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Abstract

This study investigates, using data from 1960-1998, whether the nature of political
regimes can help explain cross national and inter-temporal variationsin the cost of
disinflationary policies, as measured by the sacrifice ratio. We show that, ceteris
paribus, rightwing gover nments have lower costs of disinflationsthan leftwing
governments. Wearguethisisdueto superior credibility resulting from their stronger
anti-inflation reputations. In addition (and in marked contrast to previous studies) we
find that when we control for palitical regimes, trade openness, and other standard
factorsin thisliterature, central bank independence has no significant effect on the
sacrificeratio.
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1. Introduction

There is a substantial literature analyzing the impact of various factors on the cost, in
terms of lost output, of policy-induced disinflations; such authors as Ball (1994), Walsh
(1995), Temple (2002), Daniels, Nourzad and VanHoose (2005) and Razin and Loungani
(2007) varioudly test the importance of trade openness, speed and size of disinflations and
degrees of central bank independence in explaining disinflation costs. Thisliterature has not,
however, addressed the important question of whether government type (left or right) affects
the amount of output lost during a disinflation. Our paper, using an expanded sample and
severa different empirical methodologies, finds that rightwing governments tend to have,
ceteris paribus, lower output losses associated with given sized disinflations (i.e., lower
sacrifice ratios). We argue that this is due to their generally stronger anti-inflation
reputations, which render disinflation policies undertaken during their tenure more credible.
Although political factors have been shown to influence monetary policy and inflation
changes (e.g., Alesina, Roubini and Cohen (1997)), this paper goes further by showing that
the nature of political regimes also helps explain cross sectional and inter-temporal
differences in the macroeconomic effects of disinflations. In addition we find, in contrast to
the previous literature on this topic, that central bank independence has no significant impact
on the sacrifice ratio in statistical models which include political factors as well as other
variables.  If having a more independent central bank does not in itself raise a nation’s
sacrifice ratio- a hypothesis we cannot reject in our work here- this cals into question the

existence of a negative side effect of independence often discussed in this literature.



2. Literature

Although the theory of a negative output-inflation tradeoff and the concept of the
sacrifice ratio is an old one in macroeconomics, Ball's (1994) notable contribution has
proven particularly useful in quantifying this relationship. The ratio measures the sum of the
differences between the logs of trend and actual output divided by the change in trend
inflation during a given disinflation episode. It is interpreted as the output loss (or cost) of
reducing inflation by one point.  Ball (1994) argues that his measure best fits instances
where the fall in trend inflation is the result of explicit contractionary aggregate demand
policies, and further argues that his agorithm for finding disinflationary episodes accurately
identifies examples of those policies. In the same paper he measures the sacrifice ratio for 65
episodes, covering 19 moderate inflation OECD countries, using annual and quarterly data
from 1960-1991. Further, he tests several hypotheses concerning the sacrifice ratio’s
determinants for his cross section of nations. Although he finds that the sacrifice ratio is
inversely related to the speed of disinflation, little or no support is found for the importance
of theinitial inflation rate or the openness of the economy to trade.

This paper adds to the previous literature by studying the determinants of the sacrifice
ratio using more observations than most of the previous papers in this field. By obtaining
data from Andersen and Wascher (1999), who employ Ball’s methodology, we increase
Ball's set of disinflation® episodes from 64 to 81. We also investigate the importance of
political factors in influencing the cost of disinflation. The significance of changes in
political regimes in influencing macroeconomic outcomes has most prominently been studied
using rational partisan models (e.g. Alesina (1987), Alesina and Roubini (1992), Alesina,

Roubini and Cohen (1997)). In these models, conservative (or rightwing) governments are



more inflation averse than liberal (or leftwing) governments and are thus more willing to
engage in, or passively oversee, contractionary monetary policies (see, for example, Grier
(1991)). The prediction of these models is that the probability and severity of recessions
significantly rise with the establishment of arightwing political regime.

