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Inflation, Political Support, and
Macroeconomic Policy

Dowglas A. Hibbs, Jr.

This chapter explores the connection between macroeconomic outcomes
and political support for incumbent governments as they existed during
the period of growing and high inflation. During most of the post—World
War II period, the U.S. economy performed at higher rates of unem-
ployment and lower rates of inflation than the economies of virtually all
other capitalist industrial societies.! This held true during the sustained
high growth of the 1960s as well as the economic disruption and stagnation
of the 1970s. The sizable difference in figure 7-1 between the unemploy-
ment records of the United States and six other industrial societies—
France, Italy, Japan, Sweden, the Unired Kingdom, and West Germany—
is not an arnfact of unusually good performance by one or two of the
other countries. On average the U.S. unemployment rate was higher,
typically much higher, than thar of each of the other six (table 7-1). Nor
can the unemployment performance gap be attributed primarily o
measurement differences (darta for all of the countries are adjusted to U.S.
concepts) or to differences in the composition and rate of growth of the
labor force, although the heterogeneity of the labor force is a distinguishing
feature of the American economy.? However, even if it is granted that
the narural rate of unemployment is somewhat higher in the United States
than abroad, it is true nonetheless that postwar economic contractions

1. Canada is an excepdon, bur the obscrvadons in this chapter apply with almost equal force to that
country.

2. Robert H. Havemen, “Unemployment in Western Europe and the United Srates: A Problem of
Demand, Soucture or Measurement?” American Economic Review, vol. 68 (May 1978, Papers and
Proceedings, 1977), pp. 44-50; Roger Kaufman, “Why the U.S. Unemplovment Rate Is So High,”
Challenge, vol. 21 (May—june 1978), pp. 40—49.

175



6L-0L61 0 P
"d (822 pUan o afurys jo o 2Feaar snunw £jddus Lsuot Jo 33ueyd Jo o aeay
JOWRIP J(1LY Jo 2fueys jo sy
sidauos ‘5 o pansnlpy e
“sanssy
SMOLITA “s1sinsg foianvntd puoytvwamy '8.—60+ I ‘22617 Ay ymonasq wo sedug stiunyoog ‘saumory Wdep ur vonepounuosdy Arerauoy pue uotieyuy pRopy,, 10) pasedasd eirp ‘wopiorn <
uaqoy 'aqes eiep paystiqndun ‘(g6 1 saquadaq “sansieg soqey Jo ey Soqer o suaedac) st trz-z1 dd (2261 dv) gog ‘A pue 'ge—6z “dd (7261 ) 56 qoa ‘awmry 40quq Kpqivopy
« SAMUNOY [Ernsnpup SuN ur anwkopdwsun jo siskeny vy, ‘ounuaiog MUEISU)) pue o]y eutieko| pue SSaumungy paagrnsapul aug wawopdunaugy,, ‘ounuasog asueisuory smog

08 (A £/ 8¢ L6 L8 0Tl 9/ s 9/'€ 5e°e 650 Aucunory 1sapy
69 9'¢ LT T0- 6 8'G 59 9'¢ 799 08T 879 LY $9181G paniup)
S0l 901 L0 €1 - 8¢l § 1 6 6T 64Tl 90°€ F6'F L6T  wopSury panup
6 6L LT 01— pSTI el 11 0L £¢ 8’8 £6'¢ 50 69'1 UapPING
S6 £6 S'E I's 0¥l 971 9%l 791 £9'9 ¥SF A el urde(
TFI 9%l 08 08 (\WA LL1 o€l 0€l 64Tl S0'F L9E 59 Aeay
) 9 S/ 0°'S 6Tl 001 STl 101 LEG ¥ 8% 70'C ERILIR
b4 v v v W 1w W IIV 080461 69-0961 08-0L61 69-0961 L)
84-0461 69-0961 08-0461 69-0961 attonwifur Suaukorduisup)
Addns Lanoue ssag Ajddns Lanopy

L [3d10.45)

ALIBRIRN |

08—-0.61 Py g0—-0961 ..G.N.QQ\NQU 123G 11t Sy {1015y A..sn\uuzaﬁ._,\ puv .QQ.QQN\.:N Q:.ﬁ:&.&%:ﬁ&b ‘1-4Z 2dqel,



Inflation, Political Support, and Macroeconomic Policy 177

Figure 7-1. Unemployment in the United States and Six Other Countries,
1960-80

Rate of unemployment (percent)
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Sources: Constance Sorrentdno, “Unemployment in Nine Industrialized Countries,” and Jovanna Moy and Constance
Sorrendno, “An Analysis of Unemplovment in Nine Industrial Countries,” Monthly Labor Review, vol. 95 (June 1972),
pp. 29~33, and vol. 100 (Apri 1977), pp. 12-24: U.S. Department of Labor, Bureau of Labor Staristcs, December
1981, unpublished dara rable. Unemployment rates of all countries have been adjusted ro U.S. concepts.

a. France, Iraly, Japan, Sweden, United Kingdom. and West Germany.

have typically been longer, deeper, and more frequent in the United States
than anywhere else.

