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Abstract

This paper examines evidences of opportunistic and partisan incentives in Taiwanʼs

macroeconomic policy cycles. The analysis directly investigates how monetary authorities

adjust domestic credit in response to different political events. Using data from the Central

Bank of China (CBC), over the sample period from 1990 to 2018, the empirical results appear

to support the opportunistic theory, as well as suggest that macroeconomic policy cycles are

more significant in presidential elections than in the legislative elections. Moreover, as

compared with the Democratic Progress Party (DPP), the Kuomintang Party (KMT) has tended

to more frequently and extensively conduct expansionary monetary policies before elections,

most likely in order to increase the chances of party incumbents being reelected.

Keywords: political business cycle, opportunistic theory, partisan theory, macroeconomic policy

cycle, monetary reaction function, Taiwan elections
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I. Introduction

The purpose of this paper is to analyze how monetary authorities have used policy

instruments to influence the presidential and legislative elections in Taiwan since 1990. In

contrast to checking the movement of monetary aggregates or interest rates, we apply a new

methodology and investigate macroeconomic policy cycles by examining the reaction function

of monetary authorities directly. Since 1987, when Chiang Ching-Kuo ̶ the leader of

Kuomintang (KMT) ̶ withdrew martial law, Taiwan has gradually moved towards political

democratization. The rise of other political parties, particularly the Democratic Progress Party

(DPP), heralded the fall of the authoritarian KMT regime. Subsequently, Taiwanʼs politics have
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switched from one-party dictatorship to a two-party system.
1
The fierce competition between

the two parties not only provokes ethnic conflict in Taiwanʼs society but also increases the

incentives for incumbents to manipulate macroeconomic policies to influence election

outcomes.
2

Political business cycle (PBC) theory is commonly used to examine the relationship

between political elections and macroeconomic performance.
3
According to the seminal work of

Nordhaus (1975), Rogoff and Sibert (1988), and Rogoff (1990), a basic prediction of PBC

theory is that incumbent governments have an incentive to manipulate the economy to increase

their probability of reelection. A growing body of empirical evidence (Paldam 1979, Keller and

May 1984, Alt 1985;, Cargill and Hutchison 1988, Rogoff and Sibert 1988, Alesina and

Roubini 1992, Ergun 2000, Thames Jr. 2001, Shi and Svenssen 2006, Persson and Tabellini

2003, Akhmedov and Zhuravskaya,, Brender and Drazen 2005, Spanakos and Rennó 2006,

Veiga and Veiga 2007, Abrams and Butkiewicz 2012, Rohlfs, Sullivan, and McNab 2015)

indicates a relationship between macroeconomic activity and political institutions in industrial

democracies. Only a few tests of PBC theory focus on emerging market economies and

developing countries. One such study was undertaken by Remmer (1993), who reevaluates the

political business cycle on the basis of the experiences of a group of less industrialized nations

(eight Latin American countries), examining the impact of elections on their macroeconomic

performance. The main finding of this study is that elections shape macroeconomic policy

choice and performance, sometimes enhancing the ability of governments to respond

appropriately to macroeconomic challenges. Thus, instead of encouraging politicians to sacrifice

the performance of the economy in order to gain votes, elections may create conditions that

permit leaders to set aside immediate political concerns in favor of the pursuit of prevailing

economic wisdom. In fact, politicians may wish to manipulate the economy for electoral gains

but their capacity to do so is distinctly limited, particularly in an environment of economic

instability and policy constraints. Cerda and Vergara (2007) use a panel of municipal data to

discover that the unemployment rate and output gap have significant influence on Chilean

presidential elections. They also suggest that people tend to blame the incumbent if the mayor

is from the same coalition and cannot reduce unemployment below the national level.

The empirical evidence of PBC theory in Taiwanʼs case is quite mixed. On the basis of

quarterly data from 1971 to 1993, Huang and Liu (1996) find that an opportunistic approach

does not hold in Taiwan; however, they do suggest that the government has tended to use

contractionary monetary policies before elections in order to maintain price stability and win

votes. Jang (2001) uses a VAR model to test several monetary variables, and also finds that the

political monetary cycle does not exist in Taiwan. These authors only observe that money

supply has tended to decrease before legislative elections. In contrast to previous studies, Huang

(2001) finds that Taiwanʼs central bank did indeed use expansionary monetary policies, such as

decreasing the reserve requirement and rediscount rates, in order to increase the reelection

chances of President Lee Teng-Hui.
4
He argues that it is very difficult for the central bank to
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1 Even though there are more than two political parties in Taiwan, KMT and DPP are the major parties.
2 In 1996, KMT won the first presidential election. DPP won both the following presidential elections, in 2000 and
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finished the second party transition in Taiwan. In 2016, DPP has won back the presidential election and completed the
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remain neutral during elections given the tremendous political pressures from the incumbent

government. Finally, Chang (2000) and Chan (2006) empirically test the relationship between

Taiwanʼs fiscal policies and local elections, and both find that the local governments in Taiwan

have tended to conduct expansionary fiscal policies before elections. The latter also indicates

that partisan theory does not hold in Taiwanʼs case since the partisans within the incumbent

government have no significant impact on local government fiscal expenses. This finding on

expansionary fiscal expenditures in Taiwan is also supported by Hung and Hsieh (2016).