The literature on the sacrifice ratio, however, allows us to test the role that politics
plays in influencing the cost of a given amount of disinflation. That is, athough rightwing
governments will likely be associated with lower inflation, more frequent and severe
disinflationary episodes, and more total output |0ss (recessions), the cost per point reduction
of inflation (the sacrifice ratio) could well be lower under more conservative regimes. This
follows because the public will view the disinflation policies of rightwing governments as
more credible given their stronger anti-inflation reputations. This credibility advantage
causes the short run Phillips curve under rightwing governments to shift downward more
quickly for a given negative inflation change, started at a given initia level, holding constant
al other structural and institutional factors. We therefore predict that, ceteris paribus,
rightwing governments should have lower sacrifice ratios. Our empirical work, presented
below, strongly supports this hypothesis.

One factor which has received a good deal of attention, leading to interesting results
in the sacrifice ratio literature, is the role of trade openness. Ball (1994), following Romer
(1993), argues that the output-inflation tradeoff should be smaller for more open economies.
Thisis because a monetary contraction will lead to areal currency appreciation that resultsin
a bigger negative impact on the overal price level. However, if wages are at least partially
indexed, the output loss of the contractionary policy will be reduced. Both effects make the

Phillips curve steeper (and hence the sacrifice ratio smaller) for more open economies.



Ball (1994), however, finds that trade openness has no significant effect on the sacrifice ratio
and argues that this casts doubt on Romer’s (1993) theory. Temple (2002), who like Ball
(1994) measures openness with imports as a percentage of GDP, presents results similar to
Bal's. More recently, Bowdler (2006) finds a weak, negative relationship between
openness and the output-inflation tradeoff that is stronger under more flexible exchange rate
regimes.

In contrast, afew recent papers have devel oped microeconomically-based models that
lead to the opposite prediction concerning the effect of openness, and have presented
evidence to support this. Loungani, Razin and Y uen (2001) measure trade openness using
national trade shares as well as financial (i.e., capital account) openness. They find that
countries with greater restrictions on capital mobility have smaller sacrifice ratios because
they have steeper Philips curves. The theory leading to this result is further developed by
Razin and Yuen (2002) who show that since agents in more open economies face fewer
borrowing constraints, the real wage (and hence price) effects of negative demand shocks are
minimized, resulting in alarger output loss. Razin and Loungani (2007), while again finding
that openness raises the sacrifice ratio, develop a theoretical framework which allows them to
reinterpret this evidence. Within a New Keynesian open economy macro model, they show
that the correlation between the output gap and consumption is weakened in economies with
less restrictive capital accounts because agents in those economies can more effectively
smooth consumption. Thus, even though those economies have higher sacrifice ratios, the
output gap will have a smaller weight in the utility-based loss function for those economies.

This work suggests an interesting (albeit beyond the scope of this paper) direction for this



literature; perhaps the “pain” implied by a given sacrifice ratio is not constant across all
nations.

A possible problem associated with measuring the effect of trade openness on the
sacrifice ratio is omitted variable bias. Daniels, Nourzad and VVanhoose (2005) deal with this
by including central bank independence. They follow Walsh (1995) in pointing out that
citizens of countries with independent central banks will have lower inflationary expectations
and hence will be more likely to enter nominal wage contracts. This makes it more difficult
to respond to a policy shock, which raises the sacrifice ratio. Their empirical results suggest
that both central bank independence and trade openness increase the sacrifice ratio.  In our

statistical framework we also deal with this problem by including central bank independence.

3. Data and Hypotheses
a. Initial Inflation, Openness, Central Bank Independence and Political Regimes

In this section, we show that having an independent central bank or a rightwing
government is associated with a tendency to disinflate starting at a lower initial rate of
inflation. Thisis consistent with the theoretical arguments discussed above. In addition, we
present cross-sectional evidence regarding our variables’ impact on the sacrifice ratio.