In every year except 1968 and 1969—the peak of the inflationary surge
brought on by the Vietnam War boom—the U.S. inflation rate ran behind
that of the other six (see figure 7-2). Again, this is not due to unusual
performance by one or two of the other six. Generally, U.S. prices exhibit
greater stability during the long internadonal boom of the 1960s, the
crushing stagflation of the 1970s, and both before and after the demise
of fixed exchange rates in 1971. The comparative inflation performance
after 1972 is partcularly revealing abour the aversion of officials in the
smaller, open economies to inflation, since the collapse of the Bretton
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Figure 7-2. Inflation in the United States and Six Other Countries,
1960-80

Rate of inflation (percent)
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Sources: Robert [. Gordon, dara prepared for “World Infladon and Moncrry Acc®™modaton in Eight Counmies.”
Brookings Papers on Ecomomic Acrviry, 2:1977, pp. 409~78; Internasional Financial Stasistics, various issues, The GNP
deflaror is used ro compure the rates of infladon.

a. France, Italy, Japan. Sweden, United Kingdom, and West Germany.

Woods stable exchange rate system gave them more control over their
inflation rates.3

What explains the rather dramatic differences in rates of unemployment
and inflation berween the Unired States and other advanced industrial
societies? The political sources of the variation are evident in governments’

3. This follows from the intemadonal monetarist theorem of open economies operadng under fixed
exchange rates, which implies that the free ow of world capital prevents domestc authorides trom
conrrolling their own nominal money supplies and, hence, their own long-run rates of inflaton and
effective demand.
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macroeconomic policies—monetary policy (the money supply, interest
rates, exchange rate, and credit policy), fiscal policy (expenditure, taxation,
the volume of subsidies, and transfer payments), direct controls (primarily
wage and price controls), and occasionally rhetoric and persuasion
(Jawboning and appeals to a social contract). Monetary and fiscal policy
Instruments are governuments’ major macroeconomic tools. A large fraction
of the economics profession, however, appears to be skeptical of the
independent influence of tax and (especially) expenditure manipulations
of real outpur and employment. Ray C. Fair has concluded that “the fiscal
authority can do little about changing the output path once the money
supply path is fixed.”

Ironically, the Keynesian position that government can favorably affect
the level of real economic activity now rests heavily on an activist monetary
policy. And economuists generally acknowledge that “the major historical
accelerations and decelerations of inflation—not only during wars and
hyperinflations but also during peacetime—have been accompanied by
accelerations and decelerations in the rate of growth of the supply of
money.”?

Accepdng that the growth rate of the money supply is probably the
single most important macroeconomic policy instrument, analysis must
proceed to what causes variations in the rates. Confronted with demand
shifts, supply shocks, trade union cost-push, and other inflationary
pressures, the monetary authority must choose berween expanding or
(passively if not actvely) tightening the supply of money. The former
fuels inflation; the latter decreases real money balances, drives up interest
rates, and ultimarely reduces investment and emplovment. Monetary
officials face the dilemma of accommodating inflationary pressure by
expanding the money supply and relinquishing control over the price
level in order to preserve effective demand and employment, or leaning
against inflationary pressure by tightening the money supply, reducing
effective demand and employment, bur stabilizing the price level.® The
first choice is sensitive to the interests of labor, especially marginal labor;
the second defends the position of the financial community, renters, smail
savers, and others who are “exposed” to inflation.

4. “The Sensidvity of Fiscal Policy Effects to Assumpdons abour the Behavior of the Federal
Reserve,” Economerrica, vol. 46 (September 1978), p. 1177.

5. Robert J. Gordon, “The Demand for and Supply of Infladon,” Journal of Law and Economic, vol.
18 (December 1975), p. 807.

6. M. W. Reder, “The Theoretical Problems of a Nadonal Wage-Price Policy,” Canadian Journal of
Economis and Political Science, vol. 14 (February 1948), pp. 46-61.



