I NSTITUTO D E ECONOMIA

OfVavylop OLNIWNOOQ

Do Good Institutions Promote Counter-Cyclical Macroeconomic Policies?

César Calderdn; Roberto Duncan;
Klaus Schmidt-Hebbel.

WWW.economia.pUC.Cl « ISSN (edicién impresa) 0716-7334 = ISSN (edicién electronica) 0717-7593




Version impresa ISSN: 0716-7334
Version electronica ISSN: 0717-7593

PONTIFICIA UNIVERSIDAD CATOLICA DE CHILE
INSTITUTO DE ECONOMIA

Oficina de Publicaciones
Casilla 76, Correo 17, Santiago
www.economia.puc.cl

DO GOOD INSTITUTIONS PROMOTE COUNTER-CYCLICAL

MACROECONOMIC POLICIES?
César Calderén
Roberto Duncan
Klaus Schmidt-Hebbel*

Documento de Trabajo N° 419

Santiago, Junio 2012

* kschmidt-hebbel@uc.cl



ABSTRACT

1. INTRODUCTION

2. DATA AND STYLIZED FACTS

3. MODEL AND EMPIRICAL STRATEGY

4. RESULTS

5. CONCLUSIONS

APPENDIX

REFERENCES

INDEX

15

26

29

30



Do good institutions promote counter-cyclical
macroeconomic policies? *

César Calderdon ** Roberto Duncan *** Klaus Schmidt-Hebbel ****
The World Bank Ohio University Catholic University of Chile

This version: May 30, 2012
Abstract

The literature has argued that developing countries are unable to adopt counter-
cyclical monetary and fiscal policies due to financial imperfections and
unfavorable political-economy conditions. Using a world sample of 115 industrial
and developing countries for 1984-2008, we find that the level of institutional
quality plays a key role in countries’ ability to implement counter-cyclical
macroeconomic policies. The results show that countries with strong (weak)
institutions adopt counter- (pro-) cyclical macroeconomic policies, reflected in
extended monetary policy and fiscal policy rules. The threshold level of
institutional quality at which monetary and fiscal policies are a-cyclical is found to
be similar.
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1. Introduction

Macroeconomic policies are geared in principle toward stabilizing business-cycle
fluctuations. There is ample evidence on the ability of industrial economies to conduct
counter-cyclical fiscal policies and, especially, in Europe —see Melitz (2000), and Gali
and Perotti (2002). As documented by the estimation of their monetary policy rules,
central banks of advanced countries tend to also behave counter-cyclically —e.g. Sack
and Wieland, 2007; Lubik and Schorfheide, 2007). More recently, most OECD
countries delivered a strong counter-cyclical policy response to the 2008-9 global
financial crises by lowering interest rates, implementing unorthodox monetary and
credit easing measures, and deploying fiscal stimulus packages (IMF, 2009; OECD,
2009). The cyclical properties of macroeconomic policies in developing countries, on
the other hand, are more disputed. Earlier research suggests that monetary and fiscal
policies in developing countries —and, especially, in Latin America— are
predominantly pro-cyclical (Hausmann and Stein, 1996; Gavin and Perotti, 1997a;
Talvi and Végh, 2005 Kaminsky, Reinhart, and Végh, 2004; Ilzetzki and Végh, 2008).1
Pro-cyclical policies are conducted by governments that cut taxes and raise
spending and by central banks that relax monetary policy during booms while
adopting contractionary policies during busts. What drives this destabilizing
behavior? According to the literature, the inability to adopt counter-cyclical policies is

attributed to the lack of access to funding or political economy distortions.2 This paper

1 In break with history, emerging markets were able to conduct counter-cyclical macroeconomic
policies during the recent global financial crisis —especially, on the monetary front (De La Torre et al.
2011).

2 On the fiscal front, the ability to implement counter-cyclical policies is arguably hampered by external
borrowing constraints (Gavin and Perotti, 1997b; Calvo and Reinhart, 2000), shallow domestic financial
systems (Riascos and Végh, 2003; Caballero and Krishnamurty, 2004), and lack of financial integration



argues that macroeconomic policies can play a key role in stabilizing business cycle
fluctuations in countries with stronger institutions.? From our viewpoint, differences
in the cyclical stance of macroeconomic policies in the global economy may be
attributed to differences in their levels of institutional quality.*

The main goal of this paper is to test whether the strength of the institutional
framework plays a role in the ability of countries to implement counter-cyclical
policies. Our conjecture is that countries with weak institutions will be unable to
pursue counter-cyclical policies. On the other hand, we anticipate that countries with
strong institutions will apply contractionary policies during booms and expansionary
policies during recessions. We test empirically this hypothesis using a large panel
dataset of up to 112 countries with 25 years of annual data.

