evaluate the causal links between political regime and

CBI suggested by the theory: after all, if the political authority's and the central

bank's policy interests are aligned, then CBI does not matter, because it is incentive-

compatible for incumbent KMT rulers to o�er protection and bestow discretion to an

institution that will pursue its preferred monetary policy.

While it is easy to see, judging from the CBC's observed policies described in the

preceding sections, why one would come to this conclusion, I will argue�for at least

three reasons�that this line of reasoning does not properly weigh in the e�ects of

democratic threat that would have altered incumbent KMT rulers' CBI preferences

at di�erent stages of democratization and the domestic economic structure that have

mediated these e�ects.

First, while the hard lessons learned from his military and economic �asco in

China may explain Chiang Kai-Shek's obsession with price stability that formed the

basis of the CBC's stability-oriented policy-making in the early period of its restora-

tion in Taiwan, his successors (particularly Lee) were less haunted by this bygone

regime-threatening hyperin�ation experience and may hold di�erent views on the

role of monetary policy in national development and may therefore prefer di�erent
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modes of state-central bank relation. As my previous analysis has shown, the rela-

tionship between the executive branch and the CBC changed from Chiang Kai-Shek

era's personalistic in�ation-control delegation to the legalistic, mercantilist approach

under Chiang Ching-Kuo's rule, and �nally evolved into the more institutionalized

state-central bank-legislative interaction pattern in the Lee Teng-Hui administration,

focusing on adjusting to external shocks with a variety of policy instruments. If the

CBC is assumed to always act in the interests of incumbent KMT rulers in pursuit of

low in�ation policy outcomes, then these KMT rulers can simply keep the CBC as the

monetary arms or an in�ation-control agency of the Executive O�ce of the President,

in way similar to the Chiang Kai-Shek era or nowadays' Monetary Authority of Singa-

pore (MAS).100 The fact that Chiang Kai-Shek's successors went through much of the

inter-agency tussle described in section 6.3 to restructure the CBC's administrative

jurisdiction within the executive branch (1979) and empower it with new regulatory

authority over other aspects of macroeconomic management (1997) suggests the in-

strumental purposes of these reforms, corresponding to the growing importance of

trade relations with the US (and later with China) and the more stochastic stock and

currency market environment faced by Chiang Kai-Shek's successors.101

The second aspect and one that is directly related to the theory developed in this

study is the di�erent degree of democratic threat these KMT rulers were confronted

with. Although the repressive authoritarian environment under Chiang Kai-Shek's

rule allows Chiang to fully insulate his personal policy �efdom, the CBC, from public

oversight as well as the interference of other agencies, his successors did not possess

such privilege. Section 6.3 describes how the passing of the strongman �rst drew the

interests of the Executive Yuan and its a�liated economic planning agencies that

wished to extend their in�uence in monetary policy-making, and then the curiosity of

100 The MAS is administered under the Government of Singapore, the country's executive o�ce.
101 As Lohmann (1992) has emphasized, we should not taken for granted that central banks will

always pursue price stability in the presence of unforeseen external shocks.
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the gradually more inquisitive Legislative Yuan. Furthermore, the rise of the Tangwai

movement and later the DPP in the mid 1980s even augured the possibility of a change

of government (and possibly regime change, due to the DPP's pro-independence ten-

dency) through election and therefore, according to the theory, could provide the

incentive for the KMT regime to manipulate macroeconomic policies to maximize the

chance of staying in o�ce. The loosening of authoritarian political control has cer-

tainly generated pressure from di�erent political actors that might cause the CBC's

policy-making to deviate from its preexisting course of price stability.

Finally, even if all three KMT rulers and the regime itself were ideologically com-

mitted to low in�ation more than anything else, this policy objective might not be

prioritized by the DPP and the latter's electoral victory would therefore imply a shift

in monetary policy priorities if the CBC's autonomy has not been su�ciently institu-

tionalized against executive interference. Given that in the early years of the DPP's

factional formation, the funding of welfare programs has been central to the Welfare

State Faction's campaign platform and occasionally made its way to the considera-

tion of the DPP's national-level campaign platform (in 1992 and 1996 elections), the

over-time increase in the DPP's electoral strength should have given the KMT regime

su�cient reason to expect a change in monetary policy orientation under future DPP

rule and take measures to strengthen the CBC's autonomy.

The presence of these factors could potentially in�uence incumbent KMT rulers'

monetary policy preferences at di�erent stages of the democratization process and

therefore alter their preferences for CBI. Yet, what have been observed in the anal-

ysis preceding sections were the displacement of socioeconomic issues by identity

politics as the most salient electoral platform and the persistence of stability-oriented

monetary policy-making by the CBC.

The relative equal income distribution from the 1960s to 1980s bene�ted from the

KMT's land reforms and low in�ation policy were instrumental in mitigating poten-

423



tial redistributive con�ict that reduced the salience of economic redistribution as a

dimension of electoral politics in the formative years of the opposition movement.

My analysis of the electoral platforms taken by the two parties and their campaign

rhetoric were corroborated by public opinion survey evidences that show the low

salience of socioeconomic issues�relative to national identity and political reform�

in voters' perceptions in each of the national-level elections analyzed in this chapter.

Because the electoral appeal of redistributive and expansionary policy was reduced in

such relative equal socioeconomic context, incumbent KMT rulers had little incentive

to alter the CBC's existing stability-oriented monetary policy approach. On the other

hand, greater economic equality also means the cost of exchange rate realignment is

more evenly dispersed. In the wake of real estate-cum-stock market bubble in 1988-89

and the 1997 Asian �nancial crisis, the KMT regime did not interfere with the CBC's

monetary tightening and �oating decision even in the presence of the DPP's electoral

threat in the legislative and County/City Magistrate election held in the same years

because the impact of currency depreciation was assumed to be less politically costly.

Perhaps Taiwan is just an exceptional case. The �émigré" status of the KMT

regime provided a ready-made political cleavage for the opposition to rally electoral

support along origin (i.e., Mainlander/Taiwanese) line, and China's lingering mili-

tary threat further accentuates the salience of this demographic fault line as the main

campaign platform between the two parties. Socioeconomic-based issues therefore

did not have much chance to emerge as a sellable campaign platform to in�uence

monetary policy-making in the transition to democracy. However, with politicians of

Taiwanese origin (such as Lee and Lien) ascending into the KMT leadership positions

in the 1990s and the generational replacement of Mainlander population,102 we might

expect the electoral appeal of identity politics to subside and yield to other dimension

102 Respondents identi�ed themselves as exclusively Taiwanese has been on the rise in the last
two decades, as captured by the Taiwanese/Chinese identity trend shown in Figure 6.21 in the
Appendix.
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of politics, such as socioeconomic issues.

Yet, this expectation was belied by the KMT's electoral strategies during the 2000

Presidential election. Even under intensi�ed democratic threat in which the KMT's

internal split was elevated to national-level that made party alternation a real and

imminent possibility, the KMT still showed no strong intention of manipulating �scal

and monetary policy to revert this undesirable outcome because growth and redistri-

bution, once again, did not assume heightened importance in the electoral agenda.

Instead, the CBC's and the KMT government's economic policy operation during

this period was geared toward countering de�ationary pressure and stabilizing stock

market volatility (whose impact a�ects stock holders across all income level and par-

tisanship).

If the CBC's four decades' de facto autonomy under a weak legal provision was

at the mercy of the KMT's political dominance, as the loss of political power became

clear, would the KMT take preemptive measures to insulate the CBC completely

from executive control to stave o� any uncertainty in monetary policy-making un-

der future DPP rule, which would be consistent with the prediction of the theoreti-

cal model should the outgoing authoritarian regime expect its democratic successor

to be more �scally expansionary? But as the analysis in the previous section has

suggested, it would appear that the KMT placed more emphasis in guarding and

restricting the power of the top executive o�cials of the coming DPP government

and its pro-independence tendency than other aspects of executive power in the tran-

sition period because there was no perceivable divergence in the two main parties'

monetary policy preferences. Although one might expect the KMT to marshal its

legislative majority to initiate CBI reform as a way to redeem its lost opportunity

to block the DPP's access to monetary policy-making in the �eeting transition pe-

riod, this idea only brie�y emerged. A proposal was submitted by 39 co-signed KMT

legislators in December 2002 that raised the concern about the CBC's insu�cient
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political independence from the executive branch and recommended revisions to (1)

stagger the terms of board members from that of the President, (2) restructure the

policy board to directorial system (in which no special voting weight will be given to

the chairman) and increase the number of governors, and (3) prohibit board mem-

bers from holding partisan appointments (Legislative Yuan, 2002). Simply put, these

recommended structural change aimed at diluting the DPP government's in�uence

on monetary policy-making by clipping the chairman's power and board members'

partisan connection; meanwhile, no attempt was made to institutionally insulate the

CBC from the Executive Yuan. This proposal, as would be expected from Taiwan's

traditional partisan cleavage, failed to gain consensus from the KMT party caucus as

there was no political exigency for such institutional reform and the CBC Law was

left untouched throughout the entire eight-year DPP administration.
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Appendix

Vector Autocorrelation estimate of USD-to-NTD exchange rate

and rediscount rate movement, July 1990 to December 1992

Let (6.1) represent the evolution of USD-to-NTD exchange rate (PUSD/NTD[t]), the

CBC's rediscount rate (rCBC[t]), and the Federal Reserve's rediscount rate (rFed[t]) over

the same sample period of 30 months (t = 30, July 1990 to December 1992) as a

linear function of their past values. For simplicity, only two lags are included in the

estimation and adjusted for small-sample degrees-of-freedom.

yt = c+
∏

1

yt−1 +
∏

2

yt−2 + εt,

∀PUSD/NTD[t] , rCBC[t], rFed[t] and t = 1,...,30, (6.1)

where E(εt) = 0 with no serial correlation between individual error terms. The esti-

mation result is listed at below.
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Table 6.13

VAR estimate of PUSD/NTD[t], rCBC[t], rFed[t]

rCBC[t−1] rCBC[t−2] rFed[t−1] rFed[t−2] PUSD/NTD[t−1] PUSD/NTD[t−2]
yt (s.d.) (s.d.) (s.d.) (s.d.) (s.d.) (s.d.)
rCBC[t] 0.683** 0.297 0.114 0.001 0.129 -0.302

(0.220) (0.255) (0.246) (0.241) (0.246) (0.220)
rFed[t] 0.044 -0.063 1.085 ∗ ∗∗ -0.162 0.070 0.021

(0.194) (0.225) (0.217) (0.213) (0.217) (0.194)
PUSD/NTD[t] -0.013 0.448* -0.070 0.103 1.145*** -0.598***

(0.174) (0.202) (0.195) (0.192) (0.195) (0.175)
N 28
AIC -9.984588
Log-likelihood 38.59339