Figure 7-3. Rates of Monetary Growth in the United States and Six Other
Countries, 1960-80
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Sources: Same as for figure 7-2. Dara arc on M2 for France, M1 for all others.
a. France, Iraly, Japan, Sweden, United Kingdom, and West Germany.
b. Rate of change of the money suppiy less rate of change of end real GNP.
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Figure 7-3 indicates that U.S. authorities pursued a tighter monetary
policy than monetary authorities in the other six countries in 196080,
though U.S. growth rates were in phase with the other countries’ after
the mid-1960s. When the rate of growth of M1 less the rate of growth
of trend real GNP is used to measure monetary expansiveness, the message
is the same; in every year the other six appear to have pushed their
economies harder, fueling inflation in the process.” The data in table 7-1
confirm that with a couple of exceptions in the 1960s, U.S. monetary
policy was less expansive than that of the other industrial societes. This
pattern is, of course, consistent with the differences between the United
States and the other six with respect to unemployment and inflation
rates.8

The enormous supply shock of 1973-75, which originated largely in
the quadrupling of petroleum prices by the Organization of Petroleum
Exporting Countries (OPEC), provides a partcularly stark illustration of
the choices facing political authorities. The effects of the oil price rise
were simultaneously inflationary and contractionary, and policymakers
had to decide between accommodating the inflation, allowing nominal
demand to grow at a pace sufficient to prevent sharp increases in
unemployment, and pushing against the infladon at the cost of exacerbating
the contraction. Figure 7-4 ilustrates the range of monetary policy
responses in relation to the apparent short-run impact on unemployment
in the seven countries.® As policy activists would predict, there is an
inverse association berween the variables. Not surprisingly, Sweden and
the United States are the limiting cases. Swedish officials reacted to the
OPEC shock with a vigorous expansion of the money supply and succeeded
in maintaining the volume of emplovment during the crisis (unemployment
actually declined somewhat). A much more restricuve policy was pursued
in the United States, and unemplovment rose by more than 3.5 percentage
points. The performance of the Federal Republic of Germany more closely
resembles the experience of the United States than the rest of Europe,!®

7. In plots of the real money supply—the rate of growth of M1 less the infladon rate—the U.S.
growth rate oscillates around a mean of about 0. the other six around a mean of 4.4.

8. Differences in convendonal monerary (or fiscal) policy behavior do noe account endrely for
incernadonal variadon in unempioyment and infladon; exposure to internadonal influences, as well as
legal restraines on layoffs, manpower policies. and other insdrutional facrors also affect unemployment
as well as inflation races.

9. The results in figure 74 are consistenc with the conclusions of James L. Pierce and Jared J.
Enzler, “The Effects of Exrernal Infladonary Shocks,” Brookings Papers on Economic Aciviy, 1:1974, pp.
47-54. (Hereafter BPEA.)

10. If the oudlow of German guestworkers were included among the unemploved, the increase in
the German uncmployment ratc would have been greater.
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Figure 7-4. Changes in Unemployment and Average Growth of the Money
Supply Less Growth of Trend Real Output in Seven Countries, 1973~75

Change in unemployment rate (percentage points)
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Sources: Same as for figure 7-2. Dara are on M2 for France, M1 for all others.
1. Average rare of change of the money supply less average rate of change of trend real GNP.

which is consistent with the popular wisdom about German aversion to
inflation.

The cenrral political queston of interest here is why some governments
exhibited less monetarv discipline than others by monetizing deficits and
price and nominal wage increases, especially during the major episodes
of inflationary pressure. Put another way, why were some governments
more inclined to “supply” inflation and less inclined to “supply” unem-
ployment than other governments? In particular, why were U.S. authorities
apparently less tolerant of inflation and more tolerant of unemployment
than political officials elsewhere? That question can be partially answered
by investigating the demand side of the issue—the response in terms of
popular support for elected chief executives or polirical parties that follows
changes in unemployment, infladon, and real income growth.
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The Economy as a Political Issue

In March 1968 Prime Minister Harold Wilson reportedly declared to
the parliamentary Labour party: “All political history shows that the
standing of a Government and its ability to hold the confidence of the
clectorate at a General Election depend on the success of its economic
policy.”"! His declaration is consistent with the conclusions of many
empirical studies of the impact of macroeconomic performance on public
support for incumbent political parties and chief executives. Moreover,
during the 1970s the state of the economy (principally, unemployment
and inflation) unquestionably was the most salient issue for the mass
publics of most industrial democracies.

Perhaps American authorities exhibited less willingness to accommodate
inflation and push against unemplovment than their counterparts in other
industrial societies because mass political support for elected officials in
the United States was more sensitve to inflation and less sensitive to
unemplovment than elsewhere. The differences berween the United States
and the other six countries (as well as differences among the other six)
might therefore reflect, at least in part, the political response of govern-
ments to the relative weights attached to inflation and unemployment in
their respective mass publics. American officials may have shown more
discipline vis-a-vis inflation because demand for deflationary policies was
greater.

The public’s relative aversion to, or demand for, various economic
ourcomes in France, Grear Britain, West Germany, Sweden, and the
United States is estimated in table 7-2. The estimates are based on the
idea that political support for an incumbent party (in parliamentary
svstems) or chief executive (in presidential systems) is influenced by the
incumbent’s cumulative discounted macroeconomic performance relative
to that of its predecessor. The coefficients of statistical models based on
quarterly observations from the late 1950s or 1960s through the end of
1978 are used to infer the degree of political support for the chief
executive or governing party in each country.