Against these backgrounds, this paper directly investigates how the monetary authorities

adjust domestic credit in response to different political events. Two main hypotheses are derived

and empirically tested as stated below:

H1: An incumbent government will tend to use expansionary monetary policies to improve

their chances of re-election, and this effect is larger as the election is approaching.

H2: Left-wing governments are more likely to use expansionary monetary policies as the

election is approaching, whereas right-wing governments do the opposite.

Using the data from the Central Bank of China (CBC) over the sample period from 1990 to

2018, the empirical results support the opportunistic theory and suggest that macroeconomic

policy cycles are more significant in presidential elections than in legislative elections.

Moreover, as compared with the Democratic Progress Party (DPP), the Kuomintang Party

(KMT) tends to conduct expansionary monetary policies before elections in order to increase

the chances of incumbents being reelected.

As such, this paper differs from previous studies on two counts. First, we investigate the

existence of macroeconomic policy cycles by directly examining how monetary authorities

manage the domestic credit level. I apply the monetary reaction function of Ouyang and Rajan

(2010) to study the behavior of Taiwanʼs monetary authorities. I focus on monetary policies

only because these policies are easier to manipulate than fiscal policies and their effects are

observed in a short period of time. Moreover, while the use of monetary aggregates or interest

rates as monetary policy instruments is common in the literature, this can be problematic

because these macroeconomic variables capture too much information and have a high degree

of volatility.
5
Second, we try to investigate if macroeconomic policy cycles in Taiwan are

motivated by opportunistic or partisan intentions. Hibbs (1977) suggests that macroeconomic

policy cycles may produce diverse economic outcomes because of ideological differences
among political parties. While a right-wing party has a greater preference for low inflation, a

left-wing party would be willing to bear a higher cost of inflation in order to fight against

unemployment. In Taiwan, while the DPP has a larger social base and is closer to left-wing

parties in Western nations; the KMT is just the opposite, generally having strong organizational

and electoral ties to capital interests and the professional managerial class.

The paper is organized as follows: Section II provides overviews on political business

cycle theory; section III offers some preliminary evidence of macroeconomic policy cycles in
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4 Mr. Lee Teng-Hui was the first elected president in Taiwan.
5 Alesina et al. (1997) points out three problems of using monetary aggregates as proxies for monetary policy. First,

it is difficult to choose among different monetary aggregates. Second, money has been very volatile and unstable in the

past two decades in the US Third, the structure of US financial markets has changed significantly since the 1980s, and

may affect monetary demand.



Taiwan; section IV describes the data sources and the empirical model; section V provides a

discussion of our empirical results; and finally, section VI presents the conclusion.

II. Literature Reviews on Political Business Cycles Theory

While the idea of political manipulation has been around for some time, Nordhaus (1975)

was the first to formalize a non-rational model of the political business cycle on the bases of

traditional Keynesian macroeconomic theory. The Nordhaus model assumes that the incumbent

administration tries to maximize votes by taking advantage of an exploitable Phillips curve and

that voters are not fully rational in evaluating the performance of the incumbent administration.

In an election, voters reward the incumbent government for low unemployment (or high

growth) and punish it for high unemployment (or low growth).
6
Given these assumptions, the

model predicts that an incumbent administration will artificially stimulate the economy

immediately before each election and eliminate the resulting inflation with a recession after the

election. The results indicate that unemployment will decrease prior to a presidential election,

subsequently increasing early in the next term, along with a corresponding rise in inflation.

Voters tend to reward this behavior because an election takes place when the economy is

temporarily doing well. This model also suggests that the electorate can be deceived time and

again because they are presumably irrational and naïve.

For some scholars, such as Robert Lucas, the assumptions of the Nordhaus model are quite

unsatisfactory. Alternatively, Lucas argues that the notion of rationality of behavior should be

applied to expectation formation. For Lucas, applying the idea of rational expectations to the

Phillips curve and macroeconomics in general has the potential to produce astounding results in

interpreting the effects of policy. Following these developments of the economic literature,

several authors have proposed models which reconcile the Nordhaus insights with voter

rationality. Rogoff (1990) and Rogoff and Sibert (1988) are the two main contributions who

have developed alternative rational expectations models. Within these models the political

business cycle may occur in government spending if the incumbent administration has an

incentive to manipulate public opinion as concerns the competency of the administration.
7

All of these models emphasize the role of policymaker “competence”, defined as efficiency

in providing large amounts of government services at low tax rates. Rogoff and Sibert argue

that the incumbent administration has an opportunity to manipulate fiscal policy before an

election in order to behave more competent than it really is because the public can observe

such competency only after a time lag. In other words, different governments handle the

economy more or less competently. Consequently, because competence is private information,

the government is in a better position to evaluate is competency than the electorate, with

individual voters only able to assess government competence through observing economic

outcomes. Therefore, by assuming that voters have incomplete information, macroeconomic

political business cycles may occur probabilistically depending on the actual objective practices
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that voters reward the incumbent party for the high economic growth and punish for its low growth.
7 Kenneth Rogoff and Anne Sibert, “Elections and Macroeconomic Policy Cycles,” Review of Economic Studies 55

(1988): 1-16.



of the administration.