Table 1 presents the annual dates and locations for the 81 disinflation episodes
obtained from Ball (1994) and Andersen and Wascher (1999).> The sample consists of
OECD countries for which trend inflation has stayed below 20% since 1960. Each
disinflation period ends a year before the dates presented (for example, the reported US
disinflation for 1979-1983 actually ends in 1982). The last year is included to calculate the

total output loss of the disinflation since it is assumed that real GDP takes an additional year,



following the end of the disinflation, to return to trend. The first row of Table 2 provides
summary statistics for the sacrifice ratio. The mean value of 1.46 indicates that a one point
reduction in inflation is associated with a 1.46% average shortfall of real GDP from trend.
However, the large standard deviation, (2.02), and range between its high and low values,
(10.35 to -0.85), alow us to efficiently test several hypotheses concerning the sources of
variation in the sacrifice ratio.

Data on the nature of the different political regimes are obtained from Alesina,
Roubini and Cohen (1997) and Beck, Clarke, Keefer, Groff and Walsh (2001). ®* Both of
these works categorize governments using a simple “Right-Left” designation. These
definitions are arrived at by looking at party policy positions. The positions include views on
government size and optimal levels of taxation. Their methods lead to results that are
unsurprising; for example, in the U.K. the Tory party is coded as rightwing, while the Labour
party is on the left. Alesina et. a. explain that in ambiguous cases (i.e. coalition
governments that are not obviously and purely left or right) they use Banks (1994)
governmental classifications. There are alternative ways of measuring party ideology, but for
OECD nations there is general consistency among different measures. One aternative
measure is Huber and Inglehart’s (1995) survey of experts on party positions. Beck, Clarke,
Groff, Keefer and Walsh (2001) uses Huber and Inglehart’s work to check their own results.
These scholars change coding to Huber and Inglehart’s for two countries we include in our
sample, Denmark and Ireland. Gabel and Huber (2000) employ party manifestos to place
parties across a left/right spectrum, an approach that could prove fruitful in our future work.

Here, we are interested in whether parties are on the left or right, but another possibility is



that government control by more extreme parties has a disproportionate impact on the size of
acountry’s sactifice ratio.

We use our data on political regimes to develop two different variables. Thefirst, %
Right, is the percentage of each disinflation episode that had rightwing governance.
(Summary statistics reveal that this variable ranges from 0% to 100%, and its mean value of
61.57 reveals that rightwing governments were in power for 62% of the total time associated
with disinflations.) Using the data this way alows us to construct a measure that will tell us
whether having at least some periods of rightwing governance impacts the sacrifice ratio.
The limitation of this measure comes from its very generality; that is, it does not distinguish
between governments voted into, or out of, office during the disinflation, or governments that
are rightwing all throughout the episode. Summary statistics in table 2, however, reveal that
rightwing governments oversaw a total of 43% of the disinflations in our sample from
beginning to end. In other words, aimost half our disinflation episodes were conducted solely
under rightwing governments. This suggests a clearer, more decisive, alternative measure.
Our variable Right Government is equal to one if the government in power is classified as
rightwing for the entire period of the disinflation and zero otherwise. (To compare thisto %
Right, this means that Right Government is only equal to 1 when % Right is 100%).
Defining the variable in this way allows us to cleanly test the simplest form of our
hypothesis: that disinflations begun, carried out and ended by rightwing governments
should, ceteris paribus, have lower output costs per point drop in inflation than any others
because their policies are the most credible. A limitation of this variable worth noting is that
it fails to capture governments voted out of office after beginning an unsuccessful (at least

politically) disinflation.



Before proceeding with our study of the sacrifice ratio, equations 1 and 2 of Table 3
test if the inflation level at the start of each disinflation is explained by either trade openness
(which we measure using the more conventional definition of the share of imports plus
exports to GDP)”, the degree of Central Bank Independence (CBI)® or whether the
government in power was rightwing at the time. In contrast to Ball (1994) and Temple
(2002) our openness variable for each country changes across individual disinflation periods,
this provides additional (time series) variation in the variable. Trade openness is shown to
have no explanatory power over the starting level of disinflations.