For every country the performance variables are the rate of unemploy-
ment, the proportional changes in the rate of the rare of unemployment,
the rate of growth of per capita real personal disposable income, the rate

11. David Wate, Financal Times (London), March 8, 1968.
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Table 7-2. Change in Support for Political Leaders in Five Countries
in Response to Sustained Increases in Rates of Unemployment, Inflation,
and Income Growth in the 19605 and 1970s

Percentage points

Change in support in response to a 2 percent incvease in

Change in
Quarters Real income  Unemploy-  Consumer  inflation
Country covered growth? ment  price inflation  rate®
France 1969:4-1978:4 +3.8 -2, =3
Sweden 1967:1-1978:3 e -11.5 -0.5 e
United Kingdom 1959:4-1978:4  +2.8¢ -6.4 e -2.6
Unired States 1961:1-1978:4  +5.4¢ -45 -6.2¢
West Germany 1967:4-1978:4+¢  +2.1 =25 -1.7

Sources: Douglas A. Hibbs, Jr., with the assistance of R. Douglas Rivers and Nicholas Vasilaros, “On the Demand for
Economic Outcomes: Macroeconomic Performance and Mass Political Support in the United States, Grear Britain and
Germany,” Journal of Politics, vol. +4 (May 1982}, pp. 425-62; Douglas A. Hibbs, Jr., and Henrik Madsen, “The Impact
of Econornic Performance on Electoral Support in Sweden, 1967-1978," Scandinavian Political Studies, vol. 4, no. |
(1981), pp. 33-50; Douglas A. Hibbs, Jr., with Nicholas Vasilatos, “Economics and Politics in France: Economic
Performance and Mass Political Support for Presidents Pompidou and Giscard d’Estaing,” European Journal of Political
Research, vol. 9 (June 1981), pp. 1335.

a. Per capira real disposable income.

b. Rare sustained for four quarters.

¢. Measurement problems make it difficult to estimare etfect.

d. Adjusted for adverse etfects of shifts in the terms of trade following the OPEC supply shock.

of inflation, and changes in the rate of inflation. For the United Kingdom
a term for changes in the dollars-per-pound exchange rate is included.
Exchange rate fluctuatons of course were influenced by Britain’s relative
inflation performance.

The esumates in table 7-2 indicate that political support in the five
countries is quite sensitive to movements in the unemployment and real
income growth rates.!? In all the countries except Sweden responses to
an increase in the growth rate of real disposable income are positive,
ranging berween 2.1 and 5.4 percent. Since elections often hinge on
margins of only a few percentage points of the vote, these results are not
merely of academic interest. Macroeconomic management and perfor-
mance obviously can have a pivotal impact on electoral shifs.

In each country, increases in the unemployment rate yield declines in
political support, although in the case of France measurement problems

12. The responses to a sustained increase of 2 percentage points in the economic variables represent
the political effects of changes in economic performance after all adjustment lags have worked through
the underlying dynamic model. Given the rate of decay of the lag coefficients in the distribured lag
regressions, sustained changes mean for practical puposes no more than six years.
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with the unemployment data make it difficult to estimate unambiguously
the quantitative political effects. The estimated response in Sweden is
particularly large. This undoubtedly reflects the preeminence in Swedish
political life of the full employment issue. Low unemployment has been }
the most important theme of the Swedish Social Democrats’ electoral
mobilization strategy since the early 1930s, and it kept them in control
of the government continuously for forty-four years undal their narrow
defeat by the bourgeois coalition in 1976. Mass political support for
British governments also exhibits great semsitivity to unemploymen
fluctuations, especially when evaluated relative to the political respons
to changes in the nominal rate of inflation. Again this probably reflects
the Labour party’s emphasis on low unemployment in polirical discourse
which has generated widespread public expectations of sustained high
employment.

Taken together, the general political responses to unemployment, as
indicated in table 7-2, suggest that unemployment continued to have
adverse political consequences deep into the 1970s, that is, even during
a period that provided generous unemployment compensation and other
income- and employment-contingent transfers. True, tax and transfer
systems do spread the costs of unemployment more widely, and for many
people loss of emplovment no longer poses an economic disaster. In the
1930s the unemployed and their families often went hungry; today most
suffer temporary reductions in income.

However, it is no mystery why high unemployment rates tended to
erode governments’ mass political support. Unemployment after all
represents lost real output and underutilized human resources. In the
United States, for example, each extra percentage point of unemployment
was accompanied by a decline of at least 2 percent in real output, which
in 1980 was equal to $56 billion of unproduced output, or $700 per
household. Moreover, the measured unemployment rate is just that—a
rate—and a far larger fraction of the labor force experiences bouts of
actual unemployment over any given time interval than the average
percentage numbers might suggest.!® In addition to houscholds touched
directly by some form of unemployment or underemployment, an even
larger number will also be aware of unemployment among relatives,
friends, neighbors, and work mates.