Theoretically, it has been argued that the institutional framework of a country
plays a crucial role in the design of macroeconomic policies, supporting our
conjecture. On the fiscal front, countries pursuing poor fiscal policies also have weak
institutions —say, widespread corruption, lack of enforcement of property rights for
investors, repudiation of contracts, and predominance of political institutions that do
not constrain their politicians (Acemoglu, Johnson, Robinson and Thaicharoen,

2003).5 Institutional theories focus on the absence of strong legal and political

(Yakhin, 2008).

3 Among developing economies, for example Chile, Malaysia, Korea, and Thailand adopted expansionary
policies during 2001-2003, a period of cyclical weakness in these economies. More recently, Brazil,
Chile, China, India, Korea, and Mexico were among many developing countries that adopted
expansionary policies in response to the 2008-2009 global financial crisis and subsequent domestic
cyclical weakness.

4 The developing world comprises a highly heterogeneous group of countries that exhibits large
differences in government stability, socioeconomic conditions, rule of law, bureaucratic quality, and
corruption, among other measures of institutional quality, which may explain cyclical properties of
their macroeconomic policies.

5 Weak institutions affect not only the implementation of fiscal policies but also the design of monetary



institutions and the coexistence of different powerful groups in society; common pool
problems and fragmentation tend to affect the fiscal authority’s decision-making
process (Velasco, 1998; Tornell and Lane, 1999; Perotti, 2000). As a result, fiscal
policies tend to be pro-cyclical in countries where political systems have multiple
fiscal veto points (Braun, 2001; Talvi and Végh, 2005). Moreover, rent-extracting
governments that appropriate revenues to serve special interests —instead of public
welfare— have a pro-cyclical policy bias (Alesina, Campante and Tabellini, 2008;
llzetzki, 2007).6

Regarding monetary policy, Duncan (2012) shows that a pro-cyclical policy
(defined as a negative correlation between the central bank’s policy rate and the
output gap) is expected in countries with weak institutions. In a New Keynesian
environment with foreign investors facing the probability of partial confiscation,
weaker institutions reduce the value of the country’s external liabilities. Adverse
external demand shocks lead to a real depreciation and the subsequent increase in the
value of foreign debt is smaller in countries with weak institutions. Given the small
wealth effects, real depreciation leads to higher inflation and the central bank raises
the policy rate, thus adopting a pro-cyclical policy stance. On the other hand, , the
wealth effect dominates in countries with stronger institutions: consumption and
leisure fall, the labor supply expands and, as a result, wages and inflation decline.
Price stabilization then requires the central bank to adopt counter-cyclical action,

reducing its policy rate.

policy. Huang and Wei (2006) show that the credibility effect associated with hard pegs (e.g., currency
board arrangement or full dollarization) may not work in countries with weak institutions.

6 These papers empirically find that less corrupt governments are able to implement counter-cyclical
policies.



Our paper extends previous empirical work, which has focused mainly on fiscal
policy, by examining symmetrically the cyclical properties of both monetary and fiscal
policy. Monetary and fiscal policy reaction functions in this paper are extensions of
standard policy rules found in the literature on Taylor rules (Taylor, 1993a, b; 1995;
2000), fiscal policy rules (Braun, 2001; Lane, 2003b; Taylor 2000) or both (Taylor,
2000; Chadha and Nolan 2007). Specifically, we incorporate the interaction between
the business cycle and the strength of the institutional framework in these policy
rules. Our main focus is on a broad measure of institutional quality as a key
determinant of the policymaker’s ability to adopt counter-cyclical fiscal and monetary
policies. This paper significantly extend previous work on the role of policy credibility
(as proxied by the risk premium on sovereign debt) in the cyclical properties of
macroeconomic policies of a smaller set of developing countries —see Calder6n and
Schmidt-Hebbel (2003) and Calder6n, Duncan, and Schmidt-Hebbel (2004).

The empirical assessment is conducted over a larger panel sample that ranges
from 1420 to 2381 country-year observations (for monetary and fiscal policy
regression equations, respectively). Sensitivity analyses test the robustness of our
findings to alternative measures of dependent and explanatory variables as well as
different econometric techniques. Among the main findings are the following: (i) the
paper robustly finds a relationship among macroeconomic policy stance, business
cycle conditions, and the strength of the institutional framework. (ii) Countries with
strong institutions are able to implement counter-cyclical monetary and fiscal policies.
Pro-cyclicality is the norm in countries with weak institutions. (iii) Institutional

thresholds required to conduct counter-cyclical policies are similar for both fiscal and



