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Abstract

The paper surveys the ‘old’ and ‘new ’ political m acroeconom ics. Th the form er
w e consider how govermm ents can be seen t© m anijpulbte the economy as to
satisfy opportunistic or deological m otives, thereby creating opportunistic or
partisan political business cycles. W e exam ne how the m acroeconom ic
revolution of the 1970s cast doubts on the ability of govermm ents t© fieely and
repeatedly create such cycles. C onsequently, the new political m acroeconom ics
have focused more on the effect of politically nduced ncentives on the
Inherent am ount of mflation In the econom ic system . Th exploring the concept
of inflation biasw e attem ptto use deas from the old political m acroeconom ics
to show how the two strands of literature m ay com plam ent one another. The
paper fnishes by focushg on the debate wihin the new politdcal
m acroeconom ics about the possible trade-off betw een reduced inflation bias
and extra output volatlity follow ng the establidm ent of an mdependent

centralbank.
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1. Introduction

This paper rmviews elaments of the ‘old’ and "Tew’ politcal
m acroeconom ics. A t the core of the ‘old’ political m acroeconom ics is idea that
govermm ents can shape the econom vy to satisfy their own wants. G overrnm ents
are selfsecking insttutions, lke any other. The nature of such econom ic
expediency is dependent upon the modellng of govemm ent’s objctive
fincton. T the W ililam Noxdhaus (1975) model a votem axim ishg
govermm ent creates a boom Joust cycle coinciding w ith the electoral cycle. Th
the partisan m odel of Douglas H dbbs (1977) the ideological persuasion of the
govermm ent is all In portant. G overmm ents are characterised as placing different
relative w eights on inflation and unem ploym entw hich accordingly affectactual
rates of unemploym ent and inflation. Fhally, Bruno Frey and Friedrich
Schneider (1978) mcomormate both these opportunistc and ideological

elam ents, allow Ing their to be behavioural sw itthes in policy .

T contrast, the new politicalm acroeconom ics, w hich grew outof the new
classical m acroeconom ic revolution of the 1970s, rjpcts the notion that
govemment can freely manjpulate the economy. By applylng political
hcentives to a new classical macroeconom ic model, the new politcal
m acroeconom ics has focused prim arily on mflation. Th particular, argum ents In
favour of milesdoased policies and the depoliticising of econom ic policy have
been advocated =0 as to reduce the Inherentam ountof mflation mn the econom ic

systam . FImn K ydland and Edw ard Prescott (1977) describe how discretion in



econom ic policy-m aking Jeads to an unnecessary am ount of inflation w ithout
any gains from Jow erunem ploym ent or higher output. R cbert Barro and D avid
Gordon (1983) considerhow govermm ent’s concem over the Joss In credibility
follow Ing econom ic m anjpulations could reduce nflation bias. W ew illanalyse
how elements of the obpctve functons from the ‘old’ politcal
m acroeconom ics could also be shown to affect nflation bias. This is true of the
A Tberto A lesina (1987) m odel which show s that H ibbsian type policy-m akers
affect the degree of Inflation bias. A Jesina’s mfluential m odel also bridges the
gap between the ‘old’ and the ‘mew ’ by analysing how a political bushess

cycle canm erge from anew classicalm acroeconom icm odel.

The debate about the relative m erits of an Independent central bank has
been am ajpr issue fornew political m acroeconom ists. W hile the K ydland and
Prescott (1977) fram ew ork suggests that an independent central bank reduces
or elim nates mflation bias, K enneth Rogoff (1985) argues that thismay com e
at the price of greater output varability . W e contrast R ogoff’s m odel w ith its
adaptation by A berto Alesnha and Roberta Gatd who again mcomporate
H ibbsian type policy-m akers. They argue that there is no clear association
betw een an ndependent central bank and greater outputvariability, offering the
possibility that the establishm ent of an Independent central bank Jleads to ‘gain

w ithoutpain’.

T section 2 w e presentan overview of the old political m acroeconom ics,

before n section 3 outlning the three fimdamentals of new classical



m acroeconom ics. Section 4 analyses the new political m acroeconom ics, while

section 5 concludes.

2.The O d PoliticalM acroeconom ics

A tthe core of whatw e w ill refer to as the ‘old political m acroeconom ics’
is the possibility that governm ents m ay deliberately shape the economy for
their own political ends. The resurgence n Interestam anated from an article by
W iliam Nordhaus (1975) who, as we shall see, described how a vote-
m axin ishg govermm entw ould attem ptto courtpopularity by presiding over an
expanding econom v prior to the election.W hatm akes this an ‘old’ as opposed
to a ‘new ’ political m acroeconom ic m odel is the assum ption that governm ents
can repeatedly m anjpulate the economy. T the N orxdhaus m odel it is assum ed
both that quantities m ove m ore quickly than prices and that voters ignore or
discount higher future mflation. This is In contrast w ith the assum ptions of
m arket clearing, rational expectations and a natural mate aggregate supply
fimction which are central to the new classical m acroeconom ic revolution of

the 1970s.

The Nordhaus model is an opportunistic, votem axim isihg m odel.
H ow ever, the old political m acroeconom ics also encom passes partisan theory .
H ibs (1977) argues thatpolitical parties ain to satisfy nota m edian voterbut
their own core constituent or representative voter. W e shall discuss how this

relates to differentw eights being placed on the relative econom ic In portence of



nflation and unem ploym ent. Finally, n this section we consider the Frey-
Schneiderm odel (1977) which incorporates elam ents of both the N ordhaus and
H ibs approaches. Econom ic policy can be described as opportunistic or

deological depending on the govermm ent’s perceived electoral security .

21 TheN ordhausM odel

The ‘pure’ political bushess cycle m odel is associated w ith the work of
Nordhaus (1975).The term ‘pure’ is a consequence of N ordhaus’s assum ption
that political partes are Interested not n satisfying ideological goals but in
m axin ishg votes at an election. The election period is taken t© be of fixed
length so that there are periodic elections. The economy is described by the
Phillips curve relationship betw een Inflation and unem ploym ent, such that there

exists a greater trade-off In the Jong—un than In the shortxun.

V oters are assum ed t© have a poor understanding of the econom ic system
and use mates of mflation and unemployment t© judge the govermm ents
perform ance. Votars' m an ories extend only over the course of the curment
election period and furthemm ore they place ncreasngly less weight on past
events. The aggregate vote function is the summ ation of ndividual votng
finctions. The final assum ption of the Nordhaus model is that the score
hypothesis holds so that popularity is directly related t© econom ic outcom es.
Specifically, this m odel associates rising unem ploym ent and inflation w ith

falling popularity .