13. In the United States, for example, a usefil rule of thumb for estimaring the proporton of the
work force experiencing one or more spells of unemplovrment during any given twelve-month period is
to muitiply the official average annual rare by abour 3.
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The estimates of the responses to inflation shown in table 7-2 indicate
that the political costs of deteriorating nominal economic performance
were less uniform cross-nationally than the analogous costs of higher
unemployment and lower real income growth. In France and Sweden the
decline in political support associated with ificreased consumer price
inflation appeared to be negligible-to-vanishing. In these countries any
adverse political consequences of inflation were transmitted through the
impact of rising prices on the real income growth stream (price increases
running ahead of money income growth rates) or on the unemployment
rate (assuming, contrary to the Keynesian view, that high or accelerating
inflation vields increased unemployment). At least until the Thatcher
government the British results indicated that the electorate was not averse
to inflation per se, but that changes in the inflation rate (accelerations
and decelerations of prices) had important consequences for mass political
support. Since the change (first difference) of the inflation rate is a
reasonable (though simple) measure of inflationary surprises, this result
is consistent with the view of contemporary economic theory that the
pain induced by rising prices is due primarily to unanticipated bursts of

ation.

Only in West Germany and the United States did the simple rate of

hange of consumer prices—the inflation rate—appear to have statistically
and politically significant consequences. The estimates imply that voters
in these countries are averse to rising prices per se, for the models take
into account the rate of change of real personal disposable income. Hence,
even if money incomes kept pace with price rises, governments nevertheless
suffered losses of political support as a result of inflation.

As Keynesian theorists swessed throughour the 1970s, little in conven-
tional economic theory adequately explained this aversion to inflation.
Traditionally it was argued that the principal economic costs of anticipated
inflation are the resources devoted to economizing cash balances and
fixed-interest-rate assets. Surelv this is a trivial martter, particularly when
viewed in relation to the costs of unemployment. The costs usually
associated with unanticipated bursts of infladon are more extensive, but
they do not provide a convincing explanaton of the public’s aversion to

-fising prices. Empirical evidence (which is thin and pertains primarily to
the United States and the United Kingdom) suggests that the aggregate
wage and salary income share was not affected adversely by inflation and

{hat rising prices had no dramatic effects on the size distribution of

\\\
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income.!* Unanticipated price increases tended to arbitrarily redistribute
wealth from nominal creditors to nominal debtors and the aggregate
amounts involved were probably large. But most people absorbed losses
on some accounts (fixed price assets) and gained on others (fixed price
liabilities). The aged poor, retirees whose economic well-being depends
on social security or state pensions, are often thought to be more exposed
to inflation than other groups. However, during the period of sustained
inflation, state transfers to the old were indexed to inflation either by
statute or by firmly entrenched custom in virtually all industrial societies.

To the extent that state revenue is raised by direct taxation based on
progressive nominal schedules, inflation increases the effective rate of
income taxation (inflationary fiscal drag) unless the authorities take
compensatory action. Although discretionary tax cuts neutralized much
of the potential gross transfer to the state, inflation probably has fueled
a rate of growth of government revenue somewhat higher than political
authorities would have achieved by making explicit real claims on the
electorate.!’® The (unobservable) difference between the historical time
path of effective tax rates and what would have occurred in a world of
stable prices (or indexed taxes) may explain part of the public’s dislike of
inflation that is reflected in table 7-2.16

However, neither the income, wealth, nor tax effects of inflation appear
large enough to explain (or, in objective economic terms, to justify) the
degree of public aversion to rising prices relative to unemployment and
real income growth that appeared to prevail in West Germany and the

14. Sec Douglas A. Hibbs, Jr., “Public Concern abour Infladon and Unemployment in the United
States: Trends, Correlates and Political Implicatons,” in R. E. Hall, ed., Inflazion (University of Chicago
DPress, 1982); Douglas A. Hibbs, Jr., Economic Interest and the Politics of Macroeconomic Policy (Massachuserts
Insdrute of Technology, Center for Internatonal Studies, 1976); Douglas A. Hibbs, Jr., “The Mass
Public and Macroeconomic Performance: The Dynamics of Public Opinion toward Unemployment and
Inflation,” American Journal of Political Science, vol. 23 (November 1979), pp. 705-31; Stanley Fischer
and Franco Modigliani, “Aspects of the Costs of Infladon” (Massachuserts Institute of Technology,
1977); David Laidler and Michael Parkin, “Infladon: A Survey,” Economic Journal, vol. 85 (December
1975), pp. 741-809; David Piachaud, “Inflation and Income Distibudon,” in Fred Hirsch and John
H. Goldthorpe, eds., The Political Economy of Inflacion (Harvard University Press, 1978).