* p < .05, ** p < .01, *** p < .001

Trends in Core Political Attitudes among Taiwanese, June 1992

to December 2014

This section shows the trend distribution of key political attitudes among Taiwanese

from the multi-year survey studies conducted by the Election Study Center of Na-

tional Chengchi University (Taiwan): Taiwan's political status, national identity, and

party preference.
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Figure 6.20

Independence versus Unification with the Mainland Trend
Distribution in Taiwan

URL: http://esc.nccu.edu.tw/course/news.php?Sn=167

Figure 6.21

Taiwanese/Chinese Identification Trend Distribution in Taiwan

URL: http://esc.nccu.edu.tw/course/news.php?Sn=166
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Figure 6.22

Party Preferences Trend Distribution in Taiwan

URL: http://esc.nccu.edu.tw/course/news.php?Sn=165
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Chapter 7

Democratization and CBI reforms in

Comparative Perspective

7.1 Introduction

My analysis of the incidences of CBI reform in the preceding two country cases shows

that although the ruling authoritarian regimes in both Mexico and Taiwan faced

rising electoral threat from the opposition�in line with the gradual opening of po-

litical space and the dominant parties' internal fractionalization�and the exogenous

impact of economic neoliberalism in the 1980s, the degree of economic inequality

signi�cantly in�uenced the political salience of redistributive politics that raised the

issue of CBI to incumbent authoritarian rulers' reform tables at di�erent stages of

the democratization process. In Mexico, the widening income distribution between

the manufacturing and agriculture sector since the �Stabilizing Development" of the

1960s and poverty su�ered by much of the campesinos in the countryside motivated

the PRI to repeatedly distort �scal and monetary policies toward an expansionary

and populist direction for electoral gains; yet, as the balance of political power tilted

toward the opposition, the PRI resorted to institutionally insulate the Banxico from

anticipated democratic control to minimize the latter's destabilizing impact on their

economic interests. On the contrary, the relative low economic inequality and the dis-
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placement of economic issues by the more salient national identity issues in Taiwan's

electoral environment provided little incentive for the KMT to engage in expansionary

public policies and prevented the issue of CBI reform from emerging in incumbent

KMT rulers' reform tables. The KMT regime therefore left its democratic successor

with a non-fully autonomous central bank.

To be sure, the two dominant party-state cases I examined in the last two chap-

ters are far from perfect to evaluate the full range of empirical implications suggested

by my model. For example, we would also like to know if, absent competitive elec-

tions, would economic inequality by itself motivates incumbent authoritarian rulers

to suppress CBI and pursue expansionary public policies or, alternatively, CBI re-

form? Also, the fact that both Mexico's and Taiwan's monetary policy-making from

the 1980s onward were heavily in�uenced by the prevailing neoliberalism at that time

may make us wonder whether the actual or planned CBI reforms in these two coun-

tries corresponded primarily to external pressure than to domestic democratic threat.

Finally, the theoretical model developed in Chapter 3 is structurally a one-shot game

with the �rst (and only) move taken by incumbent authoritarian regimes in response

to perceived democratic threat, and once the political state became democracy (s

= D, which is the absorbing state), the authoritarian elites cannot roll back and al-

ter CBI decisions (ζ = {CBI, ¬CBI}) they made under authoritarianism (s = A).

There is no way to tell if authoritarian elites would have chosen di�erently should

they be given to opportunity to express their true CBI preference for future demo-

cratic period.

For this reason, I turn to three extended though briefer case studies to evaluate

these additional empirical implications of the theoretical model that were not at-

tended by my two primary case studies: Chile, South Africa, and Thailand. Situated

in the geographically and culturally similar background of Latin America continent

but ruled by military dictatorship that did not allow for constant electoral competi-
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tion, the Chilean case enables us to partial out and assess authoritarian elites' mone-

tary policy preference in an economically highly-unequal but politically uncompetitive

environment and how their CBI preference changed once a transition to democracy

became certain. For this particular aspect, the racially segregated apartheid era South

Africa provides yet another case to evaluate the institutional preference toward CBI

upheld by a small group of ruling elites in a highly unequal illiberal political context,

as well as how measures to enhance CBI accelerated once a majoritarian rule of the

previously excluded black population became imminent. In addition, South Africa's

international isolation in apartheid era suggests that it was less exposed to neolib-

eralist pressure for institutional reform than other country cases examined.1 With

respect to the third empirical implication, a re-democratization scenario, my analysis

of Thailand, a country su�ering from constant military intervention in politics, su�ce

to inform us about an important �what if" puzzle: would authoritarian elites react

di�erently should they observed the economic consequence of democratic control of

monetary policy-making and were given another opportunity to implement CBI re-

form?

Overall, my analysis of these cases suggests the plausibility of the argument devel-

oped in Chapter 2 and 3 also travels to other institutional contexts beyond the two

modal �competitive authoritarianism" cases examined previously. In the concluding

section, I discuss the insights drawn from these extended case studies in relation to

Mexico and Taiwan.

1 An argument could be made for Taiwan, one of our primary case studies, which became a
�pariah state" after most countries switched their diplomatic recognition to China, but Taiwan
was not subject to international economic sanctions during this period.
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7.2 Chile: An overnight CBI reform

CBI reform in Chile occurred almost overnight in the transition to civilian rule. After

Chilean citizens voted 56%, denying General Pinochet another eight years' mandate,

the decision immediately boiled down to devising a set of institutions and rules to

curtail the incoming civilian government's room for discretionary economic policy-

making before the latter assumed o�ce. This measure had, within it, historical and

preventive elements. The reckless expansionary and redistributive pro-poor public

spending programs carried out by socialist President Salvador Allende (1970-1973)

led to soaring budget de�cit and hyperin�ation that contributed to the military coup

led by General Pinochet of which many in the business community even regarded as

a necessary measure to correct the Allende government's democratic de�cit.2 Fast

tracking to December 1989, the victory of center-left Christian Democrat candidate,

Patricio Aylwin, who promised �growth with equity," in contrast to the Junta's pre-

ferred �scal conservative Hernán Büchi, certainly arose fear in the business community

for a possible repeat of an Allende-type destabilizing rule. Because a loss of political

power was imminent and the economically destabilizing threat of incoming democratic

rule was highly credible, Pinochet and his economic advisers made every legal attempt

to strengthen the Banco de Chile's autonomy from the executive branch in a short

window of time of only four months prior to Aylwin's inauguration in March 1990,

the pace and intensity with which the 1989 Chilean central bank reform was executed

had led analysts to describe it as an �ironclad response" by an outgoing authoritarian

ruler (Boylan, 2001a) � a telling example of the institutional insulation e�ect. Yet,

despite this obvious empirical implication, there was also underappreciated evidence

supporting the existence of monetary �nancing e�ect, which lends further support to

the theoretical framework I advanced here regarding the over-time change in a po-

2 BBC News, � Clashes follow death of Pinochet," 11th December, 2006. http://news.bbc.co.
uk/1/hi/world/americas/6167747.stm (Date accessed March 13th, 2015).
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litical survival-maximizing authoritarian ruler's CBI preference, given Pinochet and

his economic advisers' well-known �scal conservative, monetary neoliberalist creden-

tial. In the rest of this section, I analyze the empirical implications of the monetary

�nancing and institutional insulation e�ect of the Pinochet regime's policy responses

toward the onset of democratization from an intertemporal perspective.

Pinochet assumed political power at the climax of a political deadlock and a

paralyzed economy. The Chilean Constitutional Court declared several of Allende's

socialization policies unconstitutional; meanwhile, major parties in the Chamber of

Deputies (Chile's lower house) condemned Allende's inability to govern: on the eve

of the coup, the total losses of state-run industries amounted to US$1 billion, �scal

de�cit spiraled to over 23% of GDP, with in�ation soared to 350% amidst widespread

protests and growing street violence by both extreme rightist and leftist paramilitary

groups. Yet, Allende refused to step down. All this came to a sudden end after

Pinochet's troops stormed the Presidential Palace on September 11th 1973.

Pinochet consolidated his power soon after the coup and decided to take matters

into his own hands to repair the social fabric and the economy that Allende tore

apart. Thousands of activists were imprisoned or killed, constitution and congress

suspended, and political parties and elections were also banned. Although the Banco

de Chile was certainly not politically under Pinochet's dictatorial rule, without the

need to please the wider populace for political survival, a group of University of

Chicago-trained economic o�cials in the Ministry of Finance and Banco de Chile

(Valdés, 1995; Brender, 2010) were given ample leeway to implement unpopular poli-

cies to restructure the economy toward neoliberalist direction in ways that can only be

observed in monetarist textbook (Edwards and Edwards, 1987). The pure monetarist

experiment (1975-1982) concocted by these economist-technocrats did not achieved

much initial success and the blunder of pegging the peso to the rising US dollar in

combination with a high interest rate used to curb hyperin�ation inherited from the
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Allende era caused the peso to be overvalued and led to the disastrous 1982 banking

crisis. But growth resumed after the government switched to a crawling peg regime

with price bands (Gregorio, 1999) and embarked on further re-privatizing the econ-

omy and trade liberalization.3 Between the years 1984 and 1988, Chile registered an

average GDP growth rate of 6.918% annually, becoming an �envy of the continent"

(Singh et al., 2005).

Meanwhile, the political suppression of labor allowed private �rms to reap fantas-

tic levels of pro�t,4 private �rms reap fantastic levels of pro�ts. The �nancieras, in

particular, engaged in the most outrageous �nancial speculations under the protec-

tion racket provided by the junta, and the booming stock market was seen as a way to

in�ate asset prices to boost capital gains. In fact, one of the problems that Pinochet

and his Chicago boys's neoliberal reform had never been able to cure was the chronic

in�ation. In the years 1983 to 1990, CPI growth averaged over 21% annually without

translating into much improvement on the employment side of the Phillips curve:

unemployment rate still hovered above 7% between 1985 and 1990 (ref. Figure 7.2).

By the late 1980s, real wages remained 20% below their 1970 level and, according to

various estimates, almost half of the population (approximately 45%) lived below the

poverty line (Romaguera and Gonzalez, 1995). Income inequality was also no better

than what it was in Allende's years (ref. Figure 7.1). A decade of neoliberal economic

structuring under military dictatorship had clearly taken a toll on the lower-middle

class.

3 According to Collins and Lear (1991), between 1975 and 1990, the Pinochet regime sold gov-
ernment stakes in more than 160 corporations, 16 banks and over 3,600 agro-industrial plants.