Our statistical results show that nations with more independent central banks start
disinflating at lower rates of inflation. Equation 2 reveals that, controlling for trade openness
and government type, a one standard deviation increase in CBI is associated with a 1.2%
lower initial inflation level. This is consistent with the widely held view that more
independent central banks are more inflation averse. Prior studies have thus explained the
higher sacrifice ratios associated with nations with higher degrees of central bank
independence as caused by the aggregate supply curve “flattening” side effect of the greater
nominal wage contracting commonly found in low inflation environments. This does,
however, raise the question as to why the higher credibility associated with high CBI nations
does not encourage more rapid adjustment of inflation expectations to policy changes, and
thus produce lower sacrifice ratios. Given this, and the fact that prior tests of the effect of
CBI on the sacrifice ratio have not controlled for the nature of political regimes, we take an
agnostic a priori view regarding the effect of CBI on the sacrifice ratio.

Equation 2 reveals that disinflations begun with rightwing governments start at an

initial inflation level 1% lower than those started under leftwing governments, i.e., leftwing



governments on average start disinflating with rates of 7.88% verses 6.9% for rightwing
governments. This supports the view that rightwing governments are more inflation averse.
The sacrifice ratio literature heretofore contains no analysis of political factors' effect
on the macroeconomic impact of disinflations. This is likely due to the fact that monetary
policy is usualy modeled as either consisting of a central banker choosing an optimal time-
consistent rate of inflation (Barro and Gordon (1983)) or setting a targeted inflation rate by
implementing a variant of a Taylor policy rule® A problem with these approaches is that
large policy-induced disinflations are difficult to reconcile with the concept of a fully
autonomous, apolitical, central bank. If, however, following the Rational Partisan literature,
monetary policy is at least partially influenced by political factors, then monetary policy
regime changes will also reflect governmental preferences. Unlike the CBI case, the
theoretical impact of our political variable is clear. Based on the rational partisan literature,
monetary tightening under a rightwing regime should raise the credibility of the policy
change and, ceteris paribus, lead to a lower output loss per point of lower inflation (i.e.,
lower the sacrifice ratio). Additionally, since governments are much more transient than
central bank institutions, the Phillips Curve “flattening” argument makes little sense when
applied to political regimes. That is, because elections (for countries in our sample) take
place fairly frequently, a given election’s outcome is unlikely to affect the typical length of

worker contracts.

b. Cross Section Sacrifice Ratio Regressions
Following Ball (1994) and Temple (2002) we initially model the sacrifice ratios

obtained from our 81 disinflation episodes as a pure cross section. Equation 1 of Table 4



regresses the sacrifice ratio on trade openness and CBI.” The results indicate that CBI
significantly raises the sacrifice ratio; a one standard deviation increase in CBI raises the
sacrifice ratio by 20%. This is consistent with the previous empirical findings of Jordan
(1997) and the theoretical models of Walsh (1995) and Cukierman (2002). The positive and
significant (at the 10% level) impact of our openness measure is consistent with Loungani,
Razin and Yuen (2001) and clearly reects Romer’'s (1993) prediction of a significant
negative relationship.

Equation 2 in table 4 tests our political hypothesis. The variable Right Gover nment
isabinary variable that is equal to one if the government in power is classified as rightwing
for the entire period of the disinflation and zero otherwise. Supporting our credibility
hypothesis, the statistical results show that rightwing governance has a negative and
statistically significant impact on the sacrifice ratio. The standardized coefficient on the
variable is .29. This indicates that a one standard deviation increase in Right Gover nment
leads to a .29 standard deviation (40% decline) in the sacrifice ratio. The inclusion of our
political variable raises the model’ s adjusted R? as well as the value of the overall F-statistic.

