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Abstract

We propose a notion of dynamic politico-economic equilibrium which builds on two
key assumptions: policies are determined sequentially, and agents are fully rational in their
roles as both consumers and voters. We examine a simple model of endogenous growth
and infinitely-lived agents, where taxes on income are endogenous and where growth
critically depends on the initial distribution of asset holdings. We relate our equilibrium
definition and results to existing literature on time consistency and on political economy
and growth. We show that our equilibria are time-consistent and we argue that the choice
of equilibrium concept might have important quantitative implications.
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1. Introduction

Recent research on economic growth emphasizes models in which growth out-
comes vary in a more drastic way with underlying preference and technology
parameters than in the standard Solowian growth model. Usually, this emphasis
is expressed by letting the long-run growth rate be nontrivially determined. Re-
cent research also implies a dramatic increase in the scope in which economic
policy affects the economy. In this paper, we take the view that as the scope
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of policy increases, it becomes all the more important to study how the policies
themselves are determined in the economies under study. Put differently, in order
to understand the uneven growth records around the world and over time, it is
perhaps insufficient to show that differences in policies are likely causes, because
this only begs the follow-up question: Why, then, are the low-growth policies
chosen?

It is likely that the political considerations behind policy determination fun-
damentally have economic determinants. Aside from pure redistributional issues,
almost all policies in practice affect different agents differently. For example, if
tax rates on capital income are proportional, then they de facto redistribute in-
come from agents with high wealth to agents with low wealth. It is clear that
when the tax code is such that taxes on income from physical or human cap-
ital have a differential impact within the population, then the characteristics of
agent heterogeneity will, via the political process, likely be an important fac-
tor in economic growth. This is indeed the perspective taken in this paper and
in a serics of recent contributions starting with Alesina and Rodrik (1994) and
Persson and Tabellini (1994). More broadly, in the context of understanding eco-
nomic growth and development, politico-economic theory involves understanding
the process of determining policies which affect human and physical capital ac-
cumulation, research and development, and so on, and a key part of this process
involves the economics of tracing out the differential impact of these policies.
Although the research program is exclusively positive at this stage, we hope that
politico-economic theory might ultimately help design institutions and rules that
are conducive to ‘high’ growth policies.

In this paper, we propose a general recursive framework that allows us to deal
with a conceptual problem which is present when economic policy is chosen se-
quentially, namely, how agents’ political preferences are formed. Our equilibrium
definition is based on earlier work in Krusell and Rios-Rull (1996), where we de-
scribe agents’ policy preferences as being derived in a fully forward-looking and
rational way by delineating all the current and future political and economic equi-
librium effects of changing the policy currently under consideration. We then use
a specific model economy, the externality-based growth model of Romer (1986),
to show how changes in the initial wealth distribution give rise to changes in the
long-run growth rates in the politico-economic equilibrium. This demonstration
makes a strong point about the importance of policy endogeneity, since changes
in the initial wealth distribution can have no effect on the long-run growth rate
if the policy is treated as exogenous.

We also relate our way of thinking about dynamic policy determination to some
existing literature. First, we point out a connection to the issue of time consistency
in optimal plans: a government/planner who wants to choose an optimal policy
plan is in a situation similar to that of our voters. The similarity has two parts,
one of which is the problem of how at all to think about what will happen in
the future in response to a certain current policy choice (provided that future