4 Central Workers' Federation (Central Unitaria de Trabajadores de Chile) was outlawed and
wages were determined by the junta's decree.
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Figure 7.1

Evolution of income inequality in Chile, 1973 - 1990

.4
4

.4
6

.4
8

.5
0

.5
2

G
in

i i
nd

ex

73 74 75 76 77 78 79 80 81 82 83 84 85 86 87 88 89 90

year

The opportunity arrived in 1988 for the losers of neoliberal reform to vent their

anger at Pinochet. The eight-year transition period established by the 1981 Consti-

tution that legitimized Pinochet as the head of state ended in 1988 and would require

rati�cation by registered voters in a national plebiscite for another eight-year man-

date for the candidate proposed by the junta. The campaign began after Pinochet

announced his candidacy in August. In line with the empirical implications of incum-

bent authoritarian rulers' responses to the enfranchisement of the previously excluded

majority citizens, the junta dedicated tremendous amount of e�orts toward the cam-

paign, ranging from TV commercials to Pinochet's own campaign tours (Huneeus,

2007), but most importantly, the junta, contrary to their earlier contractionary mon-

etary policy approach, undertook expansionary �scal and monetary policies to arti-

�cially boost the economy. In the year 1988-1989, M1 and total money supply grew

by nearly 47% and 106% (Herrera and Graham, 1994, 266), respectively, while total

government expenditure and social spending each increased by 13% and 19% from

previous year,5 which were inconsistent with what the economy (GDP growth rate 7%

5 Social spending included general government services, health, education, social security, and
housing. Calculated from IMF GFS data by the author.
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Figure 7.2

Performance of key economic indicators in Chile, 1973 - 1990
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and in�ation rate 12%) at that time would warrant. But as the result revealed, over

half of Chilean voters rejected Pinochet's request for another eight-year mandate and

a Presidential and a parliamentary election were scheduled to take place in a year �

a transition to democracy was imminent.

To be sure, this looming democratic threat had put the junta on the defensive, but

the junta showed no desire to yield its power early, after all, Pinochet still received

at least 43$ of popular backing. The junta decided to work on reducing the chief

executive's power and preparing for the incoming elections simultaneously. First, a

constitutional referendum was called for in 1989 and approved by 85.7 percent of the

voters. With this mandate, a total of 54 reform items were implemented, emphasizing

political pluralism through political participation but eliminating the chief executive's

power to dissolve the Chamber of Deputies and declare a state of emergency (and-

Patricio Navia, 2007); meanwhile, proposal to enhance the autonomy of the Banco

de Chile, which had been considered in 1986, was now under serious discussion to

�freeze monetary policy at the constitutional level" and deprieve the new government

�the ability to bring about its own economic programs" (Boylan, 2001a, 112). On
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the other hand, the junta and several center-right parties endorsed Hernán Büchi,

then Minister of Finance and a supposedly more business-friendly person, as their

candidate (although Büchi ran as independent) for the year-end Presidential election

to ensure the business community that their economic interests would continue to

be upheld. Finally and once again, money supply and government expenditure were

signi�cantly expanded: M1 and M2 supply increased by 17% and 31% from previous

year and social and total government spending rose by 15.5% and 13% (ref. Table

7.1), respectively. The result of these expansionary measures was an overheated econ-

omy with in�ation shot up to 21%.

Table 7.1

Change in Social and total
government spending (from
previous year), 1984-1990

Year Social Total
1984 0.219 -0.008
1985 0.283 -0.205
1986 0.114 0.008
1987 0.089 0.026
1988 0.189 0.129
1989 0.155 0.127
1990 0.245 0.081

Source: IMF GFS

However, these measures still could not salvage the junta's unpopularity. Büchi

only managed to garner 29.4% of the votes and placed the second after the center-

left Patricio Aylwin who won 55.1% of the votes and his Concertación (Coalition of

Parties for Democracy, a coalition of center-left parties) also landed 54.7% the Senate

election and 52.4% in the Chamber of Deputies election. Thus, not only was a tran-

sition to democracy a foregone conclusion but a leftward leaning in future economic

policy-making could also be expected. As any measures to prolong their rule were

futile at this point, the junta launched their last line of defense, that is, insulating

the Banco de Chile from the executive control, to reduce the extent to which future
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democratic rule could possibly harm their economic interests. The December 1989

reform of the Banco de Chile Constitutional Law, enacted only a few days after the

general election date, strengthened the Banco de Chile's political and operational

autonomy.

To begin with, a number of provisions were revised or added to reduce execu-

tive in�uence on the Banco de Chile's internal governing. First, price stability and

normal functioning of the payment of internal and foreign debts were clearly spelled

out as the Banco's policy objectives (Section 3), which helped to �institutionalize"

the mandate for price stability (Walsh, 1996, 240). Secondly, although the President

still retained the right to appoint the Banco's three top o�cials (the president, vice

president, and the general manager), the new law required prior approval by the Sen-

ate; the Banco was also empowered to choose its own governing board. Executive

in�uence on the Banco de Chile's internal governing was thus reduced. Third, the

political accountability of the Banco was reduced to only two annual reports to the

Minister of Finance and the Senate (but both agencies do not have the authority to

demand ).

With respect to policy autonomy, the Banco de Chile was a�orded higher degree

of autonomy over monetary policy formulation and its implementation. First, a strict

limit on government �nancing (Section 27) was imposed that forbids the Banco to

engage in direct or indirect �nancing of government expenditures of any kinds, except

in the event of foreign war. Second, the 1989 Law gave the Banco de Chile full au-

thority to conduct open market operations (OMOs), to determine the discount rate

and reserve ratios as it sees �t (Section 34). Finally, the new law made Banco de Chile

the only central bank in the world that controls exchange rate policy (which usually

resides with either the Ministry of Finance or the Treasury), this freed up many of the

Banco's policy instruments (such as money supply, interest rates, and reserve ratios)

to pursue policy goals most conducive to stability and growth. Furthermore, from
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the electoral perspective, the Banco's control over exchange rate decisions denies the

ability of future democratic government to manipulate exchange rate for electoral

gains, such as arti�cially �xing the exchange rate before election � a pre-electoral

policy manipulation commonly found in Latin American democracies during 1960-

1990 (Blomberg et al., 2005)).

The junta also purposefully set the e�ective date of this new law to March 10th

1990, just one day before Patricio Aylwin sworn into o�ce. The new Aylwin govern-

ment thus inherited highly autonomous central bank bequeathed by its authoritarian

predecessor.

7.3 South Africa: Negotiated transition and planned

CBI reform

Democratization in South Africa provides a �high inequality" context to assess the

e�ects of the two key parameters of the theoretical model on the incidence of CBI.

Generally understood as a swift and consensual process, South Africa's democratic

transition underscores the received wisdom of the Third Wave transition literature

on how successful elite bargaining could induce the two opposing sides to credibly

commit to peaceful transition even in a highly divided context like post-apartheid

South Africa (Sisk, 1994; Jung and Shapiro, 1995; Wood, 2000). But upon closer

scrutiny, the �contract" forged during the transition actually entails the outgoing mi-

nority white ruling elites' deep apprehension of the incoming majority rule by the

predominantly black African National Congress (ANC), particularly in the realm of

economic policy-making.

The motivation behind this fear of future democratic rule by the black majority
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was rooted not so much in race, but more about the highly unequal income dis-

tribution created by the apartheid era economic structure. Instituted as a racial

segregation system by the governing National Party (NP), the apartheid not only

stripped South Africa's black population of their basic political rights, but also ex-

cluded them from the formal sector of the economy (Gerson and Kantor, 1980) as well

as land ownership.6 What with the suppression of black's employment opportunities

and what with international divestment and trade embargo against apartheid, South

Africa had experienced a decline in formal employment, particularly that of the man-

ufacturing sector, with growth heavily dependent on mining and defense industries

(Rodrik, 2008).7 The upshot of racial segregation policy was to create a race-based

income inequality and the concentration of wealth in the hands of a small number of

wealthy individuals. By 1994, average annual per capita income for white was nearly

six-time that of black (Leibbrandt et al., 2010, 13), 87% of the land was owned by

whites and only 13% by blacks, and 80% of the Johannesburg stock exchange was

controlled by �ve companies. The magnitude of economic inequality between the

minority white and the majority black population was enormous and formed a highly

salient fault line of politics.

Because of the overlap in economic deprivation and the political oppression on the

black population, South African opposition movement initially took on a very violent

approach, most notably the armed attacks on government facilities by the Umkhonto

we Sizwe,8 and the political rhetoric of the ANC (which then formed an alliance with

the South African Communist Party (SACP)) also exhibited a clear inclination to-

ward socialism, chanting a redistribution of wealth and greater social spending to

6 Many black population were removed from their homes and relegated to the Bantustan territory
throughout much of the apartheid period.

7 It was argued that white unions' job reservation due to the exclusion of black labor force drove
up �rms' hiring cost and partially contributed to stagnation of the manufacturing sector (Porter
1978; Wintrobe 1998: Ch.8.)

8 Umkhonto we Sizwe was the armed wing of African National Congress (ANC), in which Nelson
Mandela was a founding member.
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improve the welfare of the economically disadvantaged (van der Berg, 1998). Simply

put, the redistributive threat emitted by the ANC and its in�ationary �scal policy

orientation were clearly perceptible by the ruling NP and their economically privi-

leged, predominantly white constituencies.

After years of mediated negotiations among the ruling NP and various opposi-

tion groups, an agreement was �nally reached in February 1990 to lift the ban of the

ANC, the SACP, and the Pan Africanist Congress, the release of Nelson Mandela,

and a referendum scheduled to be held in 1993 to decide the formal rescindment of

apartheid. To the NP's surprise, on March 17 1992, the white selectorates voted with

overwhelming 68.8% in favor of ending the apartheid and, following this momentum,

the government-sponsored Multiparty Negotiating Forum set up the date, April 27

1994, for the country's �rst ever multi-racial and multi-party election.

Figure 7.3

Change in money supply in South Africa during the 1992 apartheid
referendum
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The 1992 referendum, though widely regarded as an abrupt interlude to South

Africa's ongoing de-apartheid process, was crucial to the theory I proposed here.

Prior to the referendum, the NP was �anked by not only the ANC, but also the

Conservative Party (who campaigned for a �no" vote) and the conservative wing in

the NP itself. The NP leader, State President F. W. de Klerk, thus wanted to use

this referendum to garner the NP with a strong mandate among white constituencies

and to gain an upper hand in its ongoing negotiation with the ANC.9 In the run-up

to the voting day, the NP government devoted tremendous amount of resources into

buying newspaper and TV commercials for its �yes" campaign and held large politi-

cal gatherings throughout the country amidst a widening budget de�cit (from 2.4%

of GDP in 1990 to 7.5% in 1992), a 2.5% GDP increase in government expenditure

(Horton, 2006, 84), and a slowly expanding money supply up until 1993 � a weak

sign of a monetary �nancing e�ect as depicted in Figure 7.3, given that the country

had entered into a phase of monetary tightening since the late 1980s.10 Furthermore,

the referendum result also sent a clear message to de Klerk: public discontent with

the apartheid regime was high and a power transition from the NP to the ANC was

imminent.