An dternative to applying a dummy variable approach, which tests “100% right”
versus “everything else,” is presented in equation 3 where the variable % Right replaces our
binary variable. Our statistical results show that this alternative measure is also negative and
significant. The standardized coefficient on % Right is .20, which indicates that a one
standard deviation increase in it leads to a 27% decline in the sacrifice ratio. Since the move
from 0% right to 100% right takes 2.336 standard deviations, such a change is interpreted as,

ceteris paribus, leading to a 67% fall in the sacrifice ratio.
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Although the two political measures yield similar results, we argue that the binary
variable approach is the most attractive method of capturing the “credibility” effect on the
sacrifice ratio. This follows from the fact that, for our binary variable, the right regimeisin
place for the entire disinflationary period. Defining the variable this way omits the possible
output influence of government regime changes (the more traditional rational partisan
effects), and although elections do take place when Right Government=1, the lack of
turnover tends to limit the output effects of electoral uncertainty.® In addition, our test
statistics (i.e., the root mean squared error of equation 2 verses equation 3) indicate that our
binary specification for political regimes (Right Government) provides a better fitting
model than our continuous % Right measure. Therefore, for both theoretical and empirical

reasons, we use our binary measure of political regimes for the remainder of the paper.

c. Sensitivity testsfor our political variable

We test the robustness of our political variable by first investigating whether the
significant negative coefficient found for Right Government is driven by a large outlier
observation. We jackknife equation 2 (table 4) by running 81 different regressions in which
each observation is dropped in turn. The coefficient on Right Gover nment ranges from a
high (in absolute value) of -1.27 to a low of -0.98, with a standard deviation of .04. This
indicates that the coefficient value does not depend on a large outlier. That is, the variable
has a clear and consistently negative effect on the sacrifice ratio all through our sample.

Next, we test if the results are robust to the inclusion of additional control variables.’
Equation 1, in table 5, tests whether the initial level of inflation from which the disinflation

begins has an impact on the sacrifice ratio. Ball, Mankiw and Romer (1988) predict that the
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sacrifice ratio should be decreasing in the initial level of trend inflation. They argue that this
is because higher inflation reduces the level of nominal rigidity and steepens the short run
Phillips Curve. Ball (1994) finds no evidence for this hypothesis. In contrast, we find a
significant negative relationship between initia inflation and the sacrifice ratio, thus
supporting the Ball, Mankiw and Romer (1988) hypothesis. Interestingly, athough our
political variable and measure of trade openness remain significant, the inclusion of the
initial inflation level renders the coefficient on CBI insignificant. This supports the view of
Jordan (1997) who argues that since central bank independence is associated with low
inflation it is this, rather than independence per se, that raises the sacrifice ratio. Our results
in the next section, which take advantage of the time series as well as cross-sectional nature
of our dataset, are consistent with this resullt.

Equation 2 (table 5), following Ball (1994) and Temple (2002), includes the total
change in inflation, as well its initial level, as possible determinants of the sacrifice ratio.
Sargent (1983) argues that the size of the change in inflation could be important since alarge
total movement may be perceived as a change in the monetary policy regime. A larger
change, then, would be viewed as signaling a move to a long-lasting, lower inflation
environment. Anomalously, however, we find that the size of the change in inflation actually
significantly raises the sacrifice ratio. The data once again support the hypothesis that a
higher initial level of inflation significantly lowers the sacrifice ratio. The coefficient on
Right Gover nment remains negative and significant and CBI has no significant effect.

Equation 3 (table 5) includes a measure of the Speed of disinflation. Speed is
defined as the total change in inflation divided by the length of the disinflation. Sargent

(1983) argues that faster disinflations may be viewed as monetary regime shifts, resulting in
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a quicker adjustment of expectations than more gradual movements. The faster expectations
are altered the lower the sacrifice ratio will be. An alternative view isfound in Taylor (1983)
who argues, using a staggered wage adjustment model, that quick disinflations will reduce
output but more gradual disinflations can be theoretically costless. Equation 3 finds that the
speed of disinflation is negative (supporting Sargent (1983)) and significant at the one
percent level. Its inclusion improves the fit of the model. Interestingly, it lowers the

absolute value of the Right Gover nment coefficient and lowers its significance level to .06.