Lastly, some scholars have suggested that the identity of the party in power could have an

impact on the political business cycle. For example, Hibbs (1977) has argued that voters have

heterogeneous preferences and therefore parties could have different ideological goals. The

usual way of accounting for these differences between parties (and therefore governments) is to

consider that they do not have the same ideal positions on the short-term Phillips curve. Left-

wing governments with strong organizational and electoral ties to labor will tend to favor the

use of expansionary monetary policies and low interest rates in an attempt to create low

unemployment rates. This is done in order to attract votes. On the other side of the political

spectrum, governments led by rightist parties ̶ especially those with strong ties to capital

interests and the managerial class ̶ will prefer restrictive monetary policies and high interest

rates with the goal being to produce a lower rate of inflation. However, a growing body of

literature ̶ as indicated in Oatley (1999) ̶ suggests that international financial integration

has eliminated the latitude leftist governments require to pursue fiscal and monetary

expansionary policies and, as a consequence, distinct partisan macroeconomic policies have

largely been eliminated. In this so-called “capital mobility hypothesis” we can expect leftist

governments will tend to adopt policies identical to those preferred by the right ̶ tight

spending policies and balanced budgets. Empirically, Swank and Swank (1993) show that in the

United States, Republican administrations aim to reduce tax rates when elections are

approaching, whereas Democratic administrations are more concerned with inflation and

unemployment. Partisan differences are therefore found in Haynes and Stones (1990), Kneebone

and McKenzie (2001), Krause (2005), Aidt et al. (2011), and Benito et al. (2013), but not in

Grier (1987) and Haynes and Stone (1989).

III. Preliminary Evidence of Macroeconomic Policy Cycles
and Central Bank Independence in Taiwan

1. Macroeconomic Policy Cycles

In search of evidence of macroeconomic policy cycles in Taiwan, I first examine monetary

aggregate (M0 and M2) growth rates before and after presidential and legislative elections since

1990. Table 1 shows the election dates for both presidential and legislative elections in the past.

While the presidential election has been held every four years since 1996, legislative elections

were held every three years prior to 2008, and subsequently every four years after that date.
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1995/12

2004/03

2000/03

2004/12

Legislative Election (year/month)

2008/03

2008/01

2016/01

2012/01

2012/01

1998/12

Presidential Election (year/month)

2001/12

2016/01

TABLE 1. PRESIDENTIAL AND LEGISLATIVE ELECTION TIMES IN TAIWAN

1996/03



Figure 1 shows that the incumbent party has faced the threat of defeat from the challenging

party in most of Taiwanʼs presidential and legislative elections.

When it comes to the monetary policy cycles, Figure 2 shows that M0 growth rates

(indicated by “blue” dots) tend to increase when a presidential election is approaching. The

median M0 growth rate (indicated by “red” dots) increases from−3% seven quarters before the

election to 7% in the election year and drops to −7% seven quarters after the election.
8
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Compared to M0, the median M2 growth rate does not show significant movement before or

after presidential elections. However, average M2 growth rates tend to be higher before

elections. With regard to legislative elections, both M0 and M2 growth rates seem to have a

more obvious politically-oriented cycle before and after elections, with high monetary aggregate

growth rates before elections and a decline after. The median M0 growth rate generally reaches

its highest level three quarters before an election, while M2 growth rates tend to be at their

highest one quarter before an election.

Figure 3 indicates the behavior of several monetary policy instruments, such as reserve

requirement rates and rediscount rates, which Taiwanʼs central bank commonly uses in its
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regular market operations. The movement of median reserve requirement rates suggests that

Taiwanʼs monetary authorities tend to decrease the rate from 7.5% to around 5.5% four quarters

before presidential elections and raise it to around 6.5% four quarters after the elections. With

respect to legislative elections, the median reserve requirement rates tend to increase before

elections and drop significantly from 9.5% to 5.5% immediately afterwards. However, average

rates show that reserve requirement rates are quite stable before and after legislative elections.

To sum up, the influence of macroeconomic business cycles on reserve requirement rates seems

to be more obvious in Taiwanʼs presidential elections. In addition to examining the MO and M2

rates, we also analyzed the movement of rediscount rates, but did not find much evidence of

significant changes before or after both presidential and legislative elections.
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2. Central Bank Independence

Next we turn to the issue of central bank independence. Central banks have the power to

make monetary policy. Several decades ago the Central Bank of the Republic of China (CBC)

was established as a government institution, functioning as a development bank that provides

funds to government for the financing of public expenditures and addressing balance of

payments problems. This was the status of most central banks as they existed in other nations

around the world. In the past thirty years, however, economic theories on central banking have

attributed significant importance to the concept of credibility of monetary policy and central

bank independence (CBI). This positions holds that central bank policies should be made from

the perspective of overall economic development in the best interest of all and should not favor

specific interest groups. For example, The US and Europe even regard the central bank power

to determine monetary policy as a fourth estate, independent of the executive, legislative and

judiciary powers.

