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Abstract

This paper provides a model encompassing both partisan influences on monetary
policy and the issue of Central Bank independence. In a regime of partial
independence, Central Bank’s policy responses are not immune from partisan
influences. Still, the latter fail to affect sistematically the expected output level in
election years. The predictions of the model are consistent with the empirical
literature on partisan cycles and account for some of its controversial findings.
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Introduction

In the field of macroeconomics, the last twenty yeaveh witnessed an
unprecedented interest in the interaction between policymakers and peetiand in
the institutionghat shape it. The Rational Partisan Theory (Chappell and Keech, 1986
and 1988;Alesina, 1987, 1988 and 198%ssumes that politiciarsre ideologically
motivated andadopttheir most preferre@olicy during theiterm in office. Because of
electoral uncertainty, the victory of the more conservative party is accompanied by a
recessiorwhile the success of the less conservative one puslipatabove its natural
level. Tothe contraryPolitical Business Cycletheorists posit thapoliticians act to
maximisetheir chances of being-elected by attempting to stimulatetputjust before
elections (Nordhaus, 1975This prediction is mitigated if expectatioase rational
(Persson and Tabellini, 1990).

Both political and partisan models assuthatgovernments are ill control of
monetary policy. This is in sharp contrast with a large body of literathieh has
ranked the degree ofdependence enjoyed by Central Bank®ECD countriegGrilli,
Masciandaro andiabellini, 1991; Alesinaand Summers, 1993). Wielievethat standard
partisan (political) models aritie relatecempirical evidence should lbeconsidered to
take into account thelampening effect of Central Bank independence on electoral
monetary policy shifts.

This paperbuilds ontwo strands of macroeconomic theory: monetpojicy
under electoral uncertainty and Central Bank independence. Theoreticnpindal
literature has developed around each of these ftéag nounified treatment othem

has been provided so far. ideend the well-known rational partisan model byle&ina



(21987) with the model of Central Bank independence by Lohifi®®2) to appraise the
effects of electoral uncertainty. In a regime of partial independémeancumbent
government can revert the Central Banttécisions at a positive ariithite cost. This
arrangement lendscredibility to Central Bank's policy, while preserving its
accountability. Sincehe incumbent policymaker can credibtiireaten to takeback
control of monetanpolicy, a policy-motivated Central Bankerpeepared to adjust its
monetary stance wherequested. Thus, if thpolicymaker’'s benefits from assuming
control of monetaryolicy fall short of costs, th€entral Banker is allowed to follow an
unconstrained policyBut, if the policymaker’s benefits excedle overridingcosts, the
Central Bank partly fulfills the desiderata of the elected government. It is only in this case
that partisan influencese felt. We showhat, in apartial independence regime, partisan
influencepersists but partisatycles mayail to materialise. Thu§l in contrastwith the
predictions of the popular Rogoff (1986jodel andthe original Lohmann modell
greaterindependencenay lower inflation without raising output variability: the limited
scope for post-electoral surprises offsets the distortionatput responses of a
conservative Central Bank. This is consistent whth results presented Atesina and
Summers(1993) whofind that the degree of Central Bamdependencd] albeit
negatively correlated with national inflation raféss orthogonal to output variability.
Finally, we focus on the conduct of U.Smonetary policy. The partial
independence model is well-suited to desctlimbehavior ofthe Fed andllows to
rationalise somempirical evidence ooutput cycles inthe U.Swhich is not entirely

consistent with the partisan model (Alesina and Sachs, 1988; Klein, 1996).



The rest of the paper is laidut asfollows. In Section 1 we discuss the
implications ofthe partisamodel andthe consequences admmitment to afully
independent Central Bank. In Section 2 we develop a model of partial Central Bank
independence under partisan policymakers. In Section 3 we dibeust).S. case.

Section 4 concludes.

1. Models of Partisan Cycles and Central Bank Independence
Consider an economy described by the following supply function (Fischer, 1977):
yi= (W -T) + 2 (1)
The log ofoutput y, is a function of real wage@wn, —1,) and a shockz, which is
normally distributed withzeromean andinite variance. Nominalvages (v,) are rational
expectations of inflation based on information available atttirie
w, = E_,T, (2)
wherekE is the expectation operator.
In this economy, an electidakes place at theeginning of evergecond period.
Two ideologicallymotivated parties enter the electoral contest: the Demo®@atand
the RepublicansR). In the conduct of monetapolicy these partiesliffer only in the

relative weight theyttach toinflation vs outputstabilisationaround a targey >0, as
reflected in their loss function:

L? = (y, - 9) +1°n
3)
LE = (v, -9) +1 !

wheret "> 1 °, implying that the Republicans are the most inflation-averse party.