15. In the United Srares as a result of discretionary tax cuts at the federal level, average cffectve rax
rates increased lirtle if at all berween 1960 and 1975, Sucruaring around 11 percent of adjusted personal
income. See Emil M. Sunley, Jr., and Joseph A. Pechman, “Infladon Adjustment for the Individual
Income Tax,” in Henry J. Aaron, ed., Inflasion and the Income Tax (Brookings Instirudon, 1976),
p. 157.

16. If the unobserved difference berwveen the quandry of government revenue (or spending)
demanded and supplied is approximately a linear function of the infladon rate, then the observed rate of
change of prices is an adequate proxy.
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United States. Less tangible, psychological factors are therefore probably
more important than concrete economic costs.!7 Some empirical evidence
does indicate that high rates of inflation have been accompanied by high
variability of the inflation rate, and such variability presumably heightens
uncertainty about the future stream of prices.!® It is also possible that
people failed to credit the inflation-induced gains on fixed-interest liabilities
such as home mortgages against the losses incurred on such money-valued
assets as pension and life insurance reserves. Perhaps more important,
they may not have understood the connection between rising wages and
rising prices.!® There is some evidence that inflation tends to be viewed
as an arbitrary tax that chips away the purchasing power of nominal
income increases that people believe they deserve to enjoy fully. For
example, in the United States nominal personal disposable income per
household rose by about 8 percent berween 1975 and 1976, but the real
gain was a more modest 2.4 percent because of a 5.6 percent increase in
consumer prices. Some people could have had the mistaken idea that
household purchasing power could have risen by 8 percent, or nearly so,
if prices had not risen.

An important facror contributing to popular concern about inflation
after 1973 was probably the decline in real income experienced by
consumers of food, raw materials, and especially petroleum as a result of
the shift in the terms of trade in favor of the producers of these
commoditdes. It is likely that manv people blamed rising prices for the
shrinkage of their real incomes, even though the immediate post-OPEC
surge of inflation was to a large exrent merely the mechanism of a change
in relative prices. Had the real loss absorbed by energy consumers taken
place abour a stable price level, the pain would not have been any less
unpleasant, bur inflation could not have been held responsible.

Political Support and Economic Outcomes

Since the macroeconomic performance variables do not all share the
same metric, and because the typical level of political support for
incumbents varies across political systems, it may be misleading to assess

17. For some idecas along these lines, see Arthur M. Okurn, “Infladon: s Mechanics and Welfare
Costs,” BPEA, 2:1975, p. 383.

18. Dwighr Jaffee and Ephraim Kleiman, “The Weifare Impiicadons of Uneven Infladon” (University
of Stockholm, Instturte for Intermatonal Economic Studies, 1973).

19. George Katona, Psychological Economics (Elsevier, 1975).
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the relative and comparative impact of inflation, unemployment, and real
income growth on popular support for political authorities by direct
inspection of results such as those reported in table 7-2. Another means
of evaluating the relative sensitivity of political support to economic events
1s to compare the partial elasticities implied by the regression coefficients
of the equations used to model political support. The elasticities suggest
the proportional response of the political support ratings expected from
proportional changes in the economic variables and are unaffected by
differences of scale. Such elasticities implicitly reveal the public’s marginal,
proportional aversion to, or demand for, economic outcomes.

Figure 7-5 displays time plots of the estimated long-run political
support elasticities for each period in the time range of the underlying
regression analyses. Means of the elasticities for the 1960s and 1970s are
also reported in the figures. The elasticities are interpreted in the following
way. During the 1960s in Great Britain, for example, if the real variables
(the unemployment rate and the real income growth rate) changed
simultaneously in an adverse direcdon by a factor of 1 percent, on average
the expected long-run proportional decline in the government’s political
support would equal a factor just under 0.33 percent. In the 1970s the
expected long-run proportional decline in political support from the same
sustained proportional movement in the real macroeconomy would have
been approximately equal to a facror of 0.58 percent. If the adverse change
in the macroeconomy was more like 100 percent (that is, if the unem-
ployment rate doubled and the real income growth rate fell by a factor
of 100 percent), the expected long-run propordonal decline in the
incumbent party’s politcal support during the 1970s would have been a
factor of about 58 percent. In other words, it is estimated that the
government party’s political support would have fallen on average by
more than one-half.