In terms of the local system, however, Taiwanʼs central bank enjoys far less independence

than its counterparts in the US, the EU and Japan. In 2012, the Legislative Yuan passed an

amendment to the Organizational Act of the Executive Yuan that placed the central bank under

the oversight of the Executive Yuan, thus removing it from the list of independent bodies

(Hueng, 2010).
9

In other words, although the CBC enjoys a certain degree of independence

because its Board of Directors are protected by tenure, as an agency currently under the

auspices of the Executive Yuan, the CBCʼs budget is controlled by the government. As a result,

any attempt to resist inflationary public debt is likely to fail. Consequently, there have been a

lot of calls from various interests within the general public to reform the Central Banking

system with the first step would being to make the CBC an independent agency with a decision

making capacity autonomous from executive government control.

IV. Data and Empirical Models

To facilitate the examination of macroeconomic policy cycles in Taiwan, we investigated

the policy reaction functions of Taiwanʼs central bank (CBC) as concerns political business

cycles.
10

Maintaining the stability of prices and the exchange rate has been the main policy goal

of the CBC. To achieve this goal, since 1992 it has adopted a monetary-aggregate (M2)

targeting policy. On a yearly basis the CBC announces a target zone for the M2 growth rate for

the following year, and uses the monetary base as the operating target to effectively control the

M2 growth rate. As well, in its regular monthly meetings the Bank also determines a target

monetary base for the following month. Figure 4 shows how the CBC adjusts its net domestic

assets (NDAs), that is, domestic credits, to prevent several factors from disturbing the monetary

base. Importantly, any policy adjustment in open market operations or reserve requirement rates
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will influence domestic credit, and this will be reflected in the NDAsʼ accounting terms on CBC

balance sheets. Therefore, how the CBC adjusts domestic credit in response to different

economic situations and political elections is an important area of practice requiring

examination.

1. Empirical Model

To investigate the ability of the CBC to control domestic credit we follow the analysis by

Ouyang and Rajan (2010). Their analysis includes international reserves, macroeconomic

variables, and several political business cycle dummies as explanatory variables. They derive an

empirical model utilizing a theoretical basis which explicitly minimizes a simple loss function

of the monetary authority, subject to a number of constraints that reflect the functions of the

economy.

A monetary reaction function based on the literature and the monetary policy conducted by

the CBC is set up as follows:

ΔNDAt
=α0+

i0

n

β1iΔNFAti
 +

i0

n

β2iΔmmti+
i0

n

β3iΔpti+
i0

n

β4iΔyc,ti

+
i0

n

β5iΔGti+
i0

n

β6iΔ(r ti
 +st1i

e )+
i0

n

β7iΔREERti+β8D
MPC+ε t

where

ΔNDAt


= The quarterly annual change in the adjusted net domestic assets, scaled by

the GDP (adjustments to be discussed in Section III.2).

ΔNFAt


= The quarterly annual change in the adjusted net foreign assets, scaled by the

HITOTSUBASHI JOURNAL OF ECONOMICS [December98

FIGURE 4. QUARTERLY ANNUAL CHANGE IN NFAs, NDAs, AND MONETARY BASE

IN TAIWAN, 1996:Q1‒2018:Q4

-2000

-1500

-1000

-500

0

500

1000

1500

2000

1
9
9
6
Q

1

1
9
9
7
Q

1

1
9
9
8
Q

1

1
9
9
9
Q

1

2
0
0
0
Q

1

2
0
0
1
Q

1

2
0
0
2
Q

1

2
0
0
3
Q

1

2
0
0
4
Q

1

2
0
0
5
Q

1

2
0
0
6
Q

1

2
0
0
7
Q

1

2
0
0
8
Q

1

2
0
0
9
Q

1

2
0
1
0
Q

1

2
0
1
1
Q

1

2
0
1
2
Q

1

2
0
1
3
Q

1

2
0
1
4
Q

1

2
0
1
5
Q

1

2
0
1
6
Q

1

2
0
1
7
Q

1

2
0
1
8
Q

1

BILLIONS (NT$) Changes in MB Changes in NFAs Changes in (NDAs+NOAs)

Data Source: AREMOS Economic Statistical Database.



GDP (adjustments to be discussed in Section III.2).

Δmmt = The quarterly annual change in the money multiplier for M2.

Δpt = The quarterly annual change in the consumer price index.

Δyc,t = Cyclical income. The real output deviates from its trend and is divided by

the trend. The trend is measured by the HP filter.

ΔGt = The quarterly annual change in government expenditure, scaled by the GDP.