G iven these assumptions govemm ent is able to exploit the shortmun
Phillips curve 1n order to m axin ise votes atelection tim e. If there w as no short-
mn trade-off the govermm ent w ould pursue the socially optim al Inflation rate
consistent with the tangency between the long-run Phillips curve and the
aggregate voting function. W ith the shortrun Phillips curve govermm ent vote-
m axin isng behaviour Im plies a political bushess cycle. Prior to an election
govemm ent attempts to hcrease aggregate votes by moving along one
particular shortxun Phillipps curve, tading-off nflation for lower
unem ploym ent. Provided inflation isnottoo high govermnm ents can attain higher

Jevels of popularity and so in prove their chances of belng re-elected.

The politically expedientpolicy outcom es cannotbe sustained since they
do not lie along the Jong-run Phillips curve or inflation-unem ploym ent trade-
off. Therefore, afteran election the govermm enthas an lncentive to contract the
economy In order to reduce nflation. The Jlow er Inflation when govermm ent
hitates a preelection expansion, the higher the atanable level of popularity
and the greater the chance of election success. If Inflation is high enough when
the preelection expansion is hitated, govemment can actually reduce
hdividuals’ welfare and its own popularty. Tn short, the govermm ent w ill
hduce falling unem ploym ent and risng outputgrow th prior to the election and

risng unem ploym entand falling outputgrow th after the election.

2 2 Partisan theory



The pure political bushess cycle approach omitted an ideological
dimension from the utdlity fincton of politicians. Political parties are a
coalition of nterests. A ssum ing that the only m otivation is to retain power
ignores issues relating o the pursuance of partisan hterests. Partisan theory
categorises political parties as being of the LeftorR ight. Ttportrays the party of
the Leftas being concemed w ith the mterests of the w orkerand the party of the
R Ight as defending the mterests of the entrepreneur. Th order to defend these
hterests partisan theory assumes that a party of the Left will priortise
unem ploym ent over inflation and undertake m onetary and fiscal policies t©
prom ote grow th and w elfare. The party of the R ight w ill prioritise Inflation
over unam ploym ent. M onetary and fiscal policy w ill be tighter than under a

party of the Left.

The defnition of partisan theory stresses that political parties w ill have
different econom ic priorities. An econom ic validation of the concept of
partisanship considers how ndividuals are affected differently over the course
of the business cycle. If it is possible to dentify groups such that they are
affected differently over the course of the bushess cycle, then itw ould appear
valid to have political parties that offered different econom ic priorties. The
political parties w ould then be able t© use policy I order to serve the econom ic

terests of their core consttuents.

Partisan theory can be categorised according to whether or not

govermm ents persistently pursues partisan policies. Strong partisan theory takes

the pursuit of partisan econom ic policies as the sole objctive of political



behaviour w ith these policies having persistent effects on the economy. The

ability t manjpulate the economy for partisan objpctives results In strong

partisan theory also being refernred to as the party control hypothesis.

Strong partisan theory is closely associated w ith Douglas H ibbs (1977).
Tests for the effect of strong partisan theory thus Involre analysing w hether the
Leftversus R ghtdin ension has led t© discemible partisan effects on econom ic

nstrum ents and outcom es, netof trends, cycles and random  fluctuations.

2 3 The F rey and Schneiderm odel

The Frey and Schneider (1978) approach is the classic exposition of weak
partisan theory since partisan econom ic policies are not always pursued. Ik
highlights a tradeoff between opportinian and deology and, therefore,
contrasts w ith the polarised pergpectives of the pure political bushess cycle
and strong partisan models. The m echanian that underpins the model is
govermm ents popularity Jead over them ain opposition party . This allow s policy
behaviour to switch from behg opportunistically m otivated t© ideologically
m otivated. Govermm ent is assum ed t© feel electorally safe when its actual
popularty lead is n excess of what is perceived to be necessary t© be e
elected. This is referred t© as the critical popularity Jead and is dependent on
the tm e t© the next election. The nearer the forthcom ing election, the higher

the desired critical popularity Jead.



If govermm ents actual popularity Jead is In excess of the critical popularity
Jlead then govermm ent holds a popularty surplis. If govermm ents popularity
Jead falls shortof the critical Jead then governm entholds a popularity deficit. A
popularty surplusm otivates governm ent to act ideologically while a popularity

deficitm otivates them to actopportunistically .

O pporunistic behaviour during a popularity deficit confom s t© the pre-
election behaviour described by Nordhaus. The score hypothesis is again
assum ed so that to ncrease popularity governm ent m anijpulates the Jevers of
govermm ent policy to affect econom ic variables, such as unem ploym ent and
nflation. Ideological behaviour is defned by the desired proportion of
govermm entexpendituires N GDP.A leftw ng govermm entw illain fora higher
relative size of govermm ent expenditure than a rightw Ing govermm ent. This
satisfies the partisan characteristics of a lefttw Ing party In prom oting w elfare

and econom ic grow th.

3.Neaw C lassicalM acroeconom ics

The new classical revolution of the 1970s was based on three
findam entals. The firstw as that of contmuous m arket clearing . This infers that
the economy is n a continuous state of equilibrim . This is n contrast t©
K eynesian m odels which allow for the failure of m arkets to clear. Thdeed, a
central task for New K eynesians has been to explain why it is rational for

possible gamns from trade notexploited to exist forany period of tim e.



The second fundamental was the mational expectations hypothesis,
w hereby econom ic agents take nto accountw hat they believe to be the conrect
econom ic m odel and m ake use of all available nform ation. A gents can m ake
enors In their forecasts shce avaikbble mformation may be ncoomplete.
H ow ever, these enrors are not related to the nform ation set the individual had
at the tim e of the expectation . If ndividuals m ade systam atic ernrors they could

Jeam from theirm istgkes and change the w ay expectations are form ed.

The third fimdam ental was the aggregate supply hypothesis, perhaps
better known as the Lucas surprise supply finction. Lucas (1973) argues that
hdiyidual suppliers of goods and services, including labour, w ill alter their
supply decision only if they believe that the real price of their product has
changed. Their problam is then attem pting t© discem, given their lnform ation
set, whether or not their real product price has changed. This is known as a
signal extraction problam .W hile they know theirproductprice they m ustm ake

expectations about the overall price level of the economy.

The three fimdam entals of new classical econom ics Jed to the policy
Tnvarance result (see Sargentand W allace, 1975) In which anticipated dem and
m anagem ent policies have no affect on output or unemploym ent levels.
Rational agents would t@ke govermm ent policies Into account thereby fully
anticipating the effects on the general price level and leaving output and
unem ploym entunchanged at theirnatural Jevels. O nly unanticipated policy w ill

hfluence em ploym entand output levels.