In ‘terms of proportional responses to proportional changes, mass
political support for incumbents is considerably more sensitive to economic
performance in the United Kingdom and the United States than in West
Germany and Sweden. In large part this probably reflects the fact that
macroeconomic performance (particularly unemployment performance)
in the 1960s and 1970s was considerably better in the latrer pair of
countries (see table 7-1) and so proportional changes in performance
constitute comparatively small absolute changes in economic conditions.
And, because these countries performed so well in the 1960s and absorbed
the economic shocks of the 1970s better than most others, macroeconomic



Figure 7-5. Implied Long-run Elasticities of Political Support with Respect
to Macroeconomic Qutcomes in Four Countries in the 1960s and 19705
Elasticity (four-quarter moving average)
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2 Each graph depicts below the 0.0 line the changing clasticity of political support with respect to changing
uncmplovmcnt rates and with respect to changing infladon rares. Above the 0.0 line the absolute value of the clasgcity
of political supporr with respect to real macroeconomic outcomes (unemployment and growth) is contrasted with the
absolute value of support with respect to the nominal (infladon) outcome.
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b. For 1961-69 the mean elasticity for uncmplovment is —0.156, for infladon —0.146, for real outcomes +0.287,
and for nominal outcomes +0.146; for 1970-78 the mean eclastcites are —0.282, —0.436, +0.492, and +0.436,
respectively.

¢. For 196169 the mean clasticity for unemployment is ~0.162, for the change in the rate of infladon ~0.010, fot
real outcomes +0.325, and for nominal ourcomes +0.230; for 1970-78 the mean elastddes are -0.319, -0.001,
+0.581, and +0.525, respectively.

d. For 1961-69 the mean clastdity for uncmployment is —0.027, for infladon —0.060, for real outcomes +0.157,
and for nominal ourcomes +0.063; for 1970—78 the mean clasdcities are —0.094, —0.116, +0.295, and +0.136,
respectively.

¢. For 1967-69 the mean clastcity for unempliovment is —0.138, for inflation —0.012, for real ourcomes +0.158,
and for nominal outcomes +0.012; for 1970-78 the mean clasdcides are —0.164, —0.032, +0.164, and +0.032,

respectively.
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policy was not so contentious a political question in West Germany and
Sweden as elsewhere.

In all of the countries, except Sweden, the elasticities increase, typically
quite dramatically, from the 1960s to the 1970s; in West Germany, they
approximately double, implying that a given proportional change in
economic performance would have had twice as much proportional impact
on polirical support in the 1970s as in the 1960s. The elasticities of real
outcome also nearly double from one period to the other in the United
States and Great Britain, and in the United States the elasticities of
nominal (inflation) outcome are on average about three times larger in
the later than in the earlier period. This is hardly surprising in view of
the favorable economic conditions of the 1960s—virtually a golden age
of economic performance—and the economic stagnation (or stagflation)
characteristic of later years.

In the case of Sweden it is possible to generalize only for an era of
high performance that deteriorated somewhat in the late 1970s. Aside
from the small bulge in 1973-74, the real elastcities for Sweden (based
entirely on the unemployment rate variable) increased only negligibly
because Sweden’s unemployment record was so consistently favorable.
Although the underlying sensitivity of political support to unemployment
is sizable for the Swedish public (see table 7-2), Sweden’s unemployment
rate stood lower in the 1970s and exhibited a smaller relative increase
from the 1960s to the 1970s than anv other country’s. Even though the
Swedish inflation rate more than doubled from the 1960s to the 1970s,
the inflation elasticities are for practical purposes negligible in both decades
because, as table 7-2 indicates, political support simply was not very
responsive to nominal economic outcomes in that country.

A third notable feature of figure 7-5 is that in both decades the
clasucities of the real macroeconomy (unemployment and the real income
growth rate taken together) are in every country larger on average than
the absolute value of the nominal, inflation elastcites. In other words,
viewed in terms of elasticites, mass political support for incumbents was
more sensitive to real income growth and unemployment than to the
ecenomy’s nominal, inflation performance, despite the fact that so much
polidcal analysis of the 1970s gives the impression that the political
fortune of governments in the industrial democracies was dominated by
their inflation performance records. Nevertheless, looking back, it is clear
that the impact of the inflation rate, and changes in that rate relative to
the rate of unemployment and to the real variables taken together, did
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increase markedly in the United States and Great Britain. In Britain the
change came with the onset of the OPEC-induced instability of infladon
rates in 1974, in the United States (and to a much lesser extent in West
Germany) with the worldwide price acceleration brought on by the tight
labor markets and the policy of (hidden) deficit finance associated with
the Vietnam War.

In Great Britain, the United States, and West Germany the terrible
recession of 1975-76 of course tcrnpcrcd inflation’s_relative impact.
Nonetheless, the dramatic incréase in mfation rates in the 1970s may
have implanted long-lasting effects on the macroeconomic priorides of
the OPEC generation, perhaps similar ta those of the su'époscdlﬁ'a't’umaric
impact of the Weimar hyperinflation on older generations in Germany or
of the Gréat Depression on generations of the 1930s in most industrial
societi€s. This made the political outcomes of the 1980s take place in a
different matrix. If the discomfort produced by the great post-OPEC
inflation does indeed persist in the political and economic memories of
the mass publics in the industrial democracies, giving rise to a sustained
demand for deflation, then the thrust of macroeconomic policy for many
years to come might be tumed away from expansion and growth to
deflation and price stability. This would represent a rather profound
change in the political economies of most industrial democracies.