The probability of winning an election for the Democratic (Republican) paRy is
(1-P). As in Alesina(1987), we takeP as exogenous and assume it tocboemmon
knowledge. Alternative institutional arrangements close the model.

In the case ofull discretion,monetary policy i€ntrusted with the elected party.
We refer to it as thencumbent:i = D,R. When in officethe incumbenttakesnominal
wages agiiven andafter observing the shodk sets thepolicy instrument] 1, I so as

to minimise its loss function. Thus,

1+t 141"

ml=-_4 WY (@)

The optimal monetary response consists of a countercyclical comp@aﬁnf‘,—@ ,
T

constant across election and non-election periods and avtedm varies depending on

L W +y[g . . .
whether omot anelection is held in |, L~ . Supposd is anelection year Since
Hieri g PP y

nominal wages are based omformation available att—1, they reflect electoral

uncertainty:

0@+t +PaR-1P°)
W, =
t HR(]__'_TD)_P(TR_T D)

5 (5)
[

As a consequencapminalwagesdiffer from the time-consisterével [ l. 0 which
T

would prevent monetary surprises. It follows that in election periods

ot o g yE© O
W= e A e ©



y 'O . . .
where the term%z\/t _1'%1%5 describes thempact of a monetary surprise on
T T

output. Observe that since iR<wt <iD, a Democratic (Republicanpcumbent
T T

generates a positive (negative) surprise.
Monetary surprises cannot be replicated&t. In fact,nominalwagesw,,, are

t+1

set when the identity of the incumbent is known. Thus,

Wt +1

= ™
T

Underfull discretion, a partisacycleemerges. As soon as elected, a Democratic
Administration masters an expansiwhile a Republicamne delivers a recession. Later
in their term in office,both Democrats an®epublicans lack incentives tgenerate

surprises.

There are several ways to test for partisan cycles. Partisan efégcisow up in
inflation * andoutputshifts. Alesinaand Roubin{1992) andAlesina, Cohen anRoubini
(1993)find evidence of partisaeffects in inflationfor anumber of countriegcluding
the U.S.. LockwoodMaloney and Hadr{1995) pointout thatthese estimates do not
pass standard misspecification tests. Moreotests of thePartisan hypothesisest
upon theunspelled assumption th#te incumbent Administration hafsill control of
monetary policy instruments (Alesina, 1988 4989; Alesinaand Sachs, 1988;ldsina
and Roubini, 1992Alesinaand Rosenthal, 1995 The findhgs ofthe literature on
Central Bank independence question this assumptionwitiedy acknowledged that in

some countries, notablhe U.Sand Germanythe Central Bank is entrusted with a



significant degree of independence ithe conduct of monetapolicy (Grill,
Masciandaro andlabellini, 1991;Alesinaand Summers, 1993) Taking this view to the
extreme,Alesinaand Gatti (1995)nvestigate the consequences of monefalcy
delegation to dully independent Central Bankuppose the Central Bank is entitled to

set the inflation rate so as to minimise its loss function:

LE =(y, - V) +1°n} (8)

Independence isolates monetary policy from political influences:

T[B:_ Zt +V\{+Hy 9
! 1+18  1+1B ®)
and
W=, =Y (10)

If, as in Rogoff (1985), monetapolicy is delegated to a “conservative” Central

Banker, that is

5 >TR(1+T Y-P@ER-1P)
(A+t°)+P@TR-1P°)

(11)

this regime lowers the inflationary bias which would otherwise prevail under discretion
E(m®) < PE(m®) + (1~ P) HmR) (12)

but need notraise output variability. For TR <t ® in non-electoral yearsutput

variability under a conservative Central Banker is greater than regiane of full

discretion®:

ot o , Bpo° o Ot® 0O
O——Ho2>PG—— +1-P)F——=0 0?2 13
M+t®0 M+1° 0 ( )[Jl+TRD@ (13)



But in electoral years the reverse may hold :



O0——0o%0 (14)

|:| D R |:| |:| R_-D 2 |:|
P . Ez +(1- P)DB—T Rgﬁtﬁ +y* H1- F§D (T - ) ZE
g+t H+t g ﬁ(l— P)t®(1+1°)+ Pr (141 R)] H

because, although output variance in the face of supply shocks increases, electoral effects
are wiped off.