With the loss of political power almost certain, the NP's e�ort switched to devising

a set of institutions to guard against the aspect of democratic rule by the black ma-

jority that the NP and its supporters feared the most, that is, redistribution of wealth

and macroeconomic instability. To ameliorate the impact of anticipated income redis-

tribution, the new constitution assigned tax rate decisions to the central government,

but allow elite-run provinces to control redistributive services (Inman and Rubinfeld,

2012, 2013). Secondly, the NP government and South African Reserve Bank (SARB)

9 Scott Kraft, �De Klerk's Question for Whites: `Do You Support Reform?' Los Angeles Time,
25th February, 1992.

10 According to Elisabeth Jean Wood, government expenditure as a percentage of GDP increased
slowly in the 1970s, but increased rapidly from 20.7% in 1980 to 29.5% in 1990. �These rising
public expenditures were response not to apartheid's �irrationality" but to ongoing political
mobilization" (Wood, 2000, 164).
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stepped up to enhance the SARB's de jure autonomy against discretionary monetary

policy-making. The change took place in the transition from the Gerhard de Kock's

governorship (1981-1989) to Chris Stals's governorship (1989-1999), which I analyze

in more details in the following paragraphs.

Due to the lack of political competition as a result of political exclusion of black

population, the concept of CBI was rather abstract in the early years of de Kock's

governorship despite the rhetoric and in�uence of monetarist thinking evident in the

de Kock Commission Report recommending the institutionalization of the SARB's

policy autonomy and the adoption of monetarist policies such as money supply growth

targets (De Kock Commission, 1984). There remained a strong emphasis on discre-

tionary demand management under exchange control, because South African economy

was highly sensitive to the volatility of international demand for mineral and crude

resources (Hodge, 2001, 52). Fiscal policy assumed more importance for purposes of

macroeconomic stabilization (Mollentze, 2000). In 1983 and 1988, the growing elec-

toral threat posed by the Conservative Party motivated the SARB to pursue a low

interest rate policy that was unwarranted by economic conditions (Goedhuy, 1994).

Capital out�ows and low domestic saving caused by the uncertain investment climate

of continued unrest and repeated states of emergency eventually forced the SARB to

maintain an extremely tight balance of payments.

Although there was no marked di�erence between the declared policy objectives of

the two governors, monetary policy under Stals's governorship was less accommoda-

tive to short-term growth and employment at the expense of the SARB's long-term

objective to keep in�ation low (Hodge, 2001). Although government expenditure and

budget de�cit as percentage of GDP continued to rise (the latter rose to 32% GDP

in 1993), the growth rate of monetary aggregate remained constant and positive real

Bank rates were maintained throughout the whole of the Stals's reign. Also notewor-

thy regarding the evolution of the SARB's relationship with the executive branch in
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Stals era was that the politicians left Stals and the SARB much more leeway and in-

dependence (Wessels, 2004, 141), and Stals acted upon this opportunity to strengthen

the SARB's policy autonomy on the legal foundation of the ongoing constitutional

revision and the1989 SARB Act hastily commenced six-day prior to the sudden death

of de Kock on August 7th of 1989, which was culminated in the 1993 SARB Amend-

ment Act 10.

From the perspective of policy objective in Cukierman et al.'s (1992) four-cluster

measurement of CBI, the constitutional clause that �The South African Reserve Bank,

in its pursuit of its primary objective, must perform its functions independently and

without fear, favour or prejudice..." was deemphasized of any socio-political objec-

tives that the SARB should adhere to in its policy implementation, and the sentence

�building society" was removed in the de�nition of the SARB's objectives in the 1993

Amendment. Stals had moved to exclude growth and employment from the SARB's

objectives, while stating that the emphasis should shift to creating a �nancial envi-

ronment conducive to sustainable optimum growth (Wessels, 2004, 139). This unam-

biguous prioritization of �nancial stability over other objectives prevented the SARB

from having con�icting policy objectives and therefore enhanced its autonomy in the

formulation and implementation of monetary policy. Although Stals also acknowl-

edged that, �(S)uch a target would, at best, be acceptable only when also adopted

by, and commanding commitment of, the Government, organised labour, organised

business, and other relevant Parties,11" re�ecting the uncertain social and political

environment at that time.

On the aspect of monetary policy decision making, the 1989 SARB Act retained

the State President's right to appoint the SARB governor and three deputy governors,

but Section 72 of the 1993 Amendment prohibited persons currently holding politi-

cal o�ces to serve as SARB board members, thereby reduced the circumstance for

11 Quote from Wessels (2004, 140).
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political appointment. The professionalism and autonomy of the SARB were further

strengthed by the installment of Monetary Policy Committee (MPC) that formulated

monetary policy on the basis of majority rule, as compared to earlier period when

monetary policy was determined predominantly by the governor alone.

Finally, although the Act did not completely ruled out the SARB's obligation to

extend credit to the, direct �nancing was restricted by section 13 of the 1989 Act and

the 1993 Amendment further prohibited the SARB from holding government stock

acquired directly from the Treasury. During his term in o�ce, Stals warned against

the creation of high-powered money to �nance government budget de�cits and had

the SARB withdrew from all direct government-type �nancing activities to develop-

ment projects (Wessels, 2004, 154). This provision e�ectively reduced the SARB's

obligation to �nance the government's social and political agenda. In addition, the

SARB's �nancial independence was further enhanced by having full control of its own

budget, without having to transfer its pro�ts to the Treasury.

In just four years, the strong CBI aura created by a series of legal reforms enacted

within this short timeframe (in which the SARB Act was amended four times, 1989,

1991, 1992, 1993) elevated the SARB to become a respectable, politically independent

monetary authority, allowing the SARB to pursue unpopular policies in an unfriendly

social and political environment after the Mandela's ANC government assumed o�ce

in an astounding electoral victory of 62.6% popular votes.12 Under this atmosphere,

the succeeding Tito Mboweni (1999-2009) stated, in his inauguration speech, that

�(S)ome people think that, as a former Cabinet Minister, my appointment heralds

the start of a cheap money era in the Bank. I must say it here, loud and clear, they

are wrong," reiterating the already existing belief about the SARB's political and

12 As Stals himself expressed pointedly, in various circumstances, about the potentially divergent
policy views between the ANC government and the SARB but acknowledged the ANC gov-
ernment's tolerance of the SARB's autonomy, for example, �monetary policy is about �nancial
discipline, about restricting expenditure, about forcing the country to live within its means."
citep[140]Wessels2004 and �Wise governments know that this is the time for them to stand aloof
of independent and often stubborn central bankers" (Wessels, 2004, 142).
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policy autonomy.

7.4 CBI in Thailand: Three decades of Lost(s) and

Found(s)

The wax and wane of CBI in Thailand moved in tandem with the ebb and �ow of mil-

itary rule (and continuing re-democratizations). The fractionalization of Thailand's

party system and the recurrence of military coups prevented economic issues, such

as income inequality, from becoming an important dimension of politics and thereby

inhibited both military rulers and elected politicians to engage in meaningful CBI

reforms. Ironically, it was not until the consolidation of democratic rule following the

enactment of the 1997 Constitution did economic issues like income inequality and

poverty issues raise to the forefront of politics that motivated the incumbent ruler,

Thaksin Shinawatra (2001-2006), to engage in expansionary �scal spending programs

for electoral gain. It took another military coup to derail Shinawatra's adverse in-

centive to encroach on the Bank of Thailand's autonomy in monetary policy-making

but also brought two decades' democratic interregnum to an end. This section de-

scribes various missed opportunities of CBI reform in Thailand against the backdrop

of the country's constant military intervention in Thailand's uncertain democracy

from since the initial democratic opening in the early 1980s introduced by Prime

Minister Prem Tinsulanond to the oust of democratically elected Thaksin in 2006.

Figure 7.4 displays the performance of key economic indicators in the period 1980 to

2007.
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Figure 7.4

Performance of key economic indicators in Thailand, 1980 - 2007
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The constitutional framework of 1978 laid by General Kriangsak Chomanond over-

saw the holding of four national elections that paved the way from the transition to

civilian rule under General Prem Tinsulanond's more constrained authoritarian lead-

ership (Neher, 1995, 196-7). It was under the Prem administration that the country

saw its �rst sustained economic boom. In way almost identical to the country cases

analyzed so far, the boom led to the rapid expansion of the manufacturing sector

and a marked increase in exports and, consequently, the need for credits. However,

the 1980s was an ominous decade for credit liquidity because international liquidity

was tight. According to Max�eld (1997), this international credit crunch pressured

developing countries to increase their CBI�if only as window dressing�to signal to

international creditors about their credit-worthiness. Thailand was no exception. The

governor of Bank of Thailand (hereafter, BOT), Kamchorn Sathirakul (1984-1990),

appointed in 1984 enjoyed much more respect among government agencies found it-

self mostly on the winning side of con�ict with the Ministry of Finance concerning

the latter's expansionary macroeconomic policy preference. More fundamentally, the

quasi-democratic environment and relative cohesion among various military factions
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allowed the Prem administration to insulate the BOT from the political process, de-

spite the lack of codi�ed rules for con�ict resolution among various agencies.

Keeping in pace with the BOT's increased autonomy was the liberalization of

Thailand's �nancial market in the early 1990, leading up to the acceptance of Article

VIII of the IMF Agreements in May 1990, the abolishment of interest rate ceiling

and the relaxation of exchange controls. In the same period, foreign investment also

made inroad into Thailand Between 1987-90, a few years before the opening of capi-

tal account, and 1995-96, the banking sector's share of Thailand's net private foreign

capital in�ows increased from 14.7 to 49%, and predominantly in the form of foreign

borrowing by domestic banks and short-term, highly liquid capital in�ows ( Lee 2003,

16-7; Warr, 2004). In the 1980s, foreign direct investment totaled US$8 billion, ac-

counting for 50% of Thailand's country's industrial output and 20% of its industrial

workforce. As with my analysis of the Mexican and Chilean cases, �nancial and ex-

port sectors were clearly the main bene�ciaries of this period's �nancial liberalization

policy.

Thailand's socio-economic survey (SES) of the 1980s shows income inequality be-

gan to rise in the early 1980s but, due to rural migration to the manufacturing sector

and across-the-board real wage increase in the boom period, the incidence of poverty

actually declined (Ikemoto, 1992; Warr, 2004).13 Income inequality and the demand

for redistributive public policy were thus not as politically salient when the pressure

for returning to civilian rule intensi�ed in the late 1980s.

The victory of Thai Nation Party (TNP, a conservative party founded by the se-

nior members of the military government) in the 1988 general election made General

Chartchai Choonhavan the �rst democratically-elected head of government, but the

alleged corruption charges of Chartchai's distributing public funds and government

posts to his coalition members, particularly the newly elected members of the parlia-

13 Poverty incidence had fallen from over 57 percent in the early-1960s to about 22 percent in
1988 (World Bank, 1996, 5).
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ment and the rising provincial business networks from whom Chartchai and the TNP

derived their electoral support, had threatened the traditional unelected power elites

in the government and the military. In Chartchai's three-year reign, government

spending began to exhibit signs of irregularity, while Finance Minister intervened

frequently in the BOT's monetary policy-making (Akira, 2014, 308). Ceiling on for-

eign borrowing and government lending were repeatedly raised in the period 1988 to

1990, and the BOT was forced to free deposit rates to accommodate the manufac-

turing sector's industrial �nancing need without being able to correspondingly raise

lending rates to quench the already overheated economy (Zhang, 2005, 397-8). The

disagreement between the Finance Ministry and the BOT over credit expansion and

the entry of foreign banks eventually led to Kamchorn's resignation. But due to the

pre-1997 constitutional framework that encouraged the formation of coalition gov-

ernment consisting of many ideologically-diverse and sometime regional-based small

parties (MacIntyre, 2001, 43),14, issues of CBI failed to gain any preeminence in na-

tional politics.