4. Panel Regression Models

Our sacrifice ratio dataset (Table 1) is afairly wide (18 countries) and short (either 4
or 5 episodes) series. We extend our empirical analysisin this section by employing methods
that more fully exploit the unbalanced panel structure of the data. This enables us to subject
our key hypotheses concerning the factors influencing the sacrifice ratio to a more rigorous
empirical framework.

Equation 1 (table 6) estimates our model by employing a fixed effects, panel
regression model so that the standard errors are clustered by country (i. e., we use clustered
standard errors). Use of these linearization/Huber/White/sandwich estimates of variance
yields results that are robust to any type of serial dependence in the errors. This approach
takes advantage of having repeated observations for each country by allowing the regression
error variances to differ across nations. It also allows us to capture permanent differences
between countries by including country specific dummy variables. Both the Sargent (1983)
theory regarding speed and our hypothesis concerning government type are supported by the

data. The regression results indicate that our Right Government variable is negative and
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significant at the .01 level. Speed of disinflation is once again negative (lowers the sacrifice
ratio) and significant at the .01 level. Trade openness significantly (at the .01 level) raises
the cost of disinflation. These results are broadly consistent with our previous results and
suggest that our findings are robust across different statistical methodol ogies.

Once our other variables are included, we again find that Central Bank Independence
has no significant impact on the sacrifice ratio. That is, we find that once we control for
political regimes, and other factors like the speed of disinflation, inflation’s initial level, and
trade openness, CBI has no additional explanatory power. This is in contrast to several
studies which find and then seek to explain a significant positive relationship between CBI
and the sacrifice ratio. In fact, the prevailing view of the positive relationship between the
sacrifice ratio and CBI has led some (e. g. Cukierman (2002)) to defend central bank
independence from the charge that “too much” of it makes disinflations prohibitively costly.
In other words, he argues that the benefits of CBI outweigh the extra cost in terms of lost
output. Our results here raise serious questions about the actual existence of these added

costs of CBI.

5. An Additional Sensitivity Test

A possible concern about our results reliability is that common inflation trends
across countries could be correlated with common political changes. For example, in the
early 1980s many western countries saw a swing toward both rightwing governments and
lower inflation rates. Equation 2 (Table 6) deals with this possible problem by incorporating
decade dummy variables into our panel-fixed effects model. These dummy variables were

coded such that a given disinflation was assigned to the decade in which most of its years
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occurred. For example, the Ireland 1989-1993 episode is assigned to the 90s. The results in
eguation 2 show that sacrifice ratios have significantly increased over time, but most
dramatically in the decade of the 1990s. In addition, the incorporation of our decade
dummies renders al variables in our model insignificant, with the exception of Right
Government and Speed. These added results raise our confidence about the importance of
political factors (especially as they concern policy credibility) in explaining inter-temporal

and cross-nationa differencesin the sacrificeratio.

6. Conclusion

Our paper departs from the existing sacrifice ratio literature in three important ways.
First, we have added additional years of data so that our sample extends through the 1990s.
Next, by employing a pooled times series/cross section approach we are able to take full
advantage of the fact that we have multiple observations for each country. Finaly, we
include a political variable to capture the effect different political regimes have on the total
cost of disinflationary policies. Employing several empirical techniques, we consistently
show that rightwing governments have lower sacrifice ratios. We argue that this is due to the
credibility advantage caused by their anti-inflation reputations. In addition (and in marked
contrast to previous studies) we find that when we control for other factors, we find that

central bank independence has no significant effect on the sacrifice ratio.
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Australia
Austria
Belgium
Canada
Denmark
Finland
France
Germany
Ireland
Italy

