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ABSTRACT

The Political Economy of Ideology
Luis Madrazo
Yale University

2003

This dissertation is composed of three essays. The common methodological thread is
game theory and the main theme is the role of ideology in political economy. The first
essay is a contribution to imperfect monitoring in an infinitely repeated game. The second
and main essay uses that result to build a political economy model that explains why some
efficient policies might not be carried out by a government, what type of government may
overcome such difficulties, and why that same type of government may be prone to inertia.
The third essay presents an electoral model in which informed political parties compete,
through shifts in their platform, for the vote of an uninformed electorate. In equilibrium
parties will always adhere to a single (differentiated) platform and thus become identified
with a set of beliefs, a key assumption in the second essay.

The first essay shows that the ability of a principal to elicit repeated actions from an
agent is severely handicapped by introducing the possibility of an alternate state of the world
where such actions are not desirable if punishment is not costless to the principal. Only a
principal with extreme priors will prevail in the ex-ante desirable policy. This gives rise to
incentives to delegate enforcement and presents a warning as to the possible consequences
of such delegation.

For the second article, I show that a government’s commitment to an efficient punish-
ment policy is compromised by introducing the possibility that the policy was designed
under flawed premises if the government internalizes at least some of the costs of punish-
ment. The only type of government that is able to implement such a policy is subjectively
certain about the true state of the world. I call such a government an ideological extremist

and observe that this ability helps explain why society may elect such governments even if



it doesn’t share its beliefs. Once elected, if the policy is flawed, the ideological extremist
is unable to interpret bad outcomes as evidence that reform is required. Inertia stemming
from ideology ensues.

The final essay presents a game between a pivotal voter and two informed political
parties where there is uncertainty in the effects of policy and preferences. There is a unique
equilibrium, with platform divergence, that is uninformative and “dogmatic”, i.e. each

party proposes the same (differentiated) policy regardless of the state.
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Introduction 1

Introduction

This dissertation contains three essays in three chapters. The first one introduces a game
theory result in repeated games with imperfect monitoring. The second chapter develops
that result in a political economy model. It proposes a unified model that explains three
distinct phenomena in politics: non-adoption of some ex-ante desirable policies, the election
of ideolgues by non-ideologues, and inertia or the persistence of bad outcomes. In the third
chapter I present an electoral model that shows why strategic considerations may prevent
parties from converging to the middle of the political spectrum. It also sheds some light as
to why ideology may simultaneously be viewed as a coherent set of beliefs about how the
world works and a dogmatic and rigid approach to policy that does not yield to evidence.

Incomplete Information, Costly Punishment and Imperfect Monitoring

In the following chapter I present a model of imperfect monitoring in an infinitely re-
peated game where a principal would like an agent to exert costly effort and has the ability
to punish him. In a standard setting, with imperfect monitoring, a scheme where the prin-
cipal will “punish the innocent” may arise. That is, in equilibrium the principal will know
the agent is exerting effort; nevertheless whenever he observes a deviation, although he
attributes it to noise in the monitoring mechanism, he will punish the agent in order to
prevent him from having an incentive to deviate. I make two substantial assumptions: first,
that punishment is not costless to the principal, utility is not transferable, either because
the principal cares about the agent’s welfare or punishment is actually costly to carry out;
the second modification is to introduce some incomplete information: the principal is not
completely certain that the state of the world is one in which the punishment scheme is
worth its cost. Under these two conditions the principal’s ability to implement the scheme
unravels.

One way of thinking about it is that in a finite setting the principal will not punish in
the last period and therefore no effort will be exerted. In the second to last period, since the
principal knows there are no gains to be had in the future, he cannot credibly threaten to

punish and therefore the agent doesn’t provide effort. By backward induction we know there



Introduction 2

will be no effort or punishments. The infinite game with no incomplete information allows
the principal to threaten punishment for bad behaviour as equilibrium consequences, the
abandonment of the effort and punishment scheme in the future, will serve as a sufficiently
strong incentive to carry out costly punishments in the short run. The possibility of a bad
state is similar to having a finite horizon, at least under some of the paths of play. It is
then possible to make a backward induction argument from those particular paths of play
back to the initial node.

The argument is that there exists a bad-luck-path of play in which our monitoring mech-
anism will always indicate a deviation and, therefore, a need to punish. This punishment is
costly and, more importantly, it deteriorates the posterior probability the principal places
on being in the good state of the world, one in which we would like to continue enforc-
ing punishment. Down the bad-luck-path of play an end period of enforcement is always
reached, the principal will eventually be uncertain enough about the true state of the world
so that she is not willing to pay the cost of punishment. From this end period of enforcement
I make a backward induction argument and show that there are never enough incentives to
carry out punishments.