This result provides an intuitive explanatifor the findings ofAlesina and
Summerq1993), but thekey underlying assumptidn full Central Bank independence
[0 is at oddswith the empirical evidence oioth partisancycles and Central Bank
independence. In fact, if monetary institutions in OECD countries behaved according to
the Alesinaand Gatti model, we shoutwt observe electoral effects all. Moreover,
although the studies cited above show gwahe Central Banks are marelependent
than othersthis does noimply thatany Central Bank is entirelymmune from political
influences.For instance the Bundesbanldgcisions can beetoed by the government
(Kennedy, 1991), whiléhe Federal Reserve’s monetanlicy is reviewedwice ayear
by the CongresBanking Committee (Akhtar andowe, 1991). The workingrinciple
of these arrangements is that attempts to bend ex-post the Central Bank’s commitment to
a low inflation policy has to becostly. This gives rise tdhe notion ofpartial

independence introduced by Lohmann (1992) on which we rely to develop our model.



2. Partial Independence and Policy Convergence

Suppose monetarpolicy is delegated to a Central Banker whose objective
function is as in (8). As in Lohmar(1992), theincumbent Administration retains the
option to ex-post revoke the Central Banketéxisions at a strictly positive afidite
cost c. The actual degree of conservatism of a Central Banker is the outcome of a
particular institutional design reflecting a complex bargaimrgcess amongeveral
interest groups. Inay well bethe case that @nypoint intime the Central Bank is too
conservative according to some factions aoicenough so according to others. s
reason,albeit we presentformal resultsonly for t® <t ®, in the following we also
discuss the implications oft >1 ® 8

The Central Banker sets th#lation rate tominimiseits loss function subject to

the following constraint:
L (m®)-L(n)sc, i=D.\R (15)

Due to (15), the Central Banker follows a non-linear policy*tule

4+W+y :
)= Ol 16
m(l)=— e iz O (162)
—z+w+y_ [ c
1+Ti 1+Ti Ith\DA <3
n(A)=0 (16b)
—z[+v\4+y ) _
1+t 1+T T2 >3

where
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<[ u(e)- )=

A=R\| = (17)

O1+18 O O1+71°8 ﬁ

<_z[,is(w+~>a—J(1+r”)Hf:H 2>z = wvw\/(aﬂ”)gﬁ

DIIED]:I
I O

We canidentify two regions: an independence regibnwhere the Central Banker runs
an unconstrained policy, and an accommodating rediomhere the Central Banker
adopts anonetary stance sut¢hat theincumbent Administration is indifferent between
overriding ornot his decisions’. Lohmann(1992) shows that iaquilibriumthe Central
Banker is never overridden.

As a simpleinspection of(16) and (17)reveals, the degree afidependence
enjoyed bythe Central Banker depends on the outcome of the electoral cBatishal
agents anticipate this. Hence, in election periadminal wages reflect electoral
uncertainty.

If t is anelection year

w, = PE(TPft' =t °) + (1~ P EmPft' =) (18)
As in the case offull discretion, expected and actual monetgwlicy differ
systematically.But undepartial independence neithéte election of a Democratic
(Republican) Administration need imply a positive (negative) monetary surprise.
Consider firstthe case of a Democra#aministration. If z 01, the Central
Banker is allowed to run an unconstrained policy. By substit|fi6g) into (1), we

obtain:

11
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[ Ol = Gr—sl ~ W~ e —] (19)

y

If w, > oe the Central Banker’s independgualicy generates a negative surprise under

a Democratic incumbent. Obserwhat this inequality holds in a number of

circumstances. Sincey—B coincides with inflationexpectations in a regime dll
T

independence, falls short ofw, whenever ®>1 *>1 °. On the othehand, even if the
Central Banker is less inflation-averse than a Republican Administrdiengequality
may still besatisfied. This would béhe casavhen eithert ° is relativelylow or the
chances of a Democratic victory are judged substantial by the private'Sector

It is onlyfor z O A, thatmonetary policy can be expansionander a Democratic
incumbent. In fact, for large shocks tenefits fromoutputstabilisation exceethe cost
of overriding the Central Bank and thdministration can crediblthreaten to takéack
control of monetanpolicy. The Central Banker’'s optimal response is to accommodate.