This brief initial multi-party experiment came to an end when the Commander-

in-Chief of the Royal Thai Army, General Sunthorn Kongsompong and his generals

ousted Chartchai on February 23rd 1991 and formed a military governing council in

lieu of elected government. The interim prime minister, Anand Panyarachun, imple-

mented ambitious public sector and �nancial reform. Within Anand's brief one-year

tenure. Government investment in public infrastructures was greatly expanded and

state employers were given more than 20% wage rise; capital account was further

liberalized and Thai nationals were allowed to invest abroad without prior permission

by the BOT. Meanwhile, proposal for charter changes that would legally enhance the

BOT's autonomy was also being considered (Max�eld, 1997, 86). Thus, the BOT

14 This means, from the standpoint of the incumbent Thai rulers of military background, there
was no clear υ for them to assess the degree of democratic threat. In addition, the weak
party discipline as a result of the �uidity of multi-party coalition environment also made Thai
politicians less concern about policy (Hicks, 2005; Zhang, 2005).
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was able to uphold its autonomy amidst political uncertainty at the cost of increas-

ing in�ationary pressure and exposure to external market volatility on its monetary

policy-making.

However, the deteriorating political situation soon rendered this planned CBI re-

form infeasible. After General Suchinda Kraprayoon assumed premiership following

the victory of his pro-military Justice Unity Party over the New Aspiration Party

(founded by the ousted former premier Chartchai) in the March 1992 general elec-

tion, mass protests ensued. The escalating violence led to King Bhumibol's personal

intervention and resulted in the resignation of Suchinda. This watershed event marked

to return to civilian rule, which only worsened the political condition for CBI reform.

With the military's diminishing presence in politics since 1992, economic policy-

making became highly politicized by which macroeconomic policies were exploited

by elected politicians for electoral gains (Hicken, 2004). Not only were government

contracts and subsidies being distributed as largess to patrons having connection

with elected politicians, but the BOT was under pressure to put forth monetary poli-

cies accommodative to the public sector expansion and the ever increasing in�ows of

short-term capital. For example, under a �xed exchange rate, the BOT propped up

high interest rates in order to maintain Thai baht's parity with the dollar as a way

to enable both public and private sectors' continued access to foreign capital at lower

costs. By the end of 1995, most Thai �rms' borrowing portfolios were dominated by

dollar-denominated loans and many were even procured at high overnight rates (Warr,

2004). The weak banking supervisory system inherited from the earlier era due to the

lost opportunity for banking sector reform before 1992 exacerbated the accumulation

of non-performing loan, at some point between 1996 to 1997 the non-performing loan

ratio reached 47.7%. Almost like a replay the Mexican banking crisis analyzed in

Chapter 5, as it became clear that the BOT could no longer sustain the overvalued

baht, investors quickly dumped Thai baht and divest from Thailand in November
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1997, forcing Thai baht to depreciate by almost 100% and stock market dropped by

75% by March of 1998.15 The crisis brought Premier Chavalit Yongchaiyudh's coup

de grace but also a new constitution that signi�cantly enhanced executive power that

gave rise to Thaksin Shinawatra's dominance and the constitutional crisis a decade

later.16

The new �nance minister of the caretaker Chuan Leekpai government, Tarrin

Nimmanhaemind, was widely regarded as the�bankers' man."17 Under Tarrin's au-

thorization, the government bailed out 56 bankrupted banks and �nance companies

but withheld state contribution to the private sector employees' Social Insurance Fund

and delayed the implementation of an unemployment subsidy programs in the wake

of rising unemployment and declining real wage following the 1997 crisis. Backed

by Tarrin's political blessing and IMF conditionality, the BOT was able to imple-

ment contractionary monetary policy against the plight of �nancially distressed small

and medium-sized enterprises (SMEs) and the poor. The BOT itself even exploited

this benign political environment by raising a CBI reform proposal of its own that

included ensuring its exclusive control over monetary policy and removing the Pre-

mier's ability to dismiss central bank governor (Yokoi-Arai, 2002, 143), but when the

proposal was forwarded to the Ministry of Finance for consideration in 1999, the Min-

istry not only opposed it but also added that the BOT would be legally required to

buy bonds in order to �nance the government in emergency situations (Hicks, 2005,

23-4). Clearly, the Chuan government was anticipating its declining popularity in the

upcoming election and thus wishing to retain its ability to draw resources from the

15 Key economic �gures are drawn from Ammar Siamwalla, Tower and Vichyanond (1997).
16 The constitution made the following revisions to enhance the stability of the government but

also strengthened the power of the executive branch. First, a two �fths vote of the lower House
was required for a vote of no con�dence against a Prime Minister. Second, a successful vote of no
con�dence required a majority of at least half of the lower House. Third, election was instituted
for the upper house (the Senate) but the Senate may not be members of political parties and
the Senate could only amend or approve a piece of legislation, not propose it. Finally, MPs
were required to resign from the House in order to be nominated as Cabinet Ministers, which
increased the backdoor political in�uence of the Premier over MPs in the coalition.

17 Chuan also came from a family with extensive tie to the banking sector.
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BOT. As a result, the reform proposal was withheld. It was under such a climate

that Thaksin's Thai Rak Thai Party (TRT) won a landslide victory in the 2001 gen-

eral election, promising greater social service provision (most notably, the one-dollar

health care program) and debt moratorium for the poor.

Thaksin's rise to power was seen as a popular response to Thailand's worsening

economic inequality and poverty problems. Under the �Thaksinomics"�a demand-

side stimulus policy doctrine used to describe a set of expansionary economic policies

that pledged to bring much of the society as �shareholders" of the country�public

expenditures on health care and infrastructures was signi�cantly expanded and sub-

sidy and debt moratorium to SMEs and the poor were also extended. The popularity

of �Thaksinomics" was born out by the result of 2005 general election in which the

TRT won 374 out of 500 seats in Parliament, the largest number of seats ever gained

by a single party in the history of Thailand. Yet, Thaksin and the TRT's popular-

ity arouse concerns from Thailand's political establishment and the BOT. The Thai

political establishment only tolerated democratic form of government in so far as

there was no competition over concrete policies that would threaten the legitimacy

of the traditional unelected elites. Fearing that Thaksin's populist reorientation of

the economy would quickly send Thailand into another �nancial crisis,18 the gover-

nor of the BOT, Chatumongkol Sonakul, clashed openly with Thaksin over interest

rates but was dismissed by Thaksin in May 2001.19 Despite Thaksin's popularity

among the lower-middle class and rural poor, his second-term was troubled by a se-

ries of allegations over his tax evasion, lèse majesté, and human right violation,20

18 The economic foundation of �Thaksinomics" was cheap money. O�cial interest rates were
at a record-low 1.25 percent, making credit so a�ordable or accessible to almost everyone
and thereby encouraging overlending/borrowing. See William Pesek, `Thaksinomics' � Asia's
Future or Debt End? Bloomberg 21st October, 2003.

19 Wayne Arnold, ` Chief of Thai Central Bank Is Dismissed Over Rates,' The New York Times,
30th May, 2001.

20 The �lèse majesté" charge was popularized by Thai media mogul Sondhi Limthongkul, alleging
Thaksin's disrespectful comments toward the royal court in cabinet meeting. It was believed
that this charge was purposefully fabricated by Sondhi after about 40 billion baht he acquired
from Krung Thai Bank (KTB), was classi�ed as �problem loans" by the BOT. The human right
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which quickly spiraled into political crisis in which the Constitutional Court was di-

vided over these charges that became a vehicle for opposition parties to mobilize

anti-Thaksin protests in Bangkok. On September 19th 2006, Thai military staged a

coup against the Thaksin government and immediately cancelled the scheduled early

House election and outlawed Thaksin's TRT party. The military established a gov-

erning council, Council for Democratic Reform (CDR), but announced that it would

restore democratic government within one year after the scheduled 2007 election un-

der a new constitutional framework.

Having witnessed the rising political salience of economic inequality that promoted

Thaksin's ascendancy and economic instability under a weak regulatory environment,

the military wasted no time to asset their policy preferences. First, the constitutional

committee set up by the CDR drafted a new constitution that was approved 56.69%

by Thai voters and promulgated into law by King Bhumibol on August 24th 2007.

The new constitution assigned the power to select interim government to the Supreme

Court after the dissolution of the lower house and curtailed the administrative power

the Prime Minister in various ways. The 2007 Constitution also adopted a power

sharing electoral framework that installed a multi-seat constituency system for lower

house election and allotted each province with at least three members to dilute the in-

�uence of any single party. At the same time, an amendment of BOT Act was enacted

by the unelected legislature in 2007 and came into e�ect in March 2008, exactly one

month after the newly elected civilian government assumed o�ce. The amendment

was seen as an attempt by bureaucratic elites backed by the military to take back the

policymaking power from elected (Vorapongse, 2014) in the following respects. First

and foremost, the amendment enshrined monetary stability as the BOT's overriding

objective (Article 7). Secondly, the amendment established a Monetary Policy Com-

mittee (MPC) in charge of exchange rate and interest rate policy and members are

violation claim refers to Thaksin government's suppression of Muslim insurgency in southern
provinces.
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prohibited from holding political o�ces (Article 18). The MPC diluted the power of

the BOT governor who was now appointed by the King and no longer assumed the

chairman's position. Thirdly, the BOT and the MPC was given overwhelming au-

thority over interest rate and international reserves policy under Article 8. Although

the MPC does not have direct control over exchange rate, the Ministry of Finance

could not unilaterally alter exchange rates without the BOT's recommendation (Ar-

ticle 8). The balance of power over exchange rate policy decisions has now shifted

in favor of the BOT. Fourth, a Financial Institutions Policy Board was established

under Article 17 to determine �nancial assistance to insolvent or problemed �nancial

institutions,21 which limits the extent of nepotism in the relationship between civilian

politicians and private banking sector. Finally, Article 9 prohibited advance lending

to the government.

As a result, when the Samak Sundaravej government of People's Power Party

(PPP) came into o�ce,22 it was inherited with a central bank empowered with strong

monetary policy power instituted by its outgoing military predecessor.

7.5 Conclusion

The comparative excursion pursued in this chapter means to achieve two objectives.

First, I purport to demonstrate that the argument I made in this study can help to

understand the incidences of CBI reform in other contemporary transitional regimes.

