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Abstract

This study investigates the impact of central bank autonomy and preferences
on inflation targeting within rule-based and discretionary monetary policy
frameworks. Due to rational expectations, discretionary policies often lead to
time inconsistency and inflationary biases. Increasing central bank
independence and aligning preferences with inflation control are proposed as
solutions to mitigate these biases. This study analyzes central bank
preferences in rule-based and discretionary policies using a general
equilibrium approach and conducts simulations. Results indicate that
inflation rates are lower under rule-based policies and that increasing the
central bank's conservatism and preferences reduces inflation. Additionally,
econometric models show a negative relationship between central bank
independence and inflation in both developed and developing countries.
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Introduction

The impact of central bank independence on inflation outcomes has
received significant attention in monetary economics. This study examines
the influence of central bank autonomy and preferences on the effectiveness
of inflation targeting within rule-based and discretionary monetary policy
frameworks. This study contributes to the literature on central bank behavior
and monetary policy frameworks by analyzing various economic indicators
and employing statistical analyses. Implementing the appropriate policy
framework is crucial for achieving inflation stability, with the choice
between rule-based and discretionary policies being a key factor. Due to
rational expectations, discretionary policies can lead to time inconsistency
and inflationary strain. Increasing central bank independence and aligning
preferences with inflation control are proposed to address these issues.
Central bank preferences refer to the conservatism of the central bank, which
relates to its level of independence and its focus on inflation control in
policy-making. This paper explores the relationship between central bank
independence, preferences, and inflation outcomes.

Methodology

Within the framework of an equilibrium model, this section aims to
investigate the influence of the central bank's preferences on the loss and
inflation function. The central bank's preferences play a critical role in
shaping monetary policies. Expanding on Walsh's (2017) research, the
equilibrium model explores the central bank's preferences. Based on the
Barrow and Gordon (1983) model, the central bank's objective function is
assumed to be represented by equation (1). This function depends on the
output gap, inflation, and the central bank's inclination to maximize its utility
using the utility function stated below:

F=q(g - gn) — 5 (1)
In equation (1), F represents the utility function of the central bank, p-
represents the inflation rate, g represents the rate of real production growth,
_n represents the rate of natural production growth, and ¢ is a parameter
that signifies the central bank's emphasis on production gap compared to
inflation stabilization. Equation (1) suggests that as the difference between
the product's real and natural growth rate decreases and the inflation rate
decreases, the desirability of economic policy increases. Equation (1) can be
expressed in a standard form, which indicates that the central bank aims to
minimize the expected value of a loss function contingent upon product
fluctuations and inflation fluctuations. The loss function, in the form of a
quadratic equation incorporating the product and inflation, is as follows:
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Fy =50(g — gn —w)? +3p? )
The parameter w defines the primary component of this loss function. It is
assumed that the central bank strives to stabilize output and inflation by
targeting inflation near zero and output around g_n+w. The two alternative
objective functions (1) and (2) are interconnected. Generalizing equation (3)
yields:
Fy = —w(g — gn) +50° +50(g — gn)? + 5 ow?

()
Furthermore, following the Barrow and Gordon (1983) model, the supply
function of the entire economy takes the form of the Lucas function as stated
in equation (4):
g=gn+B@®-P°)+6 (4)
According to equation (4), if the real inflation exceeds the anticipated
inflation rate (p”e), the real wage decreases, and companies increase their
employment. Conversely, if the real inflation falls below the predicted rate,
the realized real wage surpasses the expected level, leading to decreased
employment. § represents the momentum of the supply sector. Additionally,
the relationship between inflation and the monetary authority's policy tool
can be expressed through equation (5):
p=Am+e
(®)
In this model, Am represents the growth rate of the money supply, which
serves as a monetary policy tool for the central bank. At the same time, €
denotes the acceleration disturbance, representing the momentum of the
monetary sector. It is assumed that the expectations of the private sector are
determined before the central bank selects the nominal supply growth rate.
Therefore, when choosing Am, the central bank considers the anticipated
inflation, p®. It is also assumed that the central bank can observe & before
selecting Am. This assumption is crucial for ensuring economic stability.
Finally, it is assumed that & and € are uncorrelated. The sequence of events
seems necessary. Initially, the private sector establishes the nominal wage
based on inflation expectations. Thus, in the first step, p® is determined.
Subsequently, the supply impulse 6 occurs. Following observing the central
bank from the supply impulse or §, the policy instrument Am is selected.
Subsequently, the monetary impulse € takes place, determining the inflation
level and actual output.

Results and Discussion

Preliminary findings indicate that a higher level of central bank autonomy
positively influences the effectiveness of inflation targeting, regardless of the
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monetary policy approach. This relationship is more pronounced in rule-
based frameworks, where greater autonomy allows for a transparent and
systematic approach to achieving monetary policy objectives. Additionally,
policymakers' preferences for low inflation demonstrate a positive
association with successful inflation-targeting outcomes. The study reveals
that when the central bank assigns more importance to production targets
than inflation targets, the central bank's loss function increases and utility
decreases. This effect is more pronounced in discretionary frameworks.
Increasing the relative weight of the production gap compared to inflation
stabilization leads to higher average inflation rates and a larger inflationary
burden. Overall, this study provides scientific evidence supporting the
importance of central bank independence and policymakers' preferences in
achieving effective inflation targeting under rule-based and discretionary
monetary policy frameworks. These insights can inform policymakers and
researchers in formulating long-term price stability and economic growth
strategies.
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