By substituting (16b) into (1) we obtain:

Ot° 0 v ° 0
A A e S e

Yi

Yi

- _DTD o B y 1° 0 C
e
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Since 1410 ~1+1B the accommodatingolicy limits the direcimpact of shocks on
0y _ydt)n . . .
output. Butonly if w, < qo " o O an expansionary surprise accompanies the
T
| |

election of a Democratic Administration for agy’ A, *2.
We turn now to the case of aepublican incumbent. Ig, O I, the Central

Banker retains independence and output amounts to

O O v 0
Rt s et @

If w, >lB, as we argued above, a negative surprise accomgaeieslection of a
T

Republican Administration. Wheny [ A, output amounts to

Ot® 0 y RO
v e

Y

Y

Otk O y RO
e e e I

Negative surprises occur'if

- / 1+ rR\O
w, > %+¥S (23)
| |

Finally, in non-election yearselectoral uncertainty disappears, butdue to the
working of the partial independence regimepartisan influencearesitill felt when large

shocks hit the economy. In fact

13



W, = E(T,,) = (1- ) BnE, (1) + g Hré,( A) (24)

whereq; = Pr{4|4 O A}.

Last but noteast, the partiahdependence model explains why an increase in the
Central Bank degree of independence loweflation but need notaise output
variability. The intuitionbehind thisresult is indeed verwsimple. Under a partial

independence regime output variance in each period amounts to
2 2
02 =Pg2° +(1- P)o 2+ {EY)| +(1- B[ & )] (25)
where 02P and o%® define output variance under a Democratic andRapublican

incumbent, respectively. Ake Central Bank degree ioflependence increases, regions
li widen, and monetary policies implementadder eachincumbent converge to

B_ ZtW+Yy

Tt
1+1°®

. Thus, thesize of expected post-electoral surprits. Thisimplies

that both[E(yD)]2 and [E( yq)]2 fall. Orthe otherhand, sincéhe Central Bank is by

assumption more conservative than a Democratoumbent ¢B >1P), greater

independence raiseg°. Finally, the effect of an increase é¢non o3 is ambiguous,
depending on theign of (T B -1 R): if (T B -1 R)< 0, o2R falls. For thesame reason,

greater Central Bankidependencenay reducec? even in non-electoral yearghen

E(y)2=0"

14



3. Partisan Cycles and the Independent Status of the Fed

Monetary institutions in théJ.S. economy provide a good case study to
investigate the interactions between partjgalitics and a partially independent Central
Bank. On one hand, thmerican political system is “polarised” (Alesina and Rosenthal,
1995). On the other, although tHeederal Reserve independestatus iswidely
recognised, there iample evidencehat the Bank responds tcsignals from the
Administration (Havrilesky, 1988 and 1994; Grier 1991).

The institutional features of the Federal Ressygport ourview that aregime
of partial independence characterises mongialigy inthe U.S.Seven members of the
Federal Reserve’s Federal Open Market Committe (FOMQ)rasgdential appointees,
but there are gookasons tdelievethattheir policy preferencesre at besimperfectly
coincident withthose of theipolitical principal (Havrilesky and Gilde&992). Last but
not least, theoretical models suggésat the staggered-appointmenite reduces the
scope for introducing a partisdrias in monetary policy®, and should provide the
incentivefor each party ipower to appointelatively conservativ&overnors(Waller,
1989). It is alsawell known that theemaining members ahe FOMC being Chairmen
of the Federal District Bankdge factorepresent the interests of theancial community,
bringing the Fed policymaking body closer to the Rogoff-Lohmanmodel of
conservative Central Banke. Nevertheless the Fed is far froemjoying full
independence. In fact, scholars of gwditical economy of monetary policy the U.S.
have presented accounts of teationship betweetne Bank and itpolitical principals
which appears to be more complex th@me would expect on the grounds of the Fed

statutoryobligations. It has been repeatedly poirted thatpolitical pressures become

15



more stringent] and moredifficult to resist[] during adversecyclical conditions
whereas in “normal” timethe Fed isble torun an independent policy. Thedistinctive
features have long characterised the conduct of monptdiny in the U.S.Wicker
(1993, p.238) remarkthis with reference tdhe early years ofthe FedHavrilesky
(1994, p.125) strengtherthis view relatively tothe posWorld War |l period,
presentingwo indexesfor measuring Administration and Congressianfiience on the
Fed.His work provides “... statistical evidence of a direct link between the state of the
economy (as a cause) and political pressures (as a proxieffget) and changes in
monetary policy (as an ultimate effect)..This is strikinglyconsistent with the working

of a partial independence regime.