Δ(r t
+st1

e ) = The quarterly annual change in the foreign interest rate plus the expected

nominal exchange rate (foreign currency per US$).11

ΔREERt = The quarterly annual change in the real effective exchange rate (REER).

DMPC
= Macroeconomic policy cycle dummies (discussed in detail below).

The monetary reaction function includes variables considered important in monetary policy

actions. To keep the monetary base and price stable, monetary authorities tend to reduce

domestic credits in response to an increase in foreign reserves, the money multiplier, or

inflation. Both a rise in the REER and higher exchange rate-adjusted foreign interest rates tend

to worsen a countryʼs external balances, making the central bank adopt a tighter monetary

policy to attract capital inflows and stabilize its currency value. Moreover, the central bank

tends to implement a contractionary monetary policy if there is a cyclical rise in real output or

a more expansionary fiscal policy. Therefore, with the exception of the macroeconomic policy

cycle dummies, the signs of these control variables are all expected to be negative.

Several dummy variables are set up to examine the opportunistic and partisan theories of

macroeconomic policy cycles. To investigate the opportunistic approach, we follow Alesina et

al. (1997) and define two dummy variables, Dpre-election(n) and Dpost-election(n), to indicate the n-period

before and after an election (including the election period), respectively. On the basis of the

opportunistic theory, the incumbent tends to conduct an expansionary monetary policy before

elections to attract votes, and tightens the policy after elections, indicating a positive sign for

Dpre-election(n) and a negative one for Dpost-election(n) . I also defined another dummy, DDPP, which

identifies the DPP administration period, to examine evidence of different behaviors by

Taiwanʼs two major political parties. We then use two interaction terms, Dpre-election(n)×DDPP and

Dpost-election(n)×DDPP, to separate the opportunistic behaviors under the DPP and KMT administra-

tions.

To facilitate the search for evidence of partisan theory in Taiwan, I set up three more

dummy variables, that is DTraditional Partisan, Drational Partisan-A(n), and Drational Partisan-B(n). First, DTraditional Partisan is

used to examine traditional partisan theory, suggesting that analysts should look for permanent

differences across administrations in regard to macroeconomic variables. DTraditional Partisan=1

suggests a KMT (right-wing) administration is in office, while −1 indicates a DPP (left-wing)

administration. Second to examine the possibility that partisan effects on real aggregates cannot

last long during the post-election period, as suggested by the rational partisan theory, we define

two rational partisan dummies to check for robustness: Drational Partisan-A(n) indicates a change of

administration in each presidential term and Drational Partisan-B(n) identifies the moment when one

administration actually changes to another.12 Drational Partisan-A(n)=1 represents the n-period starting
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with a KMT administration, −1 indicates the n-period starting with a DPP administration, and

0 suggests other changes. Drational Partisan-B(n)=1 represents the n-period starting with a change to a

KMT administration, −1 represents the n-period starting with a change to a DPP

administration, and 0 indicates other changes. Since both the traditional and rational partisan

theories imply that money growth should be larger when a left-wing party is in office, we

should expect to find a negative sign for all of these partisan dummies.

2. Data and Definitions

To examine the opportunistic behavior of the CBC, I used quarterly observations of relevant

variables over the sample period spanning Q1 in 1990 to Q4 in 2018. Evidence of different

behaviors by Taiwanʼs two major political parties only begins from the year 2000 as Taiwanʼs

two-party system was not implemented until that time. All the data are from the CBCʼs website

and the AREMOS database. Since both NDAs and NFAs are based on the monetary authorityʼs

balance sheet, we need to exclude some non-policy-related changes, such as the revaluation

effects caused by the value of gold and exchange rate fluctuations. Hence, the change in the

adjusted net foreign assets is ΔNFAt
=NFAt−NFAt1

st

s t1 , while the change in the adjusted

net domestic assets is ΔNDAt
=ΔNDAt+NFAt1

st

s t1

−1.13 The relevant variables, such as the

change in adjusted NDAs and NFAs and the fiscal deficit are scaled by the GDP. To avoid

seasonal effects, we applied annual change on quarterly data and compared the data across years;

that is, each quarter was compared with the corresponding quarter of the previous year. As for

the uncovered interest rate parity, for analytical purposes we assume that economic agents have

perfect foresight to proxy the expected exchange rate for the next period. The foreign interest

rate is the 3-month US Treasury bill rate, while the domestic interest rate is the money market

rate in Taiwan. To check for stationarity we applied the standard ADF and KPSS unit root tests

to each of the variables and found all variables to be stationary at a 10% significance level.14

We focused on the patterns observed around presidential and legislative elections to search

for any evidence of opportunistic theory since monetary policy issues are more relevant in

nationwide elections. As well, during national elections the electorate are generally more

concerned with the ruling partyʼs ability to manage the country and the economy.15 A few

variations of lags in the political dummies were explored, n=4, 6, 8, to capture the time lag

from a political regime change to a policy change for the robustness check.
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15 Taiwanʼs presidential elections are held every four years, starting from 1996, while legislative elections are held

every three years, starting from 1989. After an amendment in the Constitution in 2005, which intended to synchronize

the legislative and presidential elections and reduce the size of the Legislative Yuan by half, the legislators began to

serve for four-years term since 2008.