Second, my analysis shows that the monetary �nancing mechanism hypothesized by

my model is more general than previous scholarship on the politics of CBI reform in

transitional regimes have appreciated and its empirical implications go well beyond

21 Much like the Federal Deposit Insurance Corporation (FDIC) in the US.
22 The PPP was a reincarnation of the TRT as the latter was legally barred from contesting in

elections for �ve years by the military governing council.
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the two modal �competitive authoritarianism" cases have suggested.

One important implication of the monetary �nancing mechanism engendered by

the onset of democratization is that in so far as there exist competitive elections�be

they regularized general election, referendum (for example, the 1988 Chilean national

referendum), or a vote to end existing socio-political system (such as the 1992 South

African apartheid referendum)�that threaten incumbent authoritarian rulers' tenure

security, it is always in the interest of authoritarian rulers to maintain an accommoda-

tive monetary institution for policy manipulation that would maximize their chance

of staying in o�ce. And this is more so in more unequal economic contexts where the

political demands for expansionary �scal and monetary policies are greater.

Although the presence of neoliberal policy in�uence through the ascendancy of US-

educated economist-technocrats (as in Mexico and Chile), trade linkage with the US

(such as the Taiwanese case), or the scramble for foreign capital (Thailand) may also

promote incumbent authoritarian regimes to enhance the autonomy of their central

banks while they were still in power, which formed a plausible alternative explana-

tion to the phenomenon examined here, the South African case, a country relatively

insulated from neoliberal in�uence at that time, helps to partial out the institutional

insulation mechanism from the competing in�uence of neoliberalism. As the analysis

in section 7.3 shows, it was the onset of democratization that raised the NP ruling

apparatus's anticipation of expansionary monetary policy-making under future ANC

rule and motivated de Klerk to implement various measures to enhance the autonomy

of the SARB under Stals's governorship.

Finally, the theoretical model developed in Chapter 2 and 3 assumes economic

inequality as a factor that mediates the relationship between democratization and

incumbent authoritarian rulers' preference for CBI but not having an independent ef-

fect of its own on both directions. This was supported by causal mediation evidences

presented in Chapter 4 although such relation lost signi�cance in more sophisticated
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speci�cations. The main argument derived from this theoretical framework is that

absent the onset of democratization, economic inequality would not achieve much

political salience in the electoral space and in�uence incumbent authoritarian rulers'

decisions to manipulate monetary policy for electoral gain or, once the transition to

democracy becomes unavoidable, to insulate monetary policy from future democratic

control through CBI reform. For example, the uncontested political environment en-

abled the Chilean junta to ignore the plight of the majority of the Chilean population

su�ered from its neoliberal policy experiment without signi�cantly enhancing CBI

until the incidences of 1988 referendum and 1989 general election induced the junta

to distort �scal and monetary policies to address, though brie�y, this problem, only

to �nd out that insulating monetary policy from democratic control was the best they

could do at that point. The �repeated interaction" case of Thailand illustrates this

point more fully. Thai political establishment let the country's politically subservient

and problematic monetary institutions unaltered in so far as redistributive politics

was not a salient issue in politics, but after witnessing Thaksin's strong popular base

built around cheap money-�nanced redistributive public policies, the military govern-

ing council immediately enacted constitutional and CBI reforms to cap this worrying

trend. As with my analysis of other transitional democracies, the central claim is that

authoritarian elites' perception of the economic costs of democratization is rendered

by the degree of economic inequality prevailed at the time of democratic transition,

the greater the degree of economic inequality, the more likely that incumbent author-

itarian rulers will opt for CBI reform to minimize their anticipated economic loss in

future democratic period.

Admittedly, more research is needed to explore the nuanced di�erences in the evo-

lution of CBI among a wide range of semi-democracies that have attracted scholarly

attention in recent years, I will leave this in the next chapter.
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Chapter 8

CBI in an Age of Competitive

Authoritarianism: Stalled

Development or A Predictable Path?

Democratization, according to many existing theories, promotes CBI. Previous an-

alysts have probed this claim with cross-national statistical analysis and in-depth

within country observation, they found that irrespective of looking at this bivariate

relationship from cross-sectional or longitudinal perspective, democracy is positively

associated with CBI. The tendency to transcend the vicious partisan cycle of policy

uncertainty and the promise of low in�ation (supported by a large and still growing

body of empirical research) have made CBI a regular prescription by international

monetary and development institutions to new democracies, despite its seemingly un-

democratic character of insulating monetary policy-making and implementation from

public oversight (Mishkin, 1999). In a survey of 127 Bank for International Settle-

ments (BIS) member country representatives (Blinder, 2000, 1428), the percentage of

respondents regarding CBI as the best cure to maintain policy credibility remains as

high as ever. Governments around the world appear to have internalized the preach-

ing of last three decades' CBI literature into their macroeconomic planning guidelines.

As more and more countries embark on democratizing their political systems, we can

expect CBI to become a global lingua franca of monetary policy-making. However,
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there are countries currently building democratic half-way houses and abuse mone-

tary policy at the expense of CBI, and they have not been captured by the theoretical

framework of existing theories. As I elucidated in this study, these cases not only do

not contradict the positive relationship between democracy and CBI posited by exist-

ing theories�in fact, this phenomenon is more general than existing theories would

have suggested�but also shed light on the microfoundation underpinning the politics

of central banking in competitive authoritarian regimes.

To analyze the plausibility of my argument, this study took a formal-theoretical

approach to elucidate the mechanisms that render the �monetary �nancing" e�ect

inspired by empirical observation of recent competitive authoritarianism literature

versus the �institutional insulation" e�ect emphasized by previous scholarship. I then

pursue the validity of my dual claim with quantitative and qualitative empirical ap-

proaches. First, the di�erent statistical models I used to test each speci�c aspect of

the theory show that the onset of democratization does generate a negative monetary

�nancing e�ect by itself and a positive institutional insulation e�ect rendered through

the level of economic inequality: the higher the level of inequality, the more likely that

CBI reform will occur as the level of democracy increases. My structural estimation

result also lends partial empirical support to the probabilistic choice framework of

the theoretical model that adjudicates the relative importance of these two compet-

ing e�ects under the uncertainty of competitive elections.

In case study chapters, I traced the emergence of redistributive politics as a func-

tion of the introduction of competitive elections or an increase in the opposition's

electoral prowess through democratization and analyzed its impact on CBI, amidst

changing economic circumstances introduced exogenously by neoliberal shock in the

1980s. I �rst began by looking at the political dynamics leading up to the incidence

of 1993 central bank reform in Mexico, then comparing it with Taiwan, a �none" case.

The central banks in both countries were originally founded as the primary �nanciers
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in response to these countries' development and later,1 wartime �nancing, needs. In

the aftermath of devastating civil wars, the Mexican and the Chinese economy (and

later, the Taiwanese economy after the Nationalist government retreated to Taiwan)

were caught in hyperin�ation that almost paralyzed the regulatory role of Banxico

and the CBC (the latter was even stripped of its responsibility for a decade). How-

ever, the consequence of the Chinese civil war introduced a natural experience-like

shock into the equilibrium by fomenting a potential political cleavage carved along

origin-based identity line that was latered exploited by the opposition DPP party for

political mobilization. At this point, the causal process in�uencing the incidence of

CBI reform in Mexico and Taiwan began to diverge.

Both Mexico and Taiwan experienced fantastic post-War economic boom that

coincided with the consolidation of authoritarian rule by the dominant parties, but

the worsening inter-sectoral income distribution caused by the unbalanced industrial

development motivated the ruling PRI leaders to respond with populist, in�ationary

policies that derailed the commendable monetary stability achieved under Stabilizing

Development period and fueled recurrent balance of payment and banking crises at

the end of each PRI President's sexenio. The crises not only weakened the PRI's

position as an omnipotent state party but also provided a readily discernable dimen-

sion of politics for the rising left-leaning FDN (and late, the PRD) to rally electoral

support, incurring even greater scale of populist policy response by the PRI under

Salinas's rule that sat uncomfortably with the neoliberal political alliance that Salinas

formed with the private sector. That is, democratization increased the PRI regime's

incentive to manipulate �scal policies for electoral gain and thereby hindered the inci-

dence of CBI. However, as the threat of a leftist Cárdenas takeover mounted (though

not eventually realize), the PRI began to promote CBI to limit future democratic

governments' in�ationary orientation.

1 Here, the �country" refers to era ruled by the Nationalist government from 1911 to 1949.
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My empirical attention then traveled 8000 miles away to a none case, Taiwan,

where CBI reform did not occur in the course of democratization. Contrary to its

PRI counterparts, KMT rulers' monetary restraint helped preserve the CBC's de facto

autonomy in pursuing monetary stability. In the absence of redistributive pressure,

monetary stability became almost internalized into the KMT regime's macroeconomic

policy planning. The CBC also won top executives' support in its successive battles

with other economic planning agencies over the pace of current and capital account

liberalization set in motion by neoliberal reform and the trade-o� between restor-

ing investor con�dence and maintaining macroeconomic fundamental in the wake of

China's military threat and the 1997 Asian �nancial crisis. The lack of redistributive

impulse owing partially to the KMT's stability-oriented macroeconomic management

and also to the equalizing land reforms successfully implemented by this émirgé regime

in the 1950s (Lipton, 2009) mitigated the electoral appeal of expansionary �scal cy-

cles to the KMT; this same weak redistributive socio-economic setting also prevented

the Welfare State faction within the DPP from developing social policy into a con-

testable electoral agenda. As the analysis in Chapter 6 shows, the DPP turned to

origin-based identity cleavage, which is favorable to them in demographic term, as its

single most identi�able campaign platform against the KMT despite this platform's

initial unpopularity (that nearly costed their 1996 Presidential election) and national

security implications. On the eve of the transfer of government authority, instead of

insulating monetary policy from democratic control, the KMT was seen attempting

to block the DPP from introducing any changes in foreign relations and particularly

the political status quo concerning the relationship with China. No legal change was

made to the CBC Law as the outgoing KMT government did not perceive the possi-

bility of a macroeconomic reorientation under future DPP rule.