Empirical tests of the partisamypothesis reflecthe mix between partisan
influencesand partial Central Bank independence whiclguinview, characterises the
conduct of U.Smonetary policyAlesinaand Sachs (198&gst theimplications of the
partisan model fothe U.S. focusing onoutput®’. The data dmot reject the prediction
that theelection of a Republican Administration coincides with negative surprises, but
the election of a Democrat it significantly related tooutput expansions®. Klein
(1996) appliesdurationanalysis todetect the tempordinks between elections and the
turning points of th&).S. business cycle&Similarly to Alesinaand Sachs (1988), lieds
“..a difference by the party of the victorious presidential candidg&ein, 1996,
p.100). In factfollowing a Republican victory it is less (moil&ely that anexpansion
begins(comes to an end). To the contrary, the prediction that Demoaratimbents
sistematically expandutput finds lesssupport(Klein, 1996, p.97).This asymmetry is

difficult to rationalise withirthe framework of the standard partisan model. Byrastyt

16



our model is consistent witlthe asymmetric effect of Republican and Democratic
incumbents on output.

Let us assumethat the economy is characterised by some values of

P, t', 1%, ¢, ¥, such that the following inequalities obtain:

> (26)
T

U D
Hy  yc(1+1°)

\SOo T Lo (27)
]

OCoOod

Monetary surprises are aws negativeinder a Republican incumbent, apparently
confirmingthe standard partisan model. Howetes is due to partisamfluences only

when z 0O A;. By contrast, theelection of a Democratic government will trigger a
positive surprise only ifz, O A,. Thismay explain why evidence dhe influence of

Democratic incumbents is inconclusive, sisoeall shocks trigger a negative surprise
even under a Democratic incumbent. Hence, the peaxdigpendence model outperforms
the standard partisanodel as well athe full independence model, supportiting view

that partisan influence matters only when large shocks hit the economy.
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4. Conclusions

This papercalls for a reassessment of tredationship between monetapplicy
and politics, taking into account the role of Central Banks. Standard partcseis
assumefull government discretion in the conduct of monetpojicy. Tests of the
partisan hypothesis fthe U.S. are oftebased on the assumptitivat “...no distinction
is made between tiddministratiori and the Central Bank. The implicit assumption is
that the Administration has some direct or indirect control over monetary golicy.
(Alesina and Sachs, 1988, p.67).

In our work, weshow that whenexplicit attention is paid to theosts of
pressurizing the Central Bank in an economy where constitutional provisionagedo
preserve its independence, the predicted partigeas mayfail to materialize. Wdind
that the partiaindependence model provides a more satisfactory explanation of the
available empirical evidence dime U.S.business cycléhan the standard partisarodel
does. As it suggests that in the UeSonomy partisan influencasefelt only when large
shocks hitthe economy, iaéllows to rationalisehe different degree o$ignificance of
explanatory variableselated to Rpublican vs. Democratic incumbents, emerdiom
the empirical literature. Thuspur analysisbearsimplicationsfor the debate about the
over-politicization of the Fed. If theccountability of a conservative Central Bank to an
elected body is deemed desirablé as in Lohmanrf1992)-[0 our workshows that it

comes at the cost of exposing the economy to some electoral uncertainty.
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Appendix |
To establistthatdelegating monetary policy to a conservative CeBiaaker lowers the
inflationary bias,observe that it is an election year and a regimefolf discretion

prevalils:

O@+1°)+P@®-1°) L
E.w = A1l
B SR B a1 M
G°+PTR-tP)L
E W= r(RrD )Ey (A.1.2)

As simple algebra shows, E,w, < E w,;. Moreover, if condition (11)holds,

y
B

< E;w . It follows that delegating monetary policy tofally independent Central
T

Banker lowers the inflationary bias.

Appendix Il

We proceed in steps to prove that (16a) and (16b) are the solution to:

min L® =(y, - )" +1°n/ st L'r(T[tB)— LL(T[it)s c (A21)

Step 1Call 1+ the solution to:
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minL? = (y, - y)* +1°m? (A.2.2)

Thus,

. —Zt+TWHY
=%’ (A.2.3)

Step 2Call * the value ofthe inflation rate that leaves themmcumbent policymaker

indifferent between overriding or not the Central Banker:
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