Japan

Netherlands

New Zealand

Spain
Sweden

Switzerland

1961-1962,
1965-1966,
1965-1967,
1969-1970,
1968-1969,
1964-1965,
1962-1966,
1965-1967,
1964-1966,
1963-1967,
1962-1964,
1965-1967,
1971-1972,
1962-1963,
1965-1968,

1965-1968,

U. Kingdom 1961-1963,

United States 1969-1971,

Tablel

Disinflationary Episodes (N=81)

1974-1978,
1974-1978,
1974-1978,
1974-1976,
1974-1976,
1967-1969,
1974-1976,
1973-1978,
1974-1978,
1976-1978,
1974-1978,
1975-1978,
1975-1978,
1964-1969,
1977-1978,
1977-1978,
1975-1978,

1974-1976,

1982-1984,
1980-1983,
1982-1987,
1981-1985,
1977-1978,
1974-1978,
1981-1986,
1980-1986,
1980-1987,
1980-1987,
1980-1982,
1981-1983,
1980-1983,
1977-1987,
1980-1982,
1981-1983,
1980-1983,

1979-1983,

16

1986-1988,
1984-1986
1989-1995
1989-1998
1980-1985,
1980-1986,
1991-1998
1992-1998
1989-1993
1991-1998
1983-1986,
1984-1986,
1986-1988,
1989-1998
1983-1986,
1984-1986,
1984-1986,

1990-1998

1989-1994

1989-1993

1990-1995

1990-1995

1991-1995

1989-1992

1991-1996

1991-1998

1991-1998



Variable M ean

Sacrifice
Ratio 1.46

Trade
Openness 55.49

Central

Bank 0.49
Independence

I nitial 7.88
I nflation

Inflation 4.84
Change

Speed of 1.56
Disinflation

Right 0.43
Government

Percentage 61.6
Right

Right at 0.64
Start of
Disinflation

Table?2

Summary Statistics

St. Dev. High
2.02 10.35
26.76 136.6
0.20 0.93
4.02 18.4
2.95 13.86
0.82 3.92
0.50 1.00
40.9 100
0.48 1.00

17

Low

-0.85

18.8

0.15

1.27

1.52

0.36

0.00

0.00

0.00

# Obs.

81

81

81

81

81

81

81

81



Table3

Central Bank Independence, Trade Openness and Government Type at the Start of
Disinflations

Dependent Variable: Initial Inflation Level (n=81)

I ndependent Eq.l Eq.2
Variables
Constant 10.87 11.70
(7.20) (9.37)
Central Bank -7.00 -6.01
Independence (-3.30) (-4.94)
Openness .001 0.01
(0.47) (0.85)
Right at -2.31
Start (-3.01)
Adjusted R? 11 18
F-Statistic 5.98 6.71

T-statisticsarein parentheses. Standard errorsare estimated using White's
heter oskedastic consistent covariance matrix.
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Table4
Trade Openness, Palitics, Central Banks and the Sacrifice Ratio

Dependent Variable: Sacrifice Ratio (n=381)

I ndependent Eq.l Eq.2 Eq.3
Variable
Constant -0.18 0.47 0.14
(-0.25) (0.06) (0.16)
Trade 0.01 0.01 0.01
Openness (1.75) (1.86) (1.95)
Central Bank 2.02 2.47 2.43
Independence (12.92) (2.22) (2.07)
Right Gover nment -1.15
(-2.83)
% Right -0.01
(-2.00)
Adjusted R? .03 10 .06
F-statistic 3.55 3.99 3.80
R.M.SE. ---- 1.86 191

T-statisticsin parentheses. Standard errorsare estimated using White's
heter oskedastic consistent covariance matrix.
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Table5

Controlling for the Level, Change and Speed of Disinflation

I ndependent
Variable

Constant

Trade
Openness

Central Bank
Independence

Right Gover nment

Initial Inflation

Inflation Change

Speed of Disinflation

Adjusted R?