I also show an exception to this result, there is a unique type of principal that may
actually implement this type of punishment, one who has a prior with zero weight on the
bad state. Of course, this type of principal has a disadvantage, if the bad state is realized
he will be unable to interpret bad outcomes as anything other than bad luck and thus will
continue to carry out fruitless punishments.

The model presented in chapter 1 is the basis on which the political economy model of
chapter 2 is developed. It presents a more general point about implementation with imper-
fect monitoring and gives a more complete and robust treatment regarding the assumptions.
However, it does not contain any additional insight, in addition to those contained in chapter
2, as to the political economy of ideology and may be skipped by those who are uninterested
in the technical underpinnings of the main model.

An Application to Political Economy

The setup presented above, a principal that cannot punish without cost to herself, or
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cares about the effects of punishment, and is at least slightly uncertain about the way a
punishment strategy will play out in the world, is readily applicable to political economy.
Indeed, the two assumptions that generate the main result found in the first essay are
natural in this context. A policy maker or enforcer can’t be, in general, absolutely certain
how policies will affect outcomes. It is also the case that a government, at least a democratic
government, cares about the welfare of its citizens, which immediately introduces a cost of
punishment.

Chapter 2 presents a political economy model in which everybody understands that a
credible threat of punishment by the government will make citizens behave in a desirable
way. However, the government, for the reasons presented above, may be unable to commit
to such a policy. Only a government that is ideological, subjectively certain that it un-
derstands how the world works, can commit to the ex-ante optimal policy. This may lead
the electorate to choose ideologues, even when they don’t share their beliefs. This ex-ante
optimal delegation has its drawbacks: if the bad scenario is realized, one where the punish-
ment scheme is not optimal, then the ideological government will persist in implementing
an erroneous policy.

This model is an example of a more general point, that commitment to a policy is im-
portant for its implementation. This model in particular explains why some high powered
incentive schemes that are suggested by mechanism design are not readily applicable in a
political context. The basic structure of the political (democratic) game may be incompat-
ible with such schemes. The model explains why we may sometimes choose people with
extreme beliefs: because they are uniquely endowed with a capacity to commit. They are
well suited to overcome the difficulties inherent to the political system. Not surprisingly,
electing this type of government might lead to inertia, i.e. the persistence of bad outcomes.
Moreover the inertia that is presented stems solely from the inability of government to in-
terpret bad outcomes as signaling the need to change course, and does not rely on external
commitment devices. However, it gives a good reason why we may have incentives to elect
precisely these types of governments, and why a politician may go to great lenghths to show

how firmly grounded in a certain ideology she is.
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An Electoral Model with Strategic Platform Divergence

In the final chapter, I present a model that sheds light on two related puzzles that have
persistently plagued political economy in general and electoral models in particular.

One is platform divergence. Many of the most commonly used models in political
economy rely on a median voter argument and conclude that party platforms, particularly
in a two party system, will tend to converge on the prefered outcome of the median voter.
I think this puzzle is related to the way we think about parties, we are still a long way
from to understanding political parties and their preferences or ideologies and this model
will also point out some promising results in that direction.

The second puzzle is the definition and role of ideology. Some people who study the
social sciences may agree that it is important, but will still have a hard time agreeing on
its definition. In this essay I point out two particularly contradictory views on ideology.
The first conception is ideology as a consistent set of beliefs about how the world works (or
ought to work). The second one is that of ideology as a rigid set of ideas about politics or
social issues that is not malleable to evidence or discussion.

This essay presents a model in which two informed parties must choose their platforms
before an election. The electorate is less informed about the true state of the world. Parties
have information that is valuable to the electorate and it seems plausible that competition
amongst them might lead them to reveal it in exchange for votes. In this admitedly simple
model, I find that parties, out of strategic considerations, will find it in their best interest
not to reveal information. Each party will present a unique (differentiated) policy regardless
of the state of the world. The basic argument is that if the electorate relies on just one
party to make inference about the true state of the world it is unlikely that a party will
reveal an adverse (to its electoral fortunes) state of the world. If the citizen must rely on
both parties to pin down the true state, at least one will have an incentive to deviate.

The model pins down a reason why parties have a strategic incentive to adhere to a
differentiated platform that is associated with certain prior beliefs about how the world
works. It also sheds light on the ambiguity regarding the interpretation of ideology. To the

uninformed electorate, parties will appear, in their choice of platforms, as consistent with a
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coherent set of beliefs about the world. To the informed observer parties will sustain their
particular platform regardless of the information they possess concerning its benefits; as a
result, they will rightfully be seen as demagogues. A reason for adherence by a party to
a certain (more or less rigid) set of beliefs is thereby suggested. The spirit of this result
is consistent with the assumption used in chapter 2, where parties are identified with, and

commited to a particular set of beliefs.