V. Empirical Results

1. Macroeconomic Policy Cycle in Taiwan

Due to the endogeneity problem between NDAs and NFAs, we estimate the monetary

reaction function using two-stage least squares (2SLS); generalized method of moments (GMM)

standard errors are computed with the Newey-West fixed bandwidth based on the number of

observations.16 The Breusch-Godfrey serial correlation LM test is passed after including AR

terms in the regressions.

Tables 2 and 3 show empirical results evidencing the opportunistic theory in Taiwanʼs

presidential and legislative elections, respectively. In Table 2, we find that Taiwanʼs monetary

authorities have significantly increased domestic credits before presidential elections and

reduced it after the election is over, suggesting that the opportunistic theory does exist in

Taiwanʼs presidential elections. However, evidences of opportunistic incentives are not so

obvious in legislative elections. During both the n-periods, before and after legislative elections,

domestic credits are consistently negative.

2. Comparison between KMT and DPP

While the results so far appear to support the opportunistic theory, it would be more

interesting to know if the KMT and the DPP show different opportunistic behaviors in both

elections. In Tables 4 and 5, the estimated coefficients of Dpre-election and Dpost-election represent

opportunistic incentives during the KMT administration. The sum of the estimated coefficients

of Dpre-election and Dpre-election×DDPP, as well as those of Dpost-election and Dpost-election×DDPP, are also

used to study the DPPʼs opportunistic behavior. A Wald test is applied to check the significance

of the combined coefficients. The empirical results in Table 4 suggest that the KMT has tended

to pursue expansionary monetary policies to attract votes before presidential elections, while the

DPP has not done so. Moreover, the DPP has significantly reduced domestic credits during the

year before elections. However, both political parties tend to tighten domestic credits after

elections. The empirical results for both legislative and presidential elections are similar. In

Table 5, we find that the DPP has consistently decreased domestic credits before and after

legislative elections. Compared to the DPP, KMT policies have displayed a more obvious

pattern of opportunistic behavior, but with less significance. With regard to other control

variables, they are all statistically significant and, except for lagged inflation, have the right

sign. Lagged inflation is statistically significant in all functions, but has the wrong sign.

3. Partisan Theory

To test partisan theory in Taiwanʼs politics, we use three political dummies to proxy the

different periods after a change of administration. If partisan theory holds, we should find that

the sign for these dummies is negative. However, the empirical results in Table 6 suggest a
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different story, indicating that the predominantly right-wing KMT has tended to implement

higher expansionary monetary policies during the early days̶and sometimes across the whole

term̶of its administrations. However, the more left-wing DPP has exhibited the opposite

pattern of behavior. The three political dummies are all statistically significant and positive. To

check for robustness, I followed the existing literature, and used the M0 growth rate and the

money market rate to test for empirical evidence of partisan theory.17 Even though the signs of

the political dummies were correct when we tested the M0 growth rate, none of these variables

were statistically significant. Tests on money market rates had similar results. The empirical

results of the robustness checks are located in Table 7. To sum up, no significant evidence of
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17 Here, we also try different monetary aggregates, such as M1 and M2 growth rates, and other macroeconomic

variables such as inflation, unemployment rate, and real GDP growth rate. Even though the signs are mixed, none of

these political dummies used to proxy the partisan theory are statistically significant.
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partisan theory was found to exist in Taiwanʼs federal political system. One possible

explanation for this outcome may be that the ideological cleavage of Taiwanʼs two-party system

is largely centered on issues surrounding cross-strait unification or independence rather than

macroeconomic policies.
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VI. Concluding Remarks

This paper has examined evidence opportunistic and partisan incentives in Taiwanʼs

macroeconomic policy cycles. In contrast to the existing literature, we directly investigate how

monetary authorities adjust domestic credits in response to different political events, such as

presidential and legislative elections or a change of administration. Unlike Drazen (2001) who

argues that monetary political cycles are more widely observed in countries with a highly

independent central bank, our empirical results support opportunistic theory and indicate that

macroeconomic political cycles are more significant in Taiwanʼs presidential elections than in

legislative elections. This may be due to the fact that the Taiwanese electorate cares more about

economic growth in terms of presidential elections rather than legislative elections. This result

makes the CBCʼs independence appear more questionable, which if indeed the case will result

in the bank making the wrong decisions on major policy issues due to inappropriate political

intervention before presidential and national level legislative elections.