Chapter 7 marshalled additional empirical support from a range of illiberal or

transitional countries, which re-a�rmed the two main mechanisms suggested by my
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theoretical model. Even for cases as politically exclusive and repressive as Pinochet

era's Chile and the Apartheid -era South Africa, incumbent authoritarian rulers re-

sponded to the introduction of elections used to prolong their rule or endorse their

political dominance with monetary manipulation and, once the transition to demo-

cratic rule by the previously excluded majority citizens was crystallized, incumbent

rulers in these countries resolutely enlisted institutional reforms to enhance the au-

tonomy of their central banks. In Thailand, the unstable multi-party systems under

the constant threat of military intervention prevented both the military (the arbiter

of Thailand's democratic game) and civilian politicians from obtaining any cues on

successor governments' future macroeconomic orientation. It required the consoli-

dation of democratic rule (since 1992) and electoral institutions to �nally summon

the demon of in�ationary economic policy-making by elected politicians. The rise

of Thaksin followed by six-year's highly redistributive-oriented �scal expansion and

his constant con�ict with the BOT for easy credits convinced the Thai military that

civilian politicians entitled to monetary discretion could be a real threat to the inter-

ests of Thai political establishment; after the Thai military dethroned Thaksin in the

a coup in September 2006, they quickly enshrined the BOT's autonomy in the newly

promulgated constitution. The variation in key theoretical and background variables

and observed CBI outcomes are listed in Table 8.1

In the rest of this concluding chapter, I further address the generalizability of my

theoretical model to other �emerging" competitive authoritarian regimes and the lim-

itation of my approach. In the next section, I analyze why illiberal regimes in these

regions may be applicable to my theory and possible future trajectory of their CBI. I

then examine factors that might confound the identi�cation of the e�ects suggested

by my theoretical model and its limitation. Finally, I conclude by discussing direc-

tions for future research.
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Table 8.1

Attributes of cases analyzed in this study

Regime Democratic Level of Neoliberal
Country Type Threat Inequality Impact Response
Mexico Dominant party Strong High Strong CBI
Taiwan Dominant party Strong Low Strong No CBI
Chile Military Strong High Strong CBI

South Africa Illiberal regime Strong High Weak CBI
Thailand Semi-democratic Mid-to-Strong High Strong CBI

8.1 Theoretical extension: Central Asia and Africa

There are many important cases that I was not able to cover in this study. Cases that

immediately come to mind are the many emerging competitive authoritarian regimes

in Central Asia and the so-called hybrid regimes in Sub-Saharan Africa.

In the case of Central Asia, these former Soviet ethnic republics' political and

historical legacies, compounded by their landlocked features, have served to immu-

nize this region from the contagious in�uence of democratic change (Olcott, 2005).

Incumbent rulers of these countries, who are mostly Soviet-era technocrats making

their way to top executive positions, �act as judge and jury, relying on de facto, in-

formal proxy, and patronage means of control to fuse together state and ruling party

interests and to set and change the rules of the game as appropriate to the needs

of elite and power continuity" (Herd and Ryabkov, 2014, 320). Opposition parties

exist but are not organized enough to present much of an electoral threat to incum-

bent authoritarian rulers (Babak, 2004). These regimes have been variously labeled

as �personal dictatorships" and �authoritarian presidentialisms" by many analysts.

Notwithstanding of these outright authoritarian features, the fact that these regimes

also embraced procedurally competitive elections to embellish illiberal essence implies
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that they are, by current academic classi�cation, competitive authoritarian regimes.

According to my theory, the uncertainty implied in competitive elections should

have motivated political survival-maximizing incumbent authoritarian rulers to ma-

nipulate �scal policy to o�set the citizens's numerical strength which, in turn, should

reduce their preferences for CBI. Given that civil societies and opposition parties are

underdeveloped in these countries, the balance of political power, as captured by the

parameter υ, should favor the authoritarian rulers and make the monetary �nancing

e�ect more observable. My discussion of Kazakhstan's 2011 legislative election at the

end of Chapter 4 suggests that the empirical implication of this hypothesis is well-

received. In the wake of the Arab Spring, President Nazarbayev called for an early

election (his last term was scheduled to end in late 2012) and allocated 50% more

spending on election-related items than his last (2005) election. During the election

cycle, the liquidity of Kazakhstan's monetary system signi�cantly increased while and

the National Bank of Kazakhstan (NBK) revised down its deposit rate. Perhaps an-

ticipated a contagious democratic threat, Nazarbayev's move to encroachment upon

the NBK's autonomy continued even beyond the 2011 election. The two-time NBK

governor, Grigory Marchenko, who advocated greater autonomy for the NBK in his

second term, was sacked from his position and replaced by the allegedly more sup-

plicant former deputy prime minister Kairat Kelimbetov from within Nazarbayev's

circle. The kazakhstani case exempli�es the monetary �nancing e�ect that hinders

the incidence of CBI reform.

Beyond Kazakhstan, the monetary �nancing e�ect �nds more general empirical

support from countries in this region where the uneven level playing �eld in con-

junction with generally weak political oppositions�meaning that oppositions are less

likely to unseat incumbent rulers in elections�make incumbent Central Asian rulers

more likely to manipulate monetary policy for electoral gains while less circumspect

about the potential �democratic cost" entailed in a weak CBI. The 2013 Tajikistani
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presidential election is another case in point, incumbent president, Emomali Rahmon,

in power since 1992, was re-elected with 86.9% of the popular votes on a near 87%

turnout rate. Even facing �ve unknown rival candidates,2 Rahmon employed a wider

array of manipulation during the campaign, including harassment, raising the number

of signature required to be quali�ed for candidacy, and, most noticeably, large-scale

infrastructure projects and a slight increase in welfare spending despite the govern-

ment's narrow tax base (BTI, 2014). In the run-up to the November election, the

National Bank of Tajikistan (NBT) lowered its re�nancing rate by 0.4 % (from 6.5

to 6.1%) in early October �in order to ensure e�ectiveness of the monetary policy"

in an economy that enjoyed a stunning 7.4% GDP growth and 3.1% in�ation in that

year.3 The de jure independence of NBT, of course, is subject to the incumbent ruler's

political whim, as Article 1-5 of the NBT Law reads, �[T]he Republic of Tajikistan

shall not bear liability for the obligations of the National Bank of Tajikistan, with

the exception of obligations assumed with the consent of the Majlisi namoyandagon

of Majlisi Oli (Supreme Assembly) of the Republic of Tajikistan or President of the

Republic of Tajikistan."

Kyrgyzstan, one of former Soviet republics toppled by Color Revolution, pro-

vides yet another con�rmatory evidence to the monetary �nancing e�ect. However,

here, the causal process seemed to be reversed. Time-series study of in�ation rate

movement in the period 1995-2010 by Higashijima (2011) shows that there is not

2 Al Jazeera, �Tajikistan holds presidential election," 6th Novem-
ber, 2013. http://www.aljazeera.com/news/asia/2013/11/

tajikistan-holds-presidential-election-201311652838364800.html (Date accessed:
March 13th, 2015). The largest (and o�cially registered) opposition party, the Islamic Revival
Party (IRPT), withdrew their candidate, Oynihol Bobonazarova, blaming local authorities
for their harassment during the signature campaign. The other opposition party, the Social
Democratic Party, also boycotted the election, claiming the election being unconstitutional.
In the latest congressional election held in March 2015, the IRPT was even voted out of the
Parliament for failing to reach the new 5% Threshold set by the government.

3 Avaz Yuldoshev, �Tajik central bank lowers re�nancing rate to ensure e�ectiveness
of monetary policy," Asia-Plus, 7th October, 2013.http://vz.news.tj/en/news/
tajik-central-bank-lowers-refinancing-rate-ensure-effectiveness-monetary-policy-1

(Date accessed: March 13th, 2015).
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statistical evidence of the Askar Akayev regime (1990-2005) having engaged in expan-

sionary cycles during elections to mitigate rising protest movement since the 2000s,

which contributed to his downfall; on the hand, after the Tulip Revolution installed

a supposedly more democratic government, the interim government and the newly

elected Kurmanbek Bakiyev (whose government (2005-2010) was marred by murder

and corruption charges) began to exploit macroeconomic policy instruments to gen-

erate economic boom in election cycles (Higashijima, Ibid). The autonomy of the

National Bank of Kyrgyz Republic remains low and its legal status was unchanged

throughout the entire Bakiyev's term in o�ce. The Bank's budget (Article 40), per-

sonnel appointment, and main parameters of monetary policy should be in accordance

with the procedure established by the President of the Republic (Article 11-1), and

the Bank �shall act as the �scal agent of the Government" (Article 27-1). Rather

than promoting CBI, the increase in the level of democracy in the post-revolution

Kyrgyzstan, still considered an illiberal regime, motivates elected incumbent politi-

cians to manipulate monetary policy.

The pre-electoral monetary policy behaviors of many contemporary hybrid regimes

in Africa also exhibit signs of the implications of monetary �nancing e�ect. In Sub-

Saharan Africa, the rapid increase in the incidence of elections with multiparty com-

petition (Bratton and van de Walle, 1997), continent-wide low level of political insti-

tutionalization (Basedau and Stroh, 2008), and, most importantly, the largely absent

CBI, provide an ideal empirical condition to observe the monetary �nancing e�ect.

It should be noted that the incidence of elections with multiparty competition should

not be equated to the formation nor the consolidation of multiparty systems; instead,

dominant-party systems are the most prevalent systems of government in much of

Sub-Saharan Africa, where a pre-election expansionary cycle theoretically confers lit-

tle political advantage to incumbents (Mosley and Chiripanhura, 2012). However, as

my model has predicted, an increase of replacement threat emitted from the uncer-
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tainty inherent in competitive elections can motivate political survival-maximizing

incumbent politicians to employ �scal manipulation for electoral gains. The Zimbab-

wean case I raised in Chapter 2 is just one peculiar example where the incumbent

ruler, Robert Mugabe, abused monetary policy to the greatest extent and distorted

the Reserve Bank of Zimbabwe into the �scal arm of his party-state.

Empirical implications of monetary �nancing e�ect in Sub-Saharan Africa go well

beyond this extreme case. In Zambia, even today still considered a semi-democracy

built around a paternalistic leader, President Kenneth Kaunda (in o�ce, 1964-1991)

abandoned the IMF-mandated reform package and loosened �scal policy, particularly

with increased subsidy on staple foods, just a month before the election, to miti-

gate the widespread public discontent toward the IMF-mandated austerity program

(Rakner, 2003, 66). The Kaunda government then resorted to the Bank of Zambia to

ease money supply to help lessen the government's �scal burden, although this turned

out to be too little too late and Kaunda lost to the contending Frederick Chiluba af-

ter 27 years in power. In the country of Kenya, incumbents marshalled �scal and

monetary policy instruments to build state patronage by investing in expensive so-

cial welfare programs, mass media campaign, and even distributing bribery through

parastatal organizations to purchase votes (Shulika, Muna and Mutula, 2014), leading

to surges of in�ation around elections in a country that generally had relatively low

levels of in�ation because the Bank of Kenya was instructed to print more money

(wa Githinji and Holmquist, 2012, 61).4 The newly inaugurated President Uhuru

Kenyatta even proposed an amendment to the Public Bene�t Organizations Act that

would restrict Kenyan activist groups (including opposition parties) and civil organi-

zation from receiving funding from international sources, which further accentuates

his incumbent advantage of holding both �scal and monetary power in the gradu-

4 It reached an all-time high of 45% in the months leading to the 1993 election.
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ally more uneven electoral level playing �eld.5 Magloire's (1997) also identi�ed the

existence of election cycles in monetary growth in Cameroon, despite the country's

membership in the CFA zone that adopts a �xed exchange rate to the euro. Finally,

Ferree and Singh (2002) found a positive relationship between African countries' eco-

nomic growth rates and the increase of multiparty elections over time.