10



On the basis of the policy nvariance result new classical econom ists
began to develop models that chowed clear drawbacks from govermm ents
attem pting to reduce unem ploym ent (Increase output) below @bove) its natural
level. An in portant starting point mn this developm ent and of the new political
m acroeconom ics was the work of Kydland and Prescott (1977) who showed
how a govermm ent, while disliking mflation, would be tampted t© generate
unexpected or surprise mflation n order to reduce uneam ploym ent below its
natural level. H ow ever, the publics’ recognition of this lncentive leads them t©
revise their nflationary expectations upw ards t© a pontw here the govermm ent
would no longer be willing to genemate surprise inflation. The result is

excessive nflation.

4. TheNew PoliticalM acroeconom ics

41 Tin e nconsistency

Kydlnd and Prescott (1977) were the foremunners of an econom ic
analysis which has brought together elem ents of the political business cycle

Titerature w ith m orem amnstream m acroeconom ics.

Kydland and Prescott’s paper provides a strong argum ent agamnst
discretionary econom ic policies. Thelr argum ent is form ulated using a New
C Jassical m odel where the policy-m aker is engaged In a strategic gam e with

sophisticated forw ard-looking private sector agents. This w as one attack on the

11



theory of econom ic policy of Tinbergen (1952). Tinbergen argued that the
policy-m aker could specify the argets orgoals of econom ic policy, such as low

nflation and unem ploym ent, and given this social w elfare finction, a set of
nstrum ents w ould be chosen t© achieve these argets. These Instum ents w ould
be set at values determ ned by som e m odel of the econom y. Essentially, this

approach is an exercise n optim al control theory .

K ydland and Prescott argue that optim al control theory is lnappropriate n
social system s w here Intelligent agents w ill attem pt to anticipate policy actions.
Consequently, the discretionary policy which is best, given the curment

situation, does notresult in the social objective fiinction being m axim ised.

M ankiv (1990) gives an excellent non-econom ic example of the
Inportance of expectations in determ ning the optimality of a policy. He
considers the question of negotiating with tenorists over the release of
hostages. The announced policy of m ost goverm ents is that they w ill never
negotiate over hostages. If there is nothing t© be ganed from kidnapping,
rational ternorists w i1l not take hostages. H ow ever, terrorists are rational enough
to know that once hostages are taken, the announced policy may have little
credibility and the tem ptation to m ake som e concessions t© obtain the hostages’
release m ay becom e overw helm Ing. The only way to deter rational tenorists is
to som e how take aw ay the discretion of policy-m akers and comm it them t© a

mle of nevernegotiating .

12



This sam e problam , argue K ydland and Prescott, arises in the conductof
m onetary policy. A ssum e the economy can be m odelled by a Lucas Surprise

Supply finction
Up=U;-—a @l -1I1E) @)

where v, isunemployment n period t, U is the natural Jevel, oo the Phillips
curve slope param eter and 11, and n¢ are the actual and expected rates of
nflation in period t. This is constraint facing the policy-m aker.

K ydland and Prescottassum e that the governm ent or policy-m aker has an

obective function w hich rationalises the policy choice and is of the form
S=s{IyUy) @)

w here the first partial derivatives of S w ith respect to each of n, and v, are
negative. A consistent policy will seek to maxinise ) subjct to (1). The
contours of this social objective fimction are shown in figure 1 and Indicated by

the indifference curves S,, S,, S; and S, .

A Tlpomts on the vertical axis are potential equilibria since unem ploym ent
is at the natural level and agents are conrectly forecasting inflation, so that
IIE=I1; . The ndifference curves ndicate that the optim al positon is atO where

M .=0and v, =vu,.

13



W hile the m onetary authorites can determ ine the rate of Inflation, the
relevant Phillips curve will depend on the nflationary expectations of
econom ic agents. Suppose the econom v is nitally atpoint D on indifference
curve S, . The policy-m akerw ishes to achieve the highest possible indifference
curve know Ing that if agents adjust their inflationary expectations accurately,
the economy w ill reach an equilbrim along the y-axis. If the policy-m aker
announces that they w ill deflate the economy In order to deliver the optim al

zero rate of Inflation n the nextperiod, how should econom ic agents respond?

Econom ic agents realise that if the governm ent kesps t© its prom ised
policy In the next tim e period, itw ill have an ncentive I the tim e period after
that to renege on its anti-inflation policy, and expand the economy along the
Phillips curve w ith mflationary expectations of I1§ to reach pomntA . Ex post,
the zero mflation policy announcem ent isnotoptim aland is tim e Inconsistent.
The announcem ent isnot seen as credible by econom ic agents because they are
aw are of the govermm ent’s lncentive to abandon the zero-inflation policy . They
will not belisve it, and hence they will not r=duce their inflationary

expectations to zero.

Econom ic agents w ill observe thatatpointC , w here the shortzrun Phillips

curve with the associated expectations n¢ is at a tangent to a govermm ent

ndifference curve on the vertical axis, govermm ent has no lncentive to deviate
from the natural rate. The only credible anti-nmflation policy which the

authorities m ay in plam ent is one w hich partially reduces nflation, to pontC .

14



The disance from the optim al nflation rate O ) to the discretionary mflation

e C) is excessive mflation and is known as mflation bias.

In this monetary game discussed by Kydland and Prescott, the
govermm ent is the dom nant player and acts as Jeader. W hen the govermm ent
decides on its optim al policy itw ill take Into account the likely reaction of the
follow ers who are the private agents. This is an exam ple of a non-co-operative
Stackelberg gam e. Th a Stackelberg gam e, unless there is a pre-comm itm ent
from the Jeader w ith respect to the announced policy, the optim al policy ©)
w 111 be dynam ically Inconsistent because the govermm ent can in prove its own
pay-off by cheating. Shce private agents know this, the tine consistent

equilbbrim (€ ) isaNash equilibrim .

The non-co-operative Nash equilibrimm mdicated by pont C illustrated
how discretionary policy m ay produce a sub-optim al outtom e exhibitng an
nflationary bias. Sihce rational agents can anticipate the stategy of m onetary
authorities who possess discretionary pow ers, they w ill anticipate n& . H ence,
policy-m akers m ust also supply nflation equal to g In order to preventa fAll

n realoutputand a rise n unam ploym ent.

Herb Taylor (1985) consider the various outcom es that can arise In this
sort of gam e between m onetary authorities and wage negotiators. Suppose
fim s and workers In the economy agree on contracts goecifying low wage
hcreases. G ven the policy-m aker is w illing to pursue a high inflation policy t©

reduce unem ploym ent, w ith Jow wage ncreases already locked I, the policy-

15



m aker would have its chance. If Jabour m arket participants signed contracts
soecifying high wage nncreases for the year, again the m onetary authority
would be willing to un a high nflation m onetary policy In order to keep
unem ploym ent from rising above its natural level as w ould happen w ith a low

nflation policy.