Of significant note, compared to the DPP, the KMT has tended to conduct expansionary

monetary policies before elections in order to increase the chances of their incumbents being

reelected. This may be due to the fact that the CBC was under the management of the

Executive Yuan until large-scale reforms in 2002. Before that, its budget was monitored and

controlled by the Legislature, and the ministers of economic affairs and finance were members

of the board of the central bank. Since the DPP did not come to power until 2000, the KMT

commanded more authority over monetary authorities with the ability to manipulate monetary

policies during elections. Finally, we did not find strong evidence of partisan theory in Taiwan.
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This may be partially due to the increase of financial market integration which nowadays acts

on a global scale, forcing all political parties to respond in the same way to large financial

institutions that can easily and quickly shift their funds across national borders. Rather than

being able to pursue expansionary fiscal and monetary policies, leftist governments are likely to

adopt policies identical to those ostensibly preferred by the right, which is consistent with the

financial integration of partisan theory as mentioned previously. Furthermore, ideological

differences between Taiwanʼs political parties may have more to do with cross-strait unification

issues, as opposed to the traditional right-wing/left-wing macroeconomic policy divide seen in

other countries.

Concerning recommendations for future research, one possible direction might involve

systematically looking into the interrelationships between the level of central bank independ-

ence and monetary policy cycles. In particular, investigating how a publicly-elected monetary

authority often makes policy decisions which suffer from an inflationary bias, as Kydland and

Prescott (1977) and Barro and Gordon (1983) have pointed out, may prove fruitful. Perhaps

further research will confirm that insulating monetary policy from political pressures is the key

to reducing these forms of bias. Unfortunately, due to data limitations, as concerns the

independence of Taiwanʼs central bank, we save this line of investigation for future endeavors,

which I believe will improve the current understanding of the connections between low

inflation and low independence in Taiwanʼs political and economic system.

REFERENCES

Abrams, B.A. and J.L. Butkiewicz (2012), “The Political Business Cycle: New Evidence from

the Nixon Tapes,” Journal of Money, Credit and Banking 44, pp.385-399.

Aidt, T.S., F.J. Veiga and L.G. Veiga (2011), “Election Results and Opportunistic Policies: A

New Test of the Rational Political Business Cycle Model,” Public Choice 148, pp.21-44.

Akhmedov, A. and E. Zhuravskaya (2004), “Opportunistic Political Cycles: Test in a Young

Democracy Setting,” Quarterly Journal of Economics 119, pp.1301-1338.

Alesina A. (1988), “Macroeconomics and Politics,” in: O. Blanchard and S. Fischer, eds.,

NBER Macroeconomics Annual 1988, Cambridge, MIT Press, pp.11-55.

Alesina, A. and N. Roubini (1992), “Political Cycles in OECD Economies,” Review of

Economic Studies 59, pp.663-688.

Alesina, A., N. Roubini and G.D. Cohen (1997), Political Cycles and the Macroeconomy,

Cambridge, MIT Press.

Alt, J. (1985), “Political Parties, World Demand, and Unemployment: Domestic and

International Sources of Economic Activity,” American Political Science Review 79,

pp.1016-1040.

Barro, R.J., and D. Gordon (1983), “Rules, Discretion, and Reputation in a Positive Model of

Monetary Policy,” Journal of Monetary Economics 12, pp.101-121.

Benito, B., F. Bastida and C. Vicente (2013), “Municipal Elections and Cultural Expenditure,”

Journal of Cultural Economics 37, pp.3-32.

Brender, A. and A. Drazen (2005), “Political Budget Cycles in New versus Established

Democracies,” Journal of Monetary Economics 52, pp.1271-1295.

Cargill, T.F. and M.M. Hutchison (1988), “Political Business Cycles in a Parliamentary Setting:

HITOTSUBASHI JOURNAL OF ECONOMICS [December108



The Case of Japan,” Working Papers in Applied Economic Theory, 88-08, Federal Reserve

Bank of San Francisco.

Cerda, R. and R. Vergara (2007), “Business Cycle and Political Election Outcomes: Evidence

from the Chilean Democracy,” Public Choice 132, pp.125-136.

Chan, F.Y. (2006), “Political Business Cycles in Taiwan Local Fiscal Budget,” Unpublished

Dissertation, Graduate Institute of Political Economy, National Cheng Kung University.

Chang, T.C. (2000), “Political Business Cycles and Local Economy: The Case of County

Magistrates and City Mayorʼs Elections in Taiwan,” Journal of Social Sciences and

Philosophy 10, pp.362-377.

Drazen, A. (2001), “Political Business Cycle after 25 Years,” in: B. Bernanke and K. Rogoff,

eds., NBER Macroeconomics Annual 2000, Cambridge, MIT Press, pp.75-117.

Ergun, M. (2000), “Electoral Political Business Cycles in Emerging Markets: Evidence from

Turkey,” Russian and East European Finance and Trade 36 (6), pp.6-32.

Faust, J. and J.S. Irons (1999), “Money, Politics and Post-war Business Cycle, Journal of

Monetary Economics 43, pp.61-89.

Grier, K.B. (1987), “Presidential Elections and Federal Reserve Policy: An Empirical Test,”

Southern Economic Journal 54 , pp.475-486.

Haynes, S.E. and J.A. Stone (1989), “An Integrated Test for Electoral Cycles in the US

Economy,” Review of Economics and Statistics 71, pp.426-434.

