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Comment on Gumnar Jonsson: 
Institutions and Macroeconomic Outcomes 

- The Empirical Evidence 

Anders Vredi n* 

If a graph were drawn to represent the development of the price level 
during the last century, the following picture would emerge for all 
OECD countries: the price level was stable before World War I (i.e., dur- 
ing the gold standard) but has virtually exploded after World War 11. The 
inflation model of Barro and Gordon (1983) suggests that the high post- 
war inflation is due to higher employment ambitions (higher k in terms 
of Gunnar Jonsson's model) or stronger preferences for employment in 
relation to price stability (higher A), or both. I think this interpretation is 
correct. In my view, the same theory can explain why there has been a 
downward trend in inflation since 1980. I believe that employment am- 
bitions have been lowered, both absolutely and in relation to the price 
stability target. Note, however, that if there has been a decline in the nat- 
ural rate of employment during the last decade (lower x*), this would, 
ceteris parihus, lead to higher inflation according to the Barro-Gordon 
model. Changes in the policymakers' objective functions thus appear to 
be a necessary part of an explanation of our inflation history. 

Given government preferences, how important are institutions? Rog- 
off (1985) has suggested that the tendency to delegate monetary policy to 
"conservative and independent central bankers" can be understood as an 
attempt to lower the inflation bias which plagues governments that care 
about employment. This, in itself, is a positive theory of policy-making, 
just like the Barro-Gordon model is a positive theory of inflation. How- 
ever, given that the government's objective function looks like the one 
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considered by Jonsson, Rogoff's analysis leads to the conclusion that in- 
flation policy should be delegated to an agent with less strong preferences 
for employment than the government. Formally, if 1 denotes the relative 
weight of unemployment as compared to inflation in the agent's prefer- 
ence (disutility) function, it is optimal to appoint an agent with a 1 such 
that 0 < A -  <w. 

Against this background, the gold standard regime may be viewed as 
an optimal institution, given the generally strong preferences for price 
stability that characterized the time around the turn of the century. After 
World War 11, Keynesian ideas led to higher empioyment ambitions. 
Since government preferences have differed among countries, only (man- 
aged) floating or "fixed-but-adjustable" exchange rate regimes have been 
feasible. Lacking a common international monetary policy, individual 
countries have designed their own monetary institutions. Some central 
banks are "more independent" than others. 

An important question, which the theoretical literature has not an- 
swered; corzcerns the mechanisms that makc certain institutions credible. 
In Rogoff's analysis, for instance, it is assumed that there is no commit- 
ment technology that can make the ideal rule - zero inflation on average 
- credible. But it is assumed that monetary policy can be credibly dele- 
gated to an independent central bank. There is thus no theoretical expla- 
nation for why some commitments are feasible - such as a contract with 
the central bank, or with other governments in the case of pegged ex- 
change rates - while others are not. Empirical investigations of the infla- 
tion bias associated with various institutions cannot provide an answer to 
this question, but may indicate where we shouid search for the answer. 
An important problem which empirical studies face is how to distinguish 
between the relative importance of government preferences and institu- 
tions. 

Jonsson finds that inflation differences (i.e., the deviations from the 
common trends described above) across 18 OECD countries and over 
the period 1961-1989 are significantly correlated with some institutional 
variables. According to the cross-country regressions reported in Table 1, 
inflation rose less during the 1970s in countries with more independent 
central banks, and it fell more during the 1980s in countries where right- 
wing parties had stronger political power. The correlations between infla- 
tion and the institutional variables are also present in the pooled regres- 
sions reported in Table 2, where it is also seen that inflation was signifi- 
cantly lower during the Bretton Woods regime than afterwards. 
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I think that Jonsson has made a contribution to the empirical litera- 
ture on institutions and macroeconomics. There has been some scepti- 
cism as to whether the simple correlations between inflation and various 
institutional variables, measuring e.g. central bank independence, ob- 
served in earlier research would survive the inclusion of other potential 
explanations for inflation. Jonsson shows that they do. 

Nevertheless, I am critical of the conclusions Jonsson seems to draw 
from his findings. He concludes that his results indicate how important 
institutional aspects are for inflation. However, his analysis does not allow 
for separation between the inflationary consequences of changes in the 
target rate of employment (2), in preferences for employment in relation 
to price stability (A) and in the design of institutions ( A  -1). I interpret 
Jonsson as searching for the effects of the last of these three factors, while 
maintaining the assumption that the first two factors have been constant. 
As noted above, such an assumption can hardly be justified by theoretical 
or h priori arguments. Hence, we do not know whether German inflation 
has been relatively low primarily because German governments have had 
relatively low employment ambitions or because the Bundesbank has 
been independent from the governments. My own belief is that central 
bank independence does not cause low inflation, just as the long period of 
price stability around the turn of the century was not caused by the gold 
standard regime. 

Jonsson argues further that "the empirical results are by and large con- 
sistent with the models on credibility issues in monetary policy". This is 
hardly controversial, insofar as the models' message is that "a policymaker 
who is more averse against inflation creates less inflation". Such a policy- 
maker, however, is regarded as identicalwith a "conservative and indepen- 
dent central banker" in Rogoff's sense in the models, and a similar dejni- 
tion of a "fixed exchange rate regime" is made in the paper by Giavazzi 
and Pagano (1988). (I suspect that this is also the way the theoretical 
models define a "right-wing" government.) These definitions have obvi- 
ously been chosen to make the theories fit some simple stylised facts. But 
then the assertion that the theories are consistent with the facts is almost 
vacuous. 

O n  some points the facts do not square with the theory. It is interest- 
ing - but puzzling - that this commonly occurs when unemployment is 
considered. Table 2 suggests that there is a negative correlation between 
inflation and the natural rate of unemployment. Although this appears to 
reflect the experiences from the 1980s, it is not consistent with Jonsson's 
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theoretical framework. Nor does the theory offer any suggestion as to 
why unemployment experiences have been so different between the Bret- 
ton Woods and EMS regimes (cf. Table 4). Finally, Jonsson's theoretical 
framework predicts a positive relation between the degree of central bank 
independence and the variance of (un)empioyaent, but no such pattern 
appears in the data (cf. Table 5 ) .  Since i do not view Jonsson's regressions 
as strict tests of the theoretical framework, 1 do not regard these puzzles 
as rejections of the theory. (Gunnar Jonsson and 1 seem to agree on this 
point.) In principle, differences in e.g. the degree of central bank inde- 
pendence could have no effects 012 the variance cjf (un)empioyrnent, if the 
differences were based on optimal contracts in the sense of Persson and 
Tabellini (1993) and Walsh (1995). I regard this explanation as unlikely, 
but it cannot be ruled out. It should also be emphasised that institutions 
other than those considered by Jonsson should also be examined in order 
to gain a good understanding of unemployment fluctuations. O n  this 
point, the reader is referred to the other contributions to this volume. 

To summarise, Gunnar Jonsson has made a careful and useful investi- 
gation of the relation between institutions and macroeconomic perfor- 
mance. But I do not think that his results give any strong support for the 
chosen theoretical framework. In particular, I do not believe that the 
study provides any empirical evidence for the - very reasonable - idea 
that institutions matter over and above government preferences. 
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