T short, fim s and w orkers of the econom vy enter Into w age negotiations
w ith the realisation thatpursuing a high m oney grow th, high inflation policy is
the only tim e consistent plan for the policy-m aker to follow . They thus sign
contracts forhigh w age increases at the begining of the year. D uring the year,
the policy-m aker pursues the high m oney grow th policy that they expected, so
nflation com es in high.Unen ploym ent settles at its natural level. A sa resultof
the tin e Inconsistency of the optimal low Inflation policy, the policy-m aker
w Inds up creating an excessive rate of inflation even though its gains nothing

on the unem ploym ent front.

The possibility that policy-m aker’s mflation announcem ents can be tine
Thoonsistent led Bano and Gordon (1983) to analyse the properties of tine
consistent rates of nflation. They referred t© these as enforceable Inflation
rates which ram oved any tam ptation for the policy-m aker t© attem pt surprise

nflaton.

Again assume the economy is modelled by Lucas Surprise Supply

finction so thatw e can w rite output (Y) as

16



V=Y +a [l -TI7) G)

Letus nom alise the natural Jevel of expected outputat zero and set & equal

to 1l oo thatwe can rew rite (3) as
Y=~ TI¢ @)

It is assum ed that the policy-m aker has a target level of output, k, above
the natural Jevel, thus, k>0. To achieve this requires the lnducem ent of surprise

nflation. This is evidentw hen w e w rite the policy-m aker’s Joss finction as
1 2 b
Zy=—II7f + —(k-Y
e= e+ 3 ( £) 5)
Substituting for Y this is equivalent to

b
ME+>k-Tc-M¢) ©)

N
o
1

w||—\

The first term is seen as representing the so-called m enu or shoe-Jeather costs
associated w ith changing prices. The optim al rate of Inflation is zero I this
case since any deviation of Inflation from zero Inposes a cost! The param eter,
b, is the benefit param eter of generating surprise Inflation and takes a positive

value.

1.W e couldm odify the governm ent’s Joss fiinction so that it is of the form
1 *
Ze=— (-1 )2 +bk—T1.—~I1F)

The optin al rate of nflation w ould then be 1" mther than zero.

17



It is assum ed that the public form s expectations rationally before the
policy-m aker or govermm ent chooses the value of I, the policy instrum ent.

M Inin isihg the expected value of the policy-m akers Joss finction gives us the

discretionary nflation choice”
b
Hag = 7)
A gentsw ith rational expectations solve this optim isation problem so
b
ne==
2 3)
The output level of the econom y is thus
Y=0 ©)

The loss to the policy-m aker from  the discretionary inflation choice i’

Therefore, the loss will be greater the higher is the policy-m aker’s benefit
param eter and also the Jarger the target Jevel of output relative t© the natural

level.

2.W ith an optin alrate of nflation of ", the discretionary choice w ould be
Mg =241
al =5 F
Therefore, the discretionary choice reflects both the optim al inflation rate and the benefitparam eter.

3.W here the natural levelof output, Y" , isnon—zero, the loss the policy-m akerw ould incur is
@%:é[%)ﬂb&—y*)]

18



Equations (7) and (9) confimm the Kydland and Prescott finding of a
positive mflation bias resulting from a Jack of any pre-comm im entw ithoutany

affecton the level of output.

4 2 Enforceable Inflation Rates

Barmo and Gordon proceeded to analyse the properties of the lowest
enforceable mflation rate. To understend these properties Bano and G ordon
htroduce the concepts of tam ptation and enforcem ent. The fom er is am easure
of the gains a policy-m aker can derive from reneging on a policy announceam ent
and is consistent with the Kydland and Prescott analysis. The concept of
enforcam ent is a m easure of future reputational costs In posed by private sector
agents associated w ith reneging in the cunrentperiod. To understand both these
concepts let us understend why a zero inflation mile is not enforceable,

although w e know thatthis is the dealrule.

A ssum e the govermm ent announces a zero nflation policy and that the
public expects zero Inflation. The govermm ent would face the expected cost

fimction:

1
E[Zt]=—H§—£(k—Ht) a1i)
2 2

If it then proceeded t© mnimise (11), this would yield the discretionary

inflation choice, g .This causes output to rise above its natural level

19



The costof this ‘cheating’ nflation policy is

cheaty —

2 e, = = [2)" = bK]
2 2 43

If the policy-m aker had continued w ith the policy announcem ent of zero

inflation the costs of Inflation w ould have been*
Zosle, = %bk (14)
Therefore, there exists a positive tam ptation t© renege on a zero Inflation mile.
Tan ptation can be expressed generally as:
EPe = Zpyle ~ Zcheat, @a5)
The tam ptation t© renege on the zero mflation mile is therefore

1 bo
tempt=5( ) (16)

N | o

A tthispointBano and G ordon note thatw e have ignored any future costs

associated with today’s inflation choice. By htroducing reputation mto the

4 .W ith a non—zero optim al rate, the costof reneging on the zero inflation policy announcem entw ould
e
l b 2 *
Z =—-—[=)"+ bl —bk]
cheaty 29
w hile the costof continuing w ith this announcem entw ould be

1 *
Zne, = bkt (1 1
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equation we can lim it the degree of nflation bias as m easured from the ideal
mule or optim al inflation rate. To do this it is assum ed that if the policy-m aker
cheats n period t, In period 1 the public will expect the discretionary
nflation choice. Therefore, the enforcem ent cost is essentially higher future

nflationary expectations.

Cunent enforcem ent costs are the discounted value of the difference
betw een the costs of having to follow the discretionary choice nextperiod and

the costs of continuing w ith the mule.W ritten m ore form ally this is

enfe = q(Zdjstﬂ B ZruletH ) €7)

w here g is the discount factor.

Tn the case of the zero Inflation mile, the expected enforcem entcostsw ould be

enfy =g

N |-

b
e a8)

Therefore, provided that there is som e discounting of the future, enforcem ent
costs w i1l not ensure that the zero mflation mule is credible. O nly if there isno

discounting of the future w ill zero nflation be enforcesble?