Overall, these cases suggest that the monetary �nancing e�ect posited by my the-

ory could plausibly explain the macroeconomic performance and low CBI observed

in a universe of illiberal regimes with procedurally competitive elections.

8.2 Confounding factors and limitation of the theo-

retical model

I have not yet spelled out cases that support another important mechanism, institu-

tional insulation e�ect, hypothesized by my theory (along with other existing scholar-

ship). A short answer to this is because levels of democracy , proxied by the balance

of political power between the authoritarian elites and the citizens, in these middle-

range cases have not developed to point where the oppositions' electoral strength

could remove incumbents from power. But according to the theoretical model, this

positive e�ect on the incidence of CBI reform is rendered by the level of economic

inequality and tends only to occur at higher levels of democratic threat and domes-

tic economic inequality. Thus, problems pertaining to the main causal variable, the

level of democracy, and other confounding variables that may impart endogeneity on

the part of the e�ect of democratization mediated through economic inequality could

5 Robert Herman, �Kenya slides toward authoritarianism," Christian Science Monitor, 10th
February, 2014. http://www.csmonitor.com/World/Africa/Africa-Monitor/2014/0210/

Kenya-slides-toward-authoritarianism (Date accessed: March 16, 2014).
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limit the ability of my theoretical model to account for the variance in CBI outcomes

in these illiberal regimes. At below, I address these concerns.

With respect to the mechanism of the institutional insulation e�ect, since this ef-

fect, triggered by the over-time increase in the level of democracy, must work through

domestic economic inequality by way of redistributive politics to raise incumbent

authoritarian rulers' incentive to implement CBI reform, this marginal over-time in-

crease in the level of democracy must be identi�able in order for this e�ect to be

observed. But, in practice, democracy is, more often than not, in constant in�ux

in Sub-Saharan Africa and has perhaps stalled in Central Asia. Despite the obvi-

ous stunning economic inequality in these countries, the volatility of discretionary

economic policy-making by succeeding democratic politicians seems to be a distant

threat because democratization has yet to constitute a credible replacement threat

to incumbent authoritarian rulers. If the onset of democratization has not generated

enough �pull" to alter the existing balance of political power between the authoritar-

ian elites and the citizens, it cannot possibly generate the hypothesized institutional

insulation e�ect that promotes the incidence of CBI even if this e�ect is mediated

through high levels of economic inequality.6

Another potential problem with causal inferencing the relationship among democ-

ratization, economic inequality, and CBI is the presence of other public resources that

would obviate incumbent rulers' need to turn to central banks to �nance their polit-

ical survival-maximizing public policies, which may in�uence their CBI preferences

in ways that have not been conjectured by my theoretical model. Here, I discuss

potential sources of these causally confounding public resources in Central Asia and

Sub-Saharan Africa as well as other countries/regions not covered in this study.

Owing to their landlocked geographic feature and socio-economic linkages inher-

6 Readers can refer to the simulation result of Figure 3 in Chapter 4 for a visual comprehension
of this point. Even at high levels of economic inequality (θ), the probability that CBI reform
will occur (ζ = 1) tends to be low when the marginal increase in Polity score is minimal.
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ited from the Soviet era, many Central Asian countries rely on remittance incomes

from their migrant workers and/or extractive industries as their primary sources of

foreign earning. According to Singer (2010), the stable and countercyclical nature

of remittance incomes contributes to a stable source of unearned incomes to native

residents in the form of foreign payment can help to mitigate exchange rate and in�a-

tion volatility. A direct implication of Singer's �nding to the outcome variable of this

study is that CBI is less costly to maintain in these remittance economies, so CBI

reform may be more likely to occur in Central Asian countries, but there exists an-

other causal path that works indirectly through the mechanism mediated by economic

inequality. By providing native residents (usually the less politically active women,

children, and the elderly) with a stable source of unearned income, remittance lessens

native residents' demand for redistributive policies (as the perceived inequality in in-

come distribution is lessened), which reduces incumbent rulers' incentive to engage in

expansionary cycles for electoral gains and the need to subjugate CBI also decreases.7

For the same reason, natural resources rents, and particularly those derived from

the export of energy resources, serve similar purpose of reducing incumbent rulers'

incentive to encroach on CBI, albeit through di�erent causal mechanisms. To begin

with, a substantial portion of resource rents is extracted into the �scal co�ers of the

government and becomes part of the public revenues at the disposal of the govern-

ment. The geographically concentrated mode of extraction, easiness to collect, and

its tendency to substitute taxation in public revenues generation have provided in-

cumbent rulers, both authoritarian and democratic, a strong incentive to control the

appropriation of resource rents, as Mexican President Lázaro Cárdenas's oil expropri-

ation in 1938 mentioned in Chapter 5 has vindicated, the subsequent high oil price in

the 1970s allowed President Echeverría and President Portillo to continue their highly

7 Note that because migrant workers are predominantly composed of working age males, this
means the part of the population that is most likely to mount violent opposition to incumbent
rulers is substantially reduced and democratic threat is, to some extent, defused.
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expansionary social spending policy until economic crisis forced it to an abrupt end

in 1982.8 Resource rents give incumbent rulers a powerful �nancial resource, indepen-

dent of tax revenues, to �nance public policies to ward o� their political challengers

and/or to invest in repression techniques to nip any opposition activities at their

buds, both serve to strengthen incumbent authoritarian rulers' tenure security with-

out having to rely on in�ationary �nancing accommodated by the central bank. On

other words, the presence of a signi�cant extractive sector in the economy of an il-

liberal regime could violate the validity of the argument developed in this study by

marginally displacing the links between �scal and monetary policy.

However, these pitfalls are not insurmountable. Chapter 5 shows after interna-

tional oil price fell around late 1970s, the frequency of President Portillo's con�icts

with Banxico increased and later escalated into the resignation of Banxico director

Gustavo Romero Kolbeck and bank nationalization in 1982. As the e�ect of resource

rents ebbed, empirical implications of my hypothesized causal mechanisms emerged.

In addition, the causal mediation analysis in Chapter 4 shows it is possible to test for

the extent to which the mediation e�ect is violated by confounders that are endoge-

nous to the mediator variable (i.e., economic inequality), which allows us to make

conditional claims of the original theory.

8 Recall the speci�cation of the government's public spending function, f(g(πCB)), developed
in Chapter 3. Similar to Dunning's (2008) speci�cation, we can add a parameter R (resource
rents) into this concave function but independent of g(.), f(g(πCB)+R), to capture its easy-to-
collect character. Although space does not allow me to elaborate the comparative static e�ect
of this additional parameter, the �rst order derivative of f(.)′ with respect to R should carry a
positive e�ect on the outcome variable (the probability of authoritarian electoral victory, φ(.))
while having a negative e�ect on the derivative of f(.)′ with respect to πCB (meaning that it
substitutes the e�ect of in�ationary �nancing on government spending by the central bank's
money supply decisions) since both f(.) and g(.) are concave. Notwithstanding the nuances
in mathematical derivation or the ease of extraction, the underlying logic of incumbent rulers'
incentive to tighten or to relinquish their control of these public resources (�scal and monetary
policy, resource rents) is the same as the one emphasized in this study: incumbent rulers are
more willing to forgo this incumbency advantage as their political power became less secure for
fear that this same incumbency advantage could be exploited by successor governments to harm
their interests. In Dunning's (2010b) latter work, he developed a formal model to elucidate why
incumbent Venezuelan Presidents tended to lower the rates of oil revenues extraction when they
perceived opposition parties were likely to win upcoming elections.
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8.3 Directions for future research

Beyond what is presented in this study, there are a lot more to do to identify the

causal paths running from political regimes to the incidence of CBI reform as well as

the exact magnitude of the e�ect of attributable to regime change relative to other ri-

val mechanisms. For example, we can employ newer multi-dimension political regime

classi�cation schemes, as I introduced in the measurement section of Chapter 4, to

stratify contemporary illiberal regimes into sub-categories on the basis of the extent

of projected electoral competitiveness rated by international election observers and

then rank them in the order of level of economic inequality, �nally, compare observed

CBI outcomes along these two dimensions. More cases drawing from a wider range

of countries and periods are certainly needed for this endeavor.

Another potentially fruitful area for future research will be to extend this study

to analyzing the variation in the structure and decision-making of central bank board

from a longitudinal perspective. For example, policy formulation is an important

aspect in the CWN four-cluster index of CBI measure (Cukierman et al., 1992),

suppose an authoritarian ruler anticipates a spendthrift civilian politician/party to

assume o�ce in the near future, she might want not only to grant the central bank

more autonomy but also to alter the central bank's decision-making structure to

dilute the in�uence of central bank governor who may eventually be appointed by

elected politicians (such as the South African case in Chapter 7 has shown). This can

be achieved through altering the central bank's decision-making structure to com-

mittee rule, expanding the size of the committee, and stu�ng the committee with
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like-minded conservative (hawkish) board members.9 An exploration of central bank

board members' educational and career background, past meeting minutes, and vot-

ing records, complemented with quantitative strategy such as ideal-point estimation

will generate useful information about each board member's latent �conservativeness"

that can be used to infer the degree of democratic threat perceived by the outgoing

authoritarian ruler. Recent formal and empirical analysis of Federal Reserve appoint-

ment and board members' voting tendency provide exemplar framework about how

such issues can be approached (Chang, 2003; Schnakenberg and Turner, 2013).

Finally, civil wars in Mexico and China clearly acted as a natural experiment-

like intervention, the KMT's émigré status in Taiwan, that shaped the divergence

of political fault lines between these two countries that would emerge decades later,

this might raise the question abut what is the �structural consequences" of this in-

tervention itself in relation to the e�ects peculiar to the onset democratization on

the incidence of CBI reform. For this, recent advance in synthetic control methods

can assist us to partial out the post-intervention e�ect of certain variables or the

intervention itself (Abadie, Diamond and Hainmueller, 2010, 2011, 2014). To wit,

one can collect many cases, along with the country case of interest, on the basis of

some structural attributes, and then compose a synthetic control unit with attributes

�donated" from other N − 1 cases to make it most similar to this speci�c country case

in all aspects except for not having exposed to the intervention (or the pivotal event)

experienced by the case of interest. One can then gauge the impact of the intervention

by comparing the observed CBI outcomes between the main case and the synthetic

control unit and test for the post-intervention e�ects of theoretical variables to see if

the result still supports the theoretical claim. I will leave this to future research.

9 Recent legislative reforms of Central Bank of Myanmar (2013), immediately followed the mil-
itary regime's decision to liberalize the political space, can be interpreted as moving toward
this direction. The new law not only enhanced the central bank's autonomy in relation to the
Ministry of Finance and Revenue (with which the former was previously a�liated) but also
expanded the size of the central bank's policy-making board. See Turnell (2014).
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