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Abstract

Rogoff, 1985, suggested that central bank hndependence would lead to lower
nflation but greater output varability. A lesha and Gattd, 1995, dem onstated
Rogoff’'s work was partal by only considering econom ic sources of output
variability. By including political factors, circum stances could be identified when
making a central bank hdependent could reduce both mflation and output
variabiliy. Th EM U , how ever, there is no choice about central bank ndependence.
Starting w ith a review of the analysis presented by A lesina and G attd, this paper
suggests national fiscal policies could also be a source of politically-induced output
variabiliy. It rentemprets the analysis of Alesha and Gatd and identifies
circum stences when the Stability and Grow th Pact could help to reduce output
variability n EM U .
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Introduction

One of the concems with having monetary policy mmplamented by an
Thdependent central bank is the possible in pact such policy delegation could have on
the real economy In general and output varability in particular. Rogoff (1985)
show ed how the delegation ofm onetary policy to an lndependentcentralbank would
result n higher output varability despite an unchanged average level of output.
A Jlesna and Gattd (1995) develop this analysis by identifying tw o sources of output
variability which we m ay dentify as econom ically-sourced and politicall/-sourced.
Rogoff focused on the first but A Jesina and G attd, by adding political uncertainty
nto the analysis, show how output varability m ay be reduced by the delegation of
m onetary policy t© an lndependent centralbank.

The presentpaper sum m arises the results of A Jesina and G attd and show s how
the Rogoff results are a special case of thelr analysis. It then takes as given a
country’s manbership of Econom ic and M onetary Union EMU). Ik therefore
accepts the delegation of monetary policy to an mndependent central bank (the
European Central Bank or ECB) as given. Th addition to countres delegating
m onetary policy t© the ECB, they have also agreed upon The Stability and G row th
Pact (SGP), which places a 1lin it on national fiscal deficits of EM U m am bers. Tt is
then argued using the analytical fram ew ork developed by A lesha and Gattd that
outputvariability m ay e Jow erw ith the SG P than w ithout it.

TheResultsofRogoffand A lesiha & G attd

Rogoff (1985) dam onstrated how handing m onetary policy t© an ndependent
central bank could reduce mnflation bias but at the expense of increased output
volatlity . Y etby delegating the control of m onetary policy to an agentwho ism ore
hflation- averse than them selves, a policy-m aker Increases theirown w elfare. W hilst

this would result n a Jow er average inflation rate and low er mflation variance, the



econom y's output variance would be greater degpoite the average level of output

ram ainng at the natural rate.

A lesna and G atd argue that not only can shocks to an economy generate
output variance, but so can political factors. If there is uncertainty over the result of
an election and if two parties assign different values to the relative benefits from
stabilisation and mflation-reduction, a further source of varability in output is
dentified. This additional source of variability results from a particular sequence of
events. First, wage bargahners set wages at the begiiming of a period before an
election is then held and when the outcom e of the election is stll unknown. The
elected party then sets inflation, but the uncertainty over the election and which
party would be com Ing to pow erm eans that actual and expected inflation diverge.
This is because In setting wages, econom ic agents had given som e weight to the
Iikely mflation underboth partes n determ ning w hat they expected future Inflation
to be. I the sinplest form of the m odel, we assum e that elections are held every
period and w ages are setbefore each election.

Both models are New -C lassical and are represented by a Lucas Surprise
Supply Function . A dditionally, how ever, random econom ic shocks are allow ed to hit
the economy and are represented by an Independently and identically distrbuted

shock term , €t . This has zero m ean and variance, s2e . Therefore, w e can m odel the

outputof the econom y attim e tas:
e
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where . and n¢ are the actual and expected rates of inflation In period t. Further,

both m odels assum e a Joss finction 7 ; forpolicy-m aker iof the form :
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where k is the arget Jevel of output of all policy-m akers, which is assum ed t© be
greater than the natural level of output, and Y is the actual level of output. by is the
benefit param eter for policy-m aker 1 and is the relative w eight attached t© output
stabilisation as opposaed to nflation.