5. W ith a positive optinal nflation mte tEmptaton and enforcem ent with the zero inflation
announcam entare

1 b o
tempt=5[(5)2+bl_[ + 017 %]

1 b *
enf=g=[=)? - 17)?]
2 2
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To find the best enforceable mile (the low est enforceable mflation mte)
one needs to equate tam ptation w ith enforcem ent and solve for IT . D enoting
the best Inflation mile as 1, , we first calculate tam ptation, where this is the
difference In cost when I, is expected and delivered and when I, is

expectad but the discretionary choice is pursued. Tam ptation can be found to

be

The enforcem ent costs associated w ith reneging In this period and facing
the discretionary inflation choice nextperiod, rather than contnually pursuing

the mle are

2

enfe = g= (£)? ~ Mpeg) 0)

N |-
v To

Tw o solutions are found in equating tem ptation and enforcem ent

best ~ o1)

T
Q

|
v o N o

H
+
Q

Provided 0<g<1, then the bestenforceable rule is found to be

Therefore, tam ptation is greater than w hen the optim al Inflation rate is positive. This is because m ore
surprise inflation is generated and because the policy-m aker’s optim al inflation rate is positive.
Enforcem entcosts are am aller, again because the policy-m aker’s optin al iInflation is positive.
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This is a w eighted average of the deal mile (the optim al mflation rate) and of
discretion. A higher discount factor @ lower ) leads to a higher best
enforceable nflation mile. Less discounting of the future reduces the value of
the best enforceable mflation mle sihce enforcament costs have greater

In portance.

The best enforceable Inflation rule is simply the low est deliverable and
credible inflation announcem ent. However, we can drew further on the old
political m acroeconom ic literature t© consider the effect of politics on the
Inherentam ountof inflation n the econom ic systam . If one accepts the pram ise
that a govemm ent is prone to attempt preelection expansions as mn the
N ordhaus m odel then there are tw o com plam entary effects mfluencing the best
enforceable mile. Firstly, w e m ay expect the benefitparam eter, b, to be affected
by the position In the electoral cycle. I the N orxdhaus m odel we have pre-
election boom follow ed by postelection shim p. Translatng this to the Bamo-
Gordon fram ework infers that the govemm ent’s benefit param eter would

hcrease over the course of the electoral cycle.

The second com plam entary effectarises from the Inpactofthe time to an
election on the discount rate applied to future mflation costs. This too is a
central concem n the N ordhaus m odel since an expansion from an mitally Jow

hflation rate, rather than a high rate, has a positive In pact on votes. Tn the
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context of the Bano-G ordon m odel, the question is whether the gains from
surprise Inflation today outweigh the future cost of higher inflationary
expectations. H ow ever, this concem decreases the closer the govermm ent is too
an election. In thisway the benefit param eter and the discount rate applied to
future enforcem ent costs both w ork to ncrease the low est enforcesble nflation

rate or low est tin e consisEntmate.

The old political m acroeconom ics identifies an in portant exception to the
proceeding analysis In the case where govemm ents raman popular and
expected to w In the election. The concept of electoral security was central t©
the Frey and Schneider (1978) political business cycle m odel. They recognised
the need to m odel sim ullanecusly the tim Ing of elections and a govermm ent’s
re-election probability. Therefore, when we m easure electoral security, it is

perhaps necessary t© use a w eighted popularity ndex. The weight would be

dependenton the tim e elapsad In an election period.

The political bushess cycle literature mfers that electoral security m ay
affectboth the necessity to generate surprise inflation and the costs of so doing.
Unlke the early Nordhaus political bushess cycle model, politcal
m anipulation n the Bano-G ordon fram ew ork has future reputational costs. The
begning of a new election cycle does notnecessarily m ark a fresh start fora
govermm ent. Econom ic reputations carry over and do notrecognise the artificial
boundary Inposed by an election as suggested by Nordhaus. One election

period isnotseparate from another.
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The Bano-Gordon fram ew ork suggests that if the setting to the policy
nstrum ent 1T is delegated t© a m ore Inflation-averse agent then the inflation
bias can be reduced. If one in agines a suitably constituted central bank who
derives no utlity from generating surprise nflation, then effectively their Joss

fimction can bew ritten as
1
7. = ?ng @3)

W ith a zero benefit param eter the discretionary nflation rate becom es the

optin al nflation rate, which m this case is zero.

The sam e considerations that apply t© the benefit param eter could also
apply t© the optim al rate of Inflation. Policy-m akers could be seen as m ore or
Jess Inflation averse depending upon the opportunistic factors dentified above.
A more opportunistically mclined policy-m aker could be seen as mferring a
higher optim al nflation rate, thus further ncreasing the discretionary mflation
choice over and above that mplied by a larger benefit param eter. Smce
nflation bias ism easured betw een the discretionary and optim al mflation rates
the m agnitude of nflation bias is ndependent of the optim al nflation rate.
Therefore, should w e allow both the benefitparam eterand the optim al mflation
rate t© vary over an election period In accordance w ith political opportunian ,
only the benefitparam eterw ill affect nflation bias. H ow ever, both variables go

to determ e the actual rate of mflation.

4 3 The Partsan M odel
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Alesina (1987) saw that the in portance of politics could be incorporated m ore
explicitly nto the Baro-G ordon fram ew ork. Rather than considering the in portance
of opportumnign he concentrated on the ideological agpect of policy-m aking . H e argued
that both the benefit param eter and deal nflation rate could reflect the LeftR ight
din ension often observed In politics. He m odelled the party of the Left as having a
higher optim al rate of mflaton than its rightw Ing counterpart. H e justified this on the
grounds that the Jeftw Ing party is m ore w illing t© finance governm ent expenditures

through m oney creation and is Jess nflaton-averse than the rightw ing party .

I the case of the benefit param eter, the value for the leftw ing party is denoted
as, by, ,which is greater than that of the rightw Ing party, bg . h order to sin plify the
analysis w e w ill contnue to assum e that the optin al inflation rate, regardless of party—
type, is zero. This does not affect the conclusions since all that is required is for the
discretionary inflation rates of the parties t© be different. This can arise w ith different
benefit param eter values alone. To the extent that the optim al rates of inflation for the

tw o parties are different this w il sin ply m agnify the results.

The econom v is again m odelled according t© the New C lassical supply function
n equation @).The mahn difference is that there are now tw o policy-m aker types so
that equation () is replaced by two Joss functions. Equation 5’ refers t© a leftw ing

policy-m aker () and equation 5” t© a rightw g policy-m aker R )

1 2 by
7. =—II2 + —= k-Y,
L =S Het = koY) 5
1 2 by
ZRt —EHt +7 (k_Yt) (5/:)
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where by, >bg .

Substituting for Y+ T equation @), we obtain

Zr :%HEJr 2L g1, - T19)

: 2 6"
_ 1.2 I e

W ith two policy-m aker types there exist two discretionary flation choices.
M nin isng the expected value of the each policy-m aker's loss fimction gives the

discretionary choice forL and R respectively

My, =—% 4)

@5)

Sice by, > by , the discretionary inflation choice w ill alw ays be higher for the left
w g party than for the rightw g party 6 The difference sinply reflects the benefit
param eters. Alesha (1987) refers to this difference as a measure of politcal

polarisation.W e can represent this polarisation, 9 , as

6. If the optinal mtes for L and R had been I} and Iy respectively, where I} >I1g , the
discretionary choicesw ould be

b, .
2
b *
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1
q=— b ~r) 26)

This polarisation is greater if there is any difference i the policy-m akers’ optim al

flation rates./

Election result uncertanty is fimdam ental t© the m odel. A fier the election the
nflation rate w ill depend upon the political party (policy-m aker) elected. The public
are assum ed t© know the Inflation preferences of the tw o politcal partes. They also
have inform ation from opinion polls about the probability of each party w Imng the
election. For smplicity it is assumed that the probability of election success is
exogenous. Party L ws w ih probability P and Party R with probability (1-P).
E Jection resultuncertamty is a crucial concem for those contracts negotiated prior t©

the election that then run nto the new election period.