Is there any evidence from table 7-2 and figure 7-5 that the comparative
sensiavity of U.S. macroeconomic policy authorites to inflation as opposed
to unemployment reflected a distincrive aversion to rising prices in the
American electorate? If the elasticities of nominal outcomes are persistently
larger than the elastcites of real outcomes (or, more narrowly, if in the
lower frames of the figure the inflation elasticines typically have larger
negative values than the unemployment elasticites), that would provide
some evidence that a chronic demand for deflaton prevailed in the
electorate. Policy might then be interpreted as a rational political response
to pronounced public preferences in favor of greater price stability.

There is some evidence in the United States favoring this interpretation
from the late 1960s on and, more dramatically, during the period following
the first OPEC shock. Therefore, the U.S. response to the OPEC catas-
trophe (see figure 7-4) does appear to be consistent with, or responsive
to, aggregate public sentiment. However, for most of the 1960s the
nominal elasticities were smaller than the real elasticities; indeed, for the
first part of the decade the inflation elasticides were smaller (negatve)
than the unemployment elasticides alone. This result suggested a political
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asymmetry in the sense that the expected payoff in political support from
pushing harder on the real macroeconomy should have been large in
relation to the political costs that: would have accompanied some accel-
eration of prices in those periods. In short, during the early 1960s
Americans probably got less expansive performance from policymakers
than they were in fact willing to risk.

The insututional autonomy of monetary authorities from elected
political officials in the United States may explain some of the imbalance.
Monetary officials invariably give great weight to inflation (they usually
are drawn from and have intimate connections with the financial com-
munity), and if given free rein they generally are unwilling to sacrifice
control of the price level to push growth and expand employment. It is
unlikely, however, that the Federal Reserve would (or could) have resisted
vigorous and sustained polirical pressure to push the economy harder. Its
statutory autonomy would not have survived if it had.

So part of the explanation probably resides in the fact that organized
labor—in all industrial societies the key producer group mobilizing on
behalf of high employment policies—was (and is) comparatively weak in
the United States. A viable political base in support of greater attention
to unemployment probably existed in the United States throughout most
of the 1960s (and the 1950s), but in the absence of a strong trade-union
movement or a political party harnessing public opinion on the issue, the
latent political sentiment was underexploited. As a result, the interests of
the financial community and other organized economic groups who were
more concerned about inflation than high employment and rapid growth
probably received greater weight in the policy process than in other
industrial countries, particularly Sweden.

Although a gap also opened up between the inflation and unemployment
elasticities in West Germany after the acceleration of prices in the first
half of the 1970s, the magnitudes are simply too small to have been a
decisive factor in the domestic political environment confronting German
macroeconomic policymakers. Hence there is no evidence thart the eco-
nomic situation was severe enough to have produced disequilibrating
political pressures. Notice, however, that in West Germany (figure 7-5)
the sizable response of the elasticities of mass political support with respect
to infladon, following what by international standards was a modest
acceleration of prices (see table 7-1), conforms with-the claimed sensitvity..
of the German public to rsing prices. The cautious monetary policies
pursued during the 1970s by the Bundesbank, which enjoys great
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constitutional autonomy, were apparently underpinned by considerable
popular support. Part of the reason of course may be that the large foreign
component of the German work force shcltcrcd domestic labor from the
consequences of contractions.

Thus throughout the 1960s most European societies were willing to
risk inflation and secured policies that conformed to these preferences;
West Germans, however, sought caution and got caution; and the U.S.
public might well have gotten more restraint than it wished. To recapit-
ulate, the U.S. unemployment rate seems to have been too large to be
consistent with a support-maximizing policy and outcome configuration.
There simply was no evidence of a broad-based demand for deflation
relative to the demand for higher growth and employment.

This situation began to change in the 1970s as inflation becime a
major and at times dommant influence on mass political support for U.S.
presidents. Deflationary policies, although painful, became politically
more viable; nonetheless, contractionary policies designed to put down-
ward pressure on the inflation rate still conferred substantial political -
penalties, particularly when their benefits were small and slow in coming. |

Obviously by the beginning of the 1980s opinion had evolved so far | /
that the American and Britsh publics elected policvmakers pledged to/
restrictive measures. Yer consistency across national lines was hardly
present. The West Germans chose a Christian Democratic government in
part as reacdon to growing unemployment; the French turned to their
Socialist party for the same reason. Incumbents were generally punished
for stagflation, through the beginning of the new decade.