R ogoff refers to only one policy-m aker type but, follow Ing A lesina and G attd,
w e can dentify a leftof centre party (L) and a ridghtof centre party R).W eassum e
L places greater In portance on stabilisation over inflation-reduction than R . The two
parties thus have different benefit param eters o, and by, with 0 < by < Iy, . Thatis to
say, the left of centre party perceives a greater benefit from surprise nflation than
the right of centre party, as that in plies greater efforts are golng Into stabilisation,
w hich is the (=latvely) preferred policy choice of L . Ifm onetary policy is delegated

to an ndependent central bank, their benefit param eter w i1l be chosen as b .In the
Rogoff model, with a sihgle policy-maker type with benefit param eter b, it is

optimum for the policy-m aker to delegate such t'hatl;<b .W ith A lesha and G attd,

weasame b< b, <b, .Theresults of bothm odels are summ arised In Table 1:
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P is the pmwbability of an election victory by L (1-P being the probability of R
w Imning). The results shown are from the A lesha and G atd m odel. The variance
term s for output and inflation under a dependent central bank and politicised
m onetary policy-making have two elam ents. The first is the politically-sourced
variation and the second the econom ically-sourced variation. By m aking the central
bank independent, the electoral considerations are ram oved . The differences betw een

by, and by are ram oved and the benefit param eter becom es b the param eter of the
hdependent central bank. The effect of this is to ram ove most elam ents of the
formulae n the left hand colimn and the equations collapse to those In the right
hand column.

The equations shown for an mdependent central bank are therefore equal t©
the R ogoff results, that is to say Rogoff is a special case of A Jesina and Gatd. An

‘appropriate’ choice of b can deliver both low er expected mflation and a lower
variance of inflation. How ever, the significant result highlighted by A lesina and
G attd is that an ndependent central bank does not necessarily infer greater output
variability than with a dependent central bank, as concluded by Rogoff (1985).
A Jlesna and G attd argue thatw ith a dependent central bank “the variance of output
can easily be Jarger than the variance of outputw ith an dependentcentrallbank” (.
199). If the two partes were dentical, the difference betw een the dependent and
hdependent central banker scenarios would depend upon the degree to which
b<b, =by .W ith dentical parties, the politics disappears and w e are left sim ply w ith
the notion that the Independent central banker ism ore Inflation-averse.N evertheless,
as the difference betw een the benefit param eters of the tw o policy-m akers Increases,
the Inportance of the political variance also Increases with ncreased political
uncerainty . Fora sufficiently Jarge difference betw een the benefitparam eters b, and
by, the political term dom mates. h this case, the variance of output with an
Thdependent central bank would be ‘significantly Jow er’ than that prevailing w ith a
dependent central bank, w hose policies w ould be determ ined by w hicheverparty, L

orR , thatw as in pow er.



EM U and the Stability and G row th Pact

The work of Rogoff and of Alesnha and Gatd, outlned above, relates
soecifically to the case of a single country and the In pacton the outputvarability of
that country having a dependent or independent central bank. The conclusion of
R ogoff is that such policy delegation w i1l Jead to greater output varability . A Jesina
and G attd, how ever, suggest that R ogoff’s analysis was partial, by exam ining only
econom ic factors that could generate variabiliy T output. By Including political
factors as well, the move t© an Independent central bank may reduce output
variability .

The situation under EM U is, how ever, rather different. Th particular, there is
no choice about whether or not to have an ndependent central bank. This in plies
sin ply that, other things being equal, the Independent central bank outcom es shown
n Table 1 are those thatapply In EM U . Ihtuitively, how ever, this isnot the case, for
a num ber of reasons. First, there is the difference created by having an mtemational
setting . R ather than having nationalm onetary policy decisions and national electoral
considerations, there isnow an intemational Euro-w ide setting form onetary policy .
W ith an ndependent central bank there are, as already dem onstrated in the national
setting, no politcal nfluences on thatm onetary policy —all varation com es through

econom ic factors only.

C ontrasting w ith European m onetary policy, how ever;, is national fiscal policy
and the potential nfluences dom estic political considerationsm ay have for that. The
existence of the Stability and G row th Pact (SGP) indicates concem over possible
negative spillovers for the m onetary policy decisions of the ECB from national fiscal
policies. G ven the ramoval of mtraEurm exchange rates and the delegation of
monetary policy t© the ECB, the man economic tool retamned by national
govermm ents is fiscal policy. To the extent that national authorities can generate

nflation through their fiscal policies, via the in pact on aggregate dem and, a further



source of variability in output can be identified. Thus, degpite the presence of an
Tndependent central bank politically lnduced variance stllm atters. The ECB protects
m onetary policy from dom estic party-political considerations, but does not do the
sam e for fiscal policy .