Election result uncertainty allow s the inflation rate chosen after the election by
the successfiil party to differ from expected nflation. W e can w rite expected inflation

for the postelection period as
Moe = PIE + (- PR @7)

Smnce the public solve for each policy-m aker's objpctve finction, w e can substtute i

from equations 4) and (25)

M5osc= )+ 0= P) ) 28)
l * *
7. q=ECbL_bR)+ 1y, —TIg)
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If the leftw Ing party is elected then postelection outputis

_ e
Y o = Ho ~Tlpos

Ppost

1
YL :EQ_P)GQL_bR) @9)
w hile if the rightw Ing party is elected, postelection outputis

_ e
Yr o = TIr ~Hpos

Ve, =Py -by) 60)

Post

This iInfers thatafter an election, assum g som e election resultuncerainty, there
w 11l be an expansion or contraction In output depending on which political party is
elected. If the leftw Ing party is elected, inflation w ill be higher than expected shce
som e w eight is placed on rightw ing success. The resultw llbe an expansion in output.
The Jess Tkely the result, the an aller is P and the greater is the postelection expansion
T output. If the rightw Ing party is elected, inflation w il be Jow er than expectad and
the resultw ill be a contraction In output. A gain the m ore unlikely the result, the Jarger

8P and the Jarger is the postelection contraction 1 output.

Tt can alwo be seen that the Jarger the difference betw een the benefit param eters
the greater the expansion or contraction . G reater political polarisation stam s from an

ncreasihng difference between the discretionary inflaton choices. G reater political

1 I}, = I , thisw ould collapse to equation 26).
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polarisation Increases the in portance of election resultuncertanty on the output in the

economy 8

Once allw age contracts are negotiated on the basis of the actual party orpolicy—
m aker In pow er, output or unem ploym entw ill retum t© their natural Jevels. H ow ever,
the tin e consistentrates of nflation for the tw o partesw ill alw ays differ so Jong as the
benefit param eters differ. Therefore, w hile mflation w ould contnue t© be higherunder
the leftw Ing party for the ram ainder of the election period, outputand unan ploym ent

would be at the natural Jevels, regardless of party .

T order to m ake the com putation of the variance of inflation and output easier
wew ill follow A Jesha and Gatd (1995) and m ake a few sin ple assum ptions w hich do
not affect the general conclusions of the model. W e chall assum e that an election
period concides w ith the length of a wage contractand w ith the term in office. Thus,
expectations are form ed, elections take place and the party of governm ent chooses
nflation. This pattem is repeated I every period. Th this case, the postelection term is
one period only . Therefore, output contnually reflects the m portance of election result
unceranty and is at its natural level only when this unceramnty is ram oved or the
degree of political polarisation is zero . The variance of inflation and outputw ould be

scaled dow n proportionately if additonal postelection periods w ere ncluded since in

8.W ith optim al nflation 1ates, I1;, and Iy , postelection cutput forL, and R respectively is

post

post
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these additional periods output would be at its natural level and expected nflation

w ould be equal to actual nflation.

G iven our assum ptions, expected outputw ould be
YE=P g, )+ (- PR ) 61)
Substituting from 28) and 29) we find

Yte= 0 (32)

W e can find the variance of output

~ 1 2
Var(Y)—P(l—P)[E(bL_bR)] 33)

The variance of output thus reflects the degree of political polarisation 9 If the political
partes w ere dentical then the result collapses to that In the B ano-G ordon m odel, such
that the variance of output is zero. If this w as the case then election resultuncertanty
would be nelevant and output would be at its natural level. W here the partes are
different, the degree of difference and the uncertainty of the resultare In portant. If the
election resultwas a foregone conclusion then it would notm atter that the polidcal
parties w ere different shce fully nform ed, ratonal agents w ould be able t© solve the

optim isation problan and expected nflation w ould equal actual nflation.

9.W ith optin al inflation rates, I1;, and My ,

1 *
Var(y )= P (- P)l——(by - bgp)+ (I, - Il )]
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G en equation 27)w e can show thatthe variance of mflation is equal to

1
var(l)=P - P)E by, ~ g )T 6a)

and thus is equal t© the varience of output. Agamn politcal polarisation and the

uncertainty of the election resultcan be seen o affect the variance of inflattion 10

Alesna’s model thus dem onstrates how deology can affect inflation policy.

Furtherm ore, it allow s one t© m odel a partisan political business cycle w ithin a new

classical fram ew ork.
4 4 TheRogoffM odel

One m ajpr draw back of the fram ew ork used by both Barro and G ordon (1983)
and A Jesna (1987) is that itdoes notallow for shocks to hit the economy. W ith one
policy-m aker type the variance of output and inflation in both m odels would be zero.
By cluding a random shock term , Rogoff (1985) is able to show thatw hile handing
m onetary policy t© an independent central bank reduces nflation bias this could be at
the expense of Increased output voladlity . Rogoff dam onstrates how a policy-m aker
could choose an Independent agent w ith a Jow er benefit param eter and yet increase
their own w elfare. W hile this would result In a Jow er average inflation rate and low er
nflation variance, the econom y’'s output variance w ould be greater despite the average

Jevel of outputram ainng at its natural Jlevel.

10.W ith optim al inflation rates, 11;, and Iy ,

1 * *
var(l )= P (1= P)l=—(by - by )+ (M5 - I 512
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To show Rogoff’'sman resuls we present the sim plification offered 1 A Jesna
and Gatd (1995). The economy is modelled as In eguation @) except that an

dependently and dentically distributed shock term , €t , is mtroduced. This has a
zero m ean and variance, s2e . Therefore, w e can m odel the econom y as:
_ e

The policy-m aker’s Joss finction ism odified from (5) t© allow for the shock tem t© be

significantand can thus be w ritten as:

1 2 b 2
Ze= M+ — (= V) 36)

Substituting in from equation (35) thisbecom es:

A gain econom ic agents are assum ed to form expectatons first, this is follow ed
by the shock, before the policy-maker chooses the policy nstument, I1 . The
discretionary Inflation choice of the policy-m aker nvolves taking the first order

condition of 37) and solving for 1§ . The nflation choice is: 11

M= bk-— e = bk-——1)
= — e.= — e
c 1+b = 1+b °© 38)

w hile the expected inflation 1ate is

11.W ith the natumal level of output, Y* and optin al nflation rate 11°, the discretionary nflation mte
would be
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I1E =bk 39)

The policy choice again Iwolres an Iflaton bias, bk, since the optin al or deal

er ). The Inflation

mlewould be zero flation. Tkalwo Ivolves a stabilisation term (lfb

choice w ill be greater the Jarger the benefit param eter as was found by Barro and
G ordon. Therefore, one could use the old political m acroeconom ics In the sam ew ay as
was applied o the Barro and Gordon fram ework. However, we can now makes
nferences relating t© the variance of inflation and output as well as the levels of

hflation and mflaton bis.