Haynes, S.E. and J.A. Stone (1988), “Does the Political Business Cycle Dominate US

Unemployment and Inflation? Some New Evidence,” in: Willett, T. D., ed., Political

Business Cycles: The Political Economy of Money, Inflation and Unemployment, Durham,

Duke University Press, pp.276-293.

Hibbs, D.A. (1977), “Political Parties and Macroeconomic Policy,” The American Political

Science Review 71, pp.1467-1487.

Huang, J.T. (2001), “The Relationship between Elections and Monetary Policies in Taiwan,”

Journal of Social Sciences 9, pp.111-136.

Huang, I.C. and R.Y. Liu (1996), “An Empirical Study on the Relationships between

Macroeconomic Policy and Elections in Taiwan,” Quarterly Journal of Business Bank 19

(3), pp.104-113.

Hueng, J. (2010), “Statutory Central Bank Independence in Taiwan,” Asian Social Science 6

(11), pp.17-27.

Hung L.C. and Hsieh Y.T. (2016), “Political Business Cycle in Taiwan - Evidence from Central

Government Expenditures,” International Journal of Public Administration 39, pp.249-257.

Jang, G.L. (2001), “Election and Macroeconomic Policy Cycles in Taiwan,” Unpublished

Dissertation, Department of Economics, National Sun Yat-Sen University.

Keller, R.R. and A.M. May (1984), “The Presidential Political Business Cycle of 1972,” The

Journal of Economic History 44, pp.265-271.

Kneebone, R.D. and K.J. McKenzie (2001), “Electoral and Partisan Cycles in Fiscal Policy: An

Examination of Canadian Provinces,” International Tax and Public Finance 8, pp.753-774.

Krause, G.A. (2005), “Electoral Incentives, Political Business Cycles, and Macroeconomic

Performance: Empirical Evidence from Postwar U.S. Personal Income Growth,” British

Journal of Political Science 35, pp.77-101.

Kydland, F.W. and E.C. Prescott (1977), “Rules rather than Discretion: The Inconsistency of

the Optimal Plans,” Journal of Political Economy 85, pp.473-491.

REEXAMINING THE MACROECONOMIC POLICY CYCLE IN TAIWAN:2020] 109



Lu, C. and C.H. Chia (2004), “The Reform of Central Bank of Taiwan as an Independent

Agency: A Comparative Study with the Federal Reserve System of the USA,” Journal of

Public Administration 13, pp.1-26.

Newey, W.K. and K.D. West (1987), “Hypothesis Testing with Efficient Method of Moments

Estimation,” International Economic Review 28, pp.777-787.

Nordhaus, W. (1975), “The Political Business Cycle,” Review of Economic Studies 42, pp.169-

190.

Oatley, T. (1999), “How Constraining is Capital Mobility? The Partisan Hypothesis in an Open

Economy,” American Journal of Political Science 43 pp.1003-1027.

Ouyang, A.Y. and R.S. Rajan (2010), “Reserve Accumulation and Monetary Sterilization in

Singapore and Taiwan,” Applied Economics, doi:10.1080 /00036840902984373.

Paldam, M. (1979), “Is There an Electoral Cycle? A Comparative Study of National Accounts,”

Scandinavian Journal of Economics 81, pp.323-342.

Persson, T. and G. Tabellini (2003), The Economic Effect of Constitutions: What Do the Data

Say? Cambridge, MIT Press.

Remmer, K. (1993), “The Political Economy of Elections in Latin America, 1980-1991,”

American Political Science Review 87, pp.393-407.

Rogoff, K. and A. Sibert (1988), “Elections and Macroeconomic Policy Cycles,” Review of

Economic Studies 55, pp.1-16.

Rohlfs C., R. Sullivan and R. McNab (2015), “Can the President Really Affect Economic

Growth? President Effort and Political Business Cycle Theory,” Economic Inquiry 53,

pp.240-257.

Rogoff, K. (1990), “Equilibrium Political Budget Cycles,” American Economic Review 80,

pp.21-36.

Shi, M. and J. Svenssen (2006), “Political Business Cycles: Do They Differ across Countries

and Why?” Journal of Public Economics 90, pp.1367-1389.

Spanakos, A.P. and L.R. Rennó (2006), “Elections and Economic Turbulence in Brazil:

Candidates, Votes, and Investors,” Latin American Politics and Society 48 (4), pp.1-26.

Swank, O.H. and J. Swank (1993), “In Search of the Motives behind US Fiscal Macroeconomic

Policy,” Applied Economics 25, pp.1013-1022.

Thames Jr., F.C. (2001), “Did Yeltsin Buy Elections? The Russian Political Business Cycle,

1993-1999,” Communist and Post-communist Studies 34, pp.63-76.

Veiga, L.G. and F.J. Veiga (2007), “Political Business Cycles at the Municipal Level,” Public

Choice 131, pp.45-64.

Willett, T.D. (1988), Political Business Cycles: The Political Economy of Money, Inflation, and
Unemployment, Durham and London, Duke University Press.

HITOTSUBASHI JOURNAL OF ECONOMICS [December110