The presence of the SGP can be seen as an attem pt to try to ensure national
fiscal policies do not com prom ise the m onetary policy stance of the ECB . To the
extent that national authorities pursue expansionary and mflationary fiscal policies,
the ECB must pursue a tighter m onetary policy in order to achieve a particular
hflation rmate. Follow ng on from the previous section, it is thus a question of
w hether or not the presence of the Stability and G row th Pact (SGP) is capable of
reducing output variability below the level pertamning w ithout its existence. This
In plies that A Jesiha and G atti w i1l becom e a goecific case of a m ore generalm odel
stll, which t@kes an Independent central bank as given, but mcorporates fiscal
policy . Th thism odel, n addition to the econom ically-sourced outputvarability from
the exogenous shock, there could be a shock to output from political sources, asw ith
A lesna and Gattd, but n this case deriving from different stances tow ards fiscal
policy by differentparties n each country .

T order to sim plify the analysis, we can use exactly the sam e algebraic m odel
as A Jlesina and G attd if w e can understand how a country can have differentbenefit
param eters for different political parties w hich converge In the presence of the SGP.
W e can dentify by, and by as before and w e assum e that, via the In pact of dom estic
fiscal policy on aggregate dem and, the preferred nflation rate for L is greater than
the desired Inflation rate for R which is, n tum, greater than the desired Inflation

rate of the ECB. T otherwords, I1, >I1, >1152, . h term s of short run political

ECB
gain, wem ay assum e that a national political party w i1l Increase expendituires above

taxes and thus generate an increase in the deficit.

The presence of the SG P, how ever, is designed to try t© ensure such national
fiscal policy autonom vy does not result n a higher deficit. This in plies, therefore,
that the 3% Iim it on pem itted national deficits w i1l restrain national governm ents’



ability to expand the economy using fiscal m eans for political gain - w ere the 3%

Iim it under the SG P notbinding, there w ould be no point In its existence. It is thus
the case that the SG P attam pts to reduce the ability of goverments of L and R t©
generate mflation down tow ards the level desired by the ECB (even if the retention
of a degree of national fiscal autonom y m eans it w ill rem ain narow Iy above this
Jevel).A s the SG P m akes no allow ance forpolitical variation, it is also assum ed that
[T, willneed to fall further than I1, and thus the two values converge on a level

m uch closerto 1%, than would be the case In the absence of the SGP.

ECB

The presence of the SG P, n tum, also m eans that In calculating by, and by, the
respective parties assign a higher cost to Inflation than before, given the presence of
the financial penalty for exceeding the 3% deficit level. A s the possible values of
[T, and I1, falland convergew ith the SG P, so n tum do the respective values of by,

and by .

C onclusions

The central conclusion from the foregoing discussion is essentially the sam e as
that reached by A Jesina and G attd. O utput variability can com e from econom ic and
political sources. Tn EM U, the econom ic varability can com e from a shock to an
economy, n much the sam e way as it can occur In the analysis of both A Jesina and
Gatd and Rogoff. The politicall/-induced output variability, how ever, com es not
from a dependent central bank and politicised m onetary policy, but from the
continued possibility that national political and electoral conditions and uncertainty
could Jlead to political parties n ndividual countres using fiscal policy for theirown
advantage, In tum generating nflation that could com prom ise the m onetary policy

stence of the ECB .

By placing an effective 1im iton the budget deficits a country can mun, the SGP

is Inposing a 1im it on the extent to which a country can undertake expansionary or



lax fiscal policy n order to achieve short term political gains. Tt thus, In tum, aises
the costs associated w ith inflation for ndividual political parties In m em ber sates. Tt
is thiswhich can be seen as Jleading to a convergence In the values of b, and by .

The effectof the SG P on outputvarability can be seen as being represented by
the algebra of A Jesina and G attd, as summ arised In Table 1.W ith a sufficiently large
difference betw een Iy, and by , the politically-induced variability output can dom nate
the econom ically-induced variation. To the extent that the SGP leads to a
convergence In by, and by, it is possible that the existence of the SGP can resultn a
recduction In outputvarability com pared to an EM U w ithoutan SGP.
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