The variance of mflation can bew ritten as

b
Var(l)=Vark)+Vart——-e)
1+b

@0)
G iven the values of band k are fixed and E €)=0
b 2 2
varl)= —-)"se 41)
W riting thisas
1 2 2
Var(l)= ———)°s
1+ @/b) € @2)

w e can see readily thata higherbenefitparam eternotonly Jeads t© higher inflation but

m ore variable nflaton.

Me=bk-Y )+~ -

e
1+b °
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By substtuting for 1 and IIf nto (35), we find that outputl2 and expected

outputare
v = 1
e e 3)
Yo =0 @4)

Therefore, average output is its natural Jevel. The benefit param eter does not affect

average output. Since, the variance of outputis

1 2
Var (Y )= 1+or S: -

a higherbenefitparam eter actually reduces the variance of output.
A summ ary of these results from the Rogoffm odel is shown in Table 1.

Table1l: Summ ary ofR ogoff'sR esuls

12.W ih the nattral levelofoutput, ¥* and optin al inflation mate I1°, cutputw ould be

*
Yo=Y + ¢

)e
1+b ©
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V ariable Value
I1 b
t bk — et
1+ b
HE bk
Y, 1
e
1+b °©
vS 0
Var (1) b 2 2
——)°s %
1+b
Var(Y) 1 2
2 S e
1+ b)

A key question posed by Rogoff was whether a policy-m aker can gain by

handing-over nflation policy to an dependent central bank w ith a different benefit
param eter n the Joss fiinction. Tt is assum ed that the agentw ould be chosen first and
then the tin Ing of events would be as before. O ur concemn is the value of the benefit

param eter thatw ould m Inin ise the expectad Joss of the policy-m aker. W e shall denote

this particular benefit param eter as /1; .G wen that the Independent central bank w ould
face the sam e optim isation problem as previously solved for the policy-m aker, the

above solutions for outputand nflation w i1l feed nto the policy-m aker’s Joss function,
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butw ith 5 matherthan b .The policy-m akerw ill then m inin ise their Joss fimction. W e

can w rite the optin al choice for the policy-m akeras

A 1 A 1
minE (L (b,b) = E [= (bk - b/\et)2+£( —er— k)7 ]
2 1+ b 2 141
4o)
The solution to this gives
AN /\3
N b+ Db
b+ a4 ) =Db
o 2 @)
e

Stceboth b and b are asamed o be positive, the policy-m aker can actually gam
w elfare from delegating nflation policy t© an ndependent central bank w ith a lower
benefit param eter. C onsequently, the bank would be m ore mflation-averse than the

policy-m aker.

A
An inportant In plication of Rogoff’s result is that sihhce b< b, both expected
nflaton and inflation variance w il be Jow erunder delegation . H ow ever, w hile average
outputw 11l ram ain at its natural level the variance of outputw il be higher. These can

be seen by Ispection of Table 1.
4 5 Gann withoutpamn?

Alesha and Gatd (1995) challenge Rogoff's theoretical finding that an
dependent central bank necessarily m eans an ncrease n outputvariability 1 reducing
nfladon and nflation varability. They pont t© enpircal work by Alesha and

Summers (1993) which, for a selection of OECD countries, finds no rlatonship
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betw een the dependence of the central bank and output variability . This can be seen
from the diagram below which is constucted from the data used by A lesha and

Summ ers.
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Centralbank independence

The theoretical underpining as to why central bank independence does not
ncrease outputvariability centres on the sources of this varability . The R ogoff m odel
concentrates only on econom ically induced variability from exogenous shocks, which
m onetary policy could then attem ptto stabilise for.H ow ever, A Jesina and G atd (1995)
alo perceive there t© be a politcally mduced varability. n fact, this is a very
particular source of variability basad on A Jesiha’s earlierm odel (see A lesha (1987)).

The varability is thus the uncertainty about the future course of m onetary policy
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arising from political com petition betw een tw o partisan policy-m akers. E Jection result

unceranty then nduces a partisan bushess cycle.

Alesha and Gatd modify Alesha’s model by adding an hdependently and
Yentdcally distributed shock term , e , t© the model the economy. Therefore, the
economy is modelled as n eguation (@5). There are again two policy-m aker's or

political parties. The respective Joss functions for the lefew ing @) and rightw hg R )

parties are
_ 12 by 2
1 br
7 =EH§ +=t (v, — k) “9)

where by, >bg >0 |,

Ihflatonary expectations are form ed before the election and w ages set. A fler the
election, the shock e occurs and the policy-m aker chooses the mflation mate. It is
assum ed, as In the earlier A Jesham odel, thatParty L w lnsw ith probability P and Party
R with probability (1-P). The probability of electon success Is exogenously given.
Therefore, expected Inflaton can bew ritten as

e_ e _ e
IT —PHLt+ 1L P)HRt 50)

To sinplify matters itw i1l be assum ed that the election period is equivalent to the

Jlength ofw age contracts.
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Taking the firstorder condition w ith respectto I forparty L and R respectively

gives
_ Dby,
e, = 1+by, flerioed 1)
_ by e
lg = T+ bn [If+k-et) 52)

Taking expectations of (1) and (62) and substtuting nto equation 60),we find

e Plr-br)+by @by,
~ O+bp)- Py —by) 53)

Substituting equation (63) nto equations (1) and (52) gives us the regpective nflation

policies of Party I and Party R

br, 0+bg) by,
I1; = k- ¢
" (+bp)- Pl —bg) 1+ by, e o4)
br A+5y,) br
Iy = k- ¢
% Q+by)-P oy, —bg) 1+ bg et 53)

Tt therefore, follow s that if Party L is elected outputw illbe

(1-P)lor, —bg) 1

k+ ¢ e

T b -Plp—bg) 1+ 56)

Y1,

and if Party R is elected outputw illbe

P (o, — bg) 1

YR = k+ ( )et

£ eb)-Plop-br)  1+bp 57)

40



Therefore, the expectad value of outputis
YE=PYf + (- P)¥g =0 58)

The subsentve theoretical developm ent follows from the eguations for the
variance of nflation and output. These w il be seen t© com prise an econom ically and
politically nduced com ponent. The variance of output is found o be

— — 2 —
P P)(bL bR) k2+r P + 1-P 192

(4D )- Pl —bg)P  (+b )2 (+bg)?