CHAPTER 1

Who Will Punish the Innocent? An
Incomplete Information Extension of a

Game of Imperfect Monitoring

1.1 Introduction

The model introduces an incomplete information extension to a game of imperfect mon-
itoring where a long lived player attempts to exact a particular behavior from an agent by
threatening him with punishments, that are costly to the principal, for bad outcomes. The
model can be interpreted as one of repeated interaction where a principal would like to
elicit costly effort from an unwilling agent. The principal is imperfectly informed about the
agent’s actions and this results in costly punishments being imposed on “innocent” agents
on the equilibrium path. I introduce an additional level of uncertainty that takes the form
of an alternate state of the world where the exertion of effort is not desirable from the
principal’s perspective. With this, his ability to elicit effort unravels almost completely.

Only a principal with extreme beliefs is able to implement the ex-ante desirable policy.
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The model shows, first, that an equilibrium where strategies that “punish the innocent”
are used might not be credible when there is even a small chance that the specified model is
based on the “wrong” (optimistic) assumptions about the environment. The second point
of the model is to show that there is a unique exception; the ideologue. The unique type
of principal that will be able to implement the ex-ante desirable mechanism will also make
the outcome prone to inertia, understood as the persistence of bad outcomes. For better of
for worse, only an “ideologue” will “punish the innocent”.

I also outline the possibilities that arise when the enforcement task can be delegated
to an agent whose priors we can pick or impose. Potential applications for this strategic
delegation aspect of the model may be found in the 1.0., behavioral economics and political
economy.

The paper is in the tradition of the literature that began with the seminal, “Gang
of Four”, paper by Kreps et. al. (1982) where introducing small amounts of incomplete
information can greatly alter the strategic interaction between players. Cripps, Mailath
and Samulson’s (forthcoming) work on impermanent reputations has a similar flavour as it
shows that a long-lived player cannot sustain a commitment reputation for behaviour that
is not credible for its type in the long-run.

The rest of the chapter is organized as follows: the next section introduces the model
and presents the main results and the corresponding proofs, the fourth and final section

concludes.

1.2 Model and Assumptions

Consider a principal that wants an agent to exert effort and can threaten him with ex-post
punishments for bad behavior. If monitoring is imperfect, costly on-the-equilibrium-path
punishments will be inflicted upon agents he believes to be “innocent”. If the principal
internalizes the costs of punishing the agent, then, introducing the possibility that pun-
ishments may be “too costly” will call into question the credibility of such a scheme. A

“punish the innocent” mechanism is fragile since bad outcomes will be interpreted as evi-
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dence that the bad state has been realized. If priors deteriorate sufficiently, eventually, the
principal will abandon the scheme. The possibility of an end period will unravel the whole
punishment scheme since short term sacrifices (ex-post punishments) are not credible once
the possibility of long term benefits is discarded. I will now develop the simplest model

that will allow me to demonstrate the main claims in the essay.

1.2.1 Setup

Consider an incomplete information game with the following elements: There are two types
of players: A principal called player 1 and agents called 2’s. Player 1 is a single infinitely
lived player. 2’s are a series of short lived players, that live for one period, and are indexed
by time subscripts.

The game:

g:0xa1xa2—>§R2

2’s action set consists of two elements, zero and one, for every period; they can be

thought of as a choice between shirking and exercising costly effort:

as € {0,1}Vvt

where a; = 1 stands for effort exerted

I’s action set at each period consists of two elements, 0 and - X, the latter can be thought

of as a punishment imposed on 2’s:

at € {0,-X}vt

Recall that player 1’s action is only relevant if the bad signal is observed. Payoffs are
given by punishments and a production technology that stochastically maps effort into
output, ¢, where the random parameter, A, is drawn independently every period from
a distribution that is state dependent. There is also an externality parameter, 8 > 1,

explained below:
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Q: = ﬁ'At'atz
Pr(A = 1)=2)

Pr(A = 0)=1-2)\

There are two possible states of the world, good and bad, from which nature picks one
in period zero with unknown probability. The good state of the world is one in which A,
the probability that the production parameter A is realized as one, is higher that in the bad
state of the world.

State of the world:

w e {G,B}
G = A=)
B = A=A
0 < A<A<1

Player 2’s prior belief that the probability that the state of the world is G, is given by wg.
Player 1 has a prior belief that places a probability on the state of the world being G given by
6o. Priors are common knowledge, they may be equal, as in the more traditional set-up, but
this is not imposed. Players update wy, 6y into posterior beliefs w;, 8; from their knowledge
of equilibrium strategies and available information using Bayes’s rule where possible.

Player 1 has a discount factor § < 1 (r = % — 1), and his per period payoffs depend on
the externality parameter, period specific luck, costly effort, and punishments. They are

given by the following equation:

BAas —cag—X ifA=0anda; =1
BAas — can ifA=1orifa; =0

Ul(a‘17 az, A) =

Per period payoffs to 2's differ from Player 1’s only in that they do not incorporate the