F- Statistic

Dependent Variable: Sacrifice Ratio(n=381)

Eq. 1
1.37
(1.42)
0.01
(2.98)
1.74

(1.40)

-1.38
(-3.32)

-0.11
(-2.46)

14

4.15

Eq. 2
1.32
(1.45)
0.01
(2.23)
1.56

(1.30)

-1.26
(-3.10)

-0.24
(3.36)

0.20
(2.30)

16

4.19

Eq. 3
2.25
(2.11)
0.01
(1.69)
0.96

(0.81)

-0.68
(-1.89)

-0.11
(-1.30)

0.21
(2.26)

-1.08
(-4.12)

27

6.01

T-statisticsarein parentheses. Standard errorsare estimated using White's

heter oskedastic consistent covariance matrix.
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Table6
Panel Model Results Using Clustered Standard Errors and Decade Dummies

Dependent Variable: Sacrifice Ratio (n=81, 18 cross sections)

I ndependent Eq. 1* Eq. 2**
Variables
Constant 0.38 3.58
(0.23) (1.63)
Openness 0.05 0.003
(3.01) (0.16)
Central Bank 1.57 131
Independence (0.79) (0.60)
Right Gover nment -1.24 -0.76
(-3.09) (-2.19)
Initial Inflation -0.12 -0.04
(-1.59) (-0.48)
Inflation Change 0.13 0.04
(1.56) (0.46)
Speed of Disinflation -0.91 -0.54
(-3.54) (-2.58)
60s -2.67
(-2.46)
70s -1.99
(-2.72)
80s -1.83
(-2.36)
Within-Adjusted R? 25 52

T-statisticsarein parentheses.
*, ** Estimated using clustered standard errorsand cross section fixed dummies (not
presented) using Stata 9.0.
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Endnotes

'In anintriguing recent extension of the rational partisan model, Maloney, Pickering and
Hadri (2003) find that central bank independence (CBI) reduces the severity of politically
induced business cycles in a sample of 20 OECD countries.

2 Following Daniels, Nourzad and Vanhoose (2005) we exclude one of Ball’s disinflationary
episodes (for Luxembourg) since we do not have a Central Bank Independence measure for
that country.

% The only disinflation periods not included in either political dataset occurred in Spain under
the Franco regime. We deal with this by treating the disinflations occurring under Franco
(1962-1963 and 1964-1969) as overseen by a rightwing government.

* See Y anikkaya (2003) and the references cited within for support of our openness measure.
The same measure is also used by the Penn World Table to measure trade openness.

Another issue with this variable is whether to use it in log form, in order to reduce the
skewness of itsdistribution. We found that doing so did not substantively change our results.

® The CBI measure is from Franzese (2002) and is a scaled average of Cukierman’s (1992)
measure of legal independence, Grilli, Masciandaro, and Tabellini’s (1991) measure of
economic and political independence, and Bade and Parkin’s (1982) index measure of
independence.

® An additional problem with many of the positive models of monetary policy is that they
treat policy as being chosen by a single (optimizing) decision maker. Inreality, central bank
decisions are made by committees (not authoritarian leaders) and the policy outcome reached
is best represented as a consensus formed by members with potentially different preferences,
aswell as economic and political beliefs (and loyalties). See Chappell, McGregor and
Vermilyear (2004, 2005) and Sibert (2003) for elaborations of these points for the case of the
US Federal Reserve.

"Daniels, Nourzad and Vanhoose (2005) show that Central Bank Independence and trade
openness have a significant interaction effect in their sacrifice ratio regressions. We failed to
find this effect in our expanded sample.

8 We experimented with including dummy variables which capture elections taking place
during disinflations for a variety of specifications. In each case such variables were
insignificant and failed to alter the size, sign, or significance of the other explanatory
variables. This suggests that the effects of electoral uncertainty can safely be ignored.

° In this section we include some, but not al, of the variables considered by Ball (1994). We
found that including other variablesin his paper (e.g. the length of the disinflation and
duration of wage contracts) did not change our major results. In order to conserve on
degrees of freedom, we decided to include only variables that are influenced by the
credibility of apolicy change.
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