VAR (Y)=E ()’ =

59)

The first term  reflects politically duced varience because of election result
uncertainty. If, P=1 or P=0 electon result uncerainty is ramoved. If b, =bg =0
that the tw o policy-m akers collapse t© a sihgle type then election result unceranty is
aga ram oved. Tn both cases the only variance arises from  the exogenous shock term |,

ec . This htterterm  increases n significance the Jess both partiesw ish t© stabilise.

The variance of mflation is found © be

VAR (1) = P @1, -T2 + (- P) (1 —TIE)?

B 2
PA—P)(, —bg) 2k2+[P{bL )2+(]__P)EbR 2152
[A+Dp,)—P oy, —bg )l 1+5r, 1+bg

VAR (1) =

©0)

Agan the firstterm reflects politcally nduced variance, w hile the second term  reflects

the exogenous shock.
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AJesha and G attd conclude that an dependent mflation-averse central banker
does notnecessarily Jlead to greater output variability . This is because the variance of
both outputand mflation com prise a political and econam ic elam ent. Therefore, n the

current context consider the outcom e of both policy-m akers appointng an dependent

central banker w ith som e benefit param eter, b .Asame that b is chosen before

expectations are form ed and thatelections then follow .A flerthe election € isrealised

and finally the central banker chooses the rate of nflation.

The outcom es from apponting an hdependent central banker are then egquivalent
o those from the Rogoff m odel. The difference is then in the com parison w ith the
scenario of a politicised central banker. O ur benchm ark is now those outcom es from
the A Jesina and G attd partisan m odel. The outcom es from  a dependentand ndependent

central banker are summ arised 1 Table 2 below .

Table 2: Econom ic O uttom esand C entralBankers

D ependent Independent
Hg P(bL_bR)+bR(l+bL)k /:k\)k
QA+ by, )— P, —br)
¥ 0 0
VAR (Y) 2 1
P(-P - P 1-P 2
0= P)r ~br) 2]<2+[ =+ 2]32 AZSe
[A+bp, )= P, —br)l L+br,) L+Dbg) +Db)
var D PL-Plo,~kx)f 2. ., b 2 By 2.0 .
K+ [P =) + (- P) ——)*]s2 b o,
[+1y,)~ Py, ~bg )P 1+hy, 1+by ——)s_
1+ b
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Table 2 shows that an ‘appropriate’ choice of 5 can deliver both a Iower
expected nflation and a lover variance of inflatdon. H ow ever, the significant result
highlighted by A Jesina and G atid in Table 2 is thatan dependentcentral bank doesnot
necessarily nfer greater output variability as concluded by Rogoff (1985). A Jesina and
Gattd argue that “the variance of output can easily be larger than the variance of
outputw ith an independent central bank” (1995, p. 199) 13 If the two partes were

dentical, then the difference betw een the dependent and independent central banker

scenarios w ould depend upon the degree, if any, t© which b< b, =bg .W ih dentcal
partes, the politics dissppears and we are left simply with the noton that the
dependent central banker is m ore Inflaton-averse. N evertheless, as the difference
betw een the benefit param eters of the tw o policy-m akers increases, the in portance of
the political variance also increases. For a sufficiently Jarge difference between the
benefit param eters, the political term dom nates. In this case, the variance of output

w ith an Independentcentralbank w ould be ‘significantly low er’.

5.C onclusions

The paper surveys the new politicalm acroeconom ics w hich has developed outof
the new classical m acroeconom i revolution of the 1970s. Tk has made inportent
contributions to the debate about the delegation of m onetary policy and the degree of
political and econom ic ndependence of central banks. However, we began by
ntoducng the old political m acroeconom ics and the area of political bushess cycles.

The ‘old’ school suggest that governm ents are able t© create opportunistic or partisan

13 . talic em phasis is that of the authors.
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bushess cycles and perhaps even both. By htroduchg the political bushness cycle
schoolw e show how it is possible t© better transfer som e of the characterisations of

governm ents’ objpctive fnctions over to the new politicalm acroeconom ics.

The new political m acroeconom ic m odel of Kydland and Prescott (1977) is
opportunistc n nature. H ow ever, unlke the N ordhaus m odel (1975) from the ‘old’
school, no bushess cycle an exges. stead, opportunign in the K ydland and Prescott
model results N excessive Infltion or inflation bias. Therefore, although the
governm ent Inherits the m edian voter's preferences, when the econom ic constraint is
mposed this voter, like others, acts n such a way that the goverrnm ent is unable t©

trade-off nflation form ore output. The result is higher mflation forno extra output.

The Banro and Gordon (1983) m odel considers whether the inportance of
reputation t© goverm ents reduces the inherent am ount of excessive mflation. Its
form ulation allow s one to draw on deas from the political bushess cycle literature.
Tdeed, A lesha (1987) has used H Iobsian objctive fimctons from which itiseasy to
show that the degree of mflation bis is party-dependent. This results from  the
characterisation of lefrof-centre governm ents as placihg relhtive more weight on

outputthan mflaton than rightof-centre governm ents.

One can take the dea of the Inflation costof extra ocutputand argue that that the
wlerance to this cost s dependent upon a govermment's electoral security.
G overnm ents m ay be m ore wlerant to the nflation costwhen they are unpopular or
close t© an election. In this way one can use the concept of opportunism m ore
explicitly when analysing the effecton inflation bias. An electorally secure goverm ent

may be less wlerant of the mflation cost and Jess willing to discount future costs
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resulting from the Jost credibility of generating surprise mflation today . Therefore, by
draw Ing on the w ay that opportunisn is portrayed 1n the old political m acroeconom ics

one can further explore the determ nants of nflation bias.

The paper concludes by surveying the new political m acroeconom ics for an
answ er as to w hether the esablishing of an ndependent central bank offers all gan and
no pain.Rogoff (1985) suggests that there exists a credibility-output varability trade-
off. By delegating m ocnetary policy to a m ore flation-averse body one has to accept
higher output variability for any reduction i Inflation bias. M otvated by an pirical
evidence thatoffers little support for the credibility-outputvariability trade-off, A lesna
and G atd show thatan dependent central bank m ay orm ay not ncrease a country’s
output variability. The answer appears t© depend upon the degree of politically
nduced variability rehtve t© econom ic duced variance. If the former is more

In portant then an independentcentral bank w ill reduce outputvariability .
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