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Abstract

This paper builds a game theoretic model to ingasti credibility in monetary policy when
inflation targets are not set by the monetary aithand there is uncertainty about the preferences
of the central banker. Under reasonable assumptilb@snodel shows that in countries with greater
dispersion in central bankers’ preferences, as ithé case in a number of developing nations,
strong-type central bankers have to be more coaseevto persuade society of their commitment
to controlling inflation. The model also shows thaflation targets have a role in anchoring
expectations even when the central banker higHlyegaoutput expansions.
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1. Introduction
Since March 1990, when New Zealand became thedashtry to formally adopt an inflation
targeting regime, 24 additional countries have eméd this new approach to monetary poticy.

Conquering highly industrialized countries suchtles United Kingdom and Sweden, transition
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economies such as Poland and Hungary, and devglapuntries such as Brazil and Thailand,
the expansion of the inflation targeting monetayime has been impressive.

One fundamental characteristic of this monetaryimegis that inflation targets are
announced in advance to society. Therefore, ioflagéxpectations based on the announcements
and credibility about the central banker’s abilapd willingness to deliver the publicized
inflation rate play a crucial role in the workingkthe system.

The role of inflation expectations in short-run utt variations has been widely studied
since the seminal works of Kydland and Prescot? {)@&nd Barro and Gordon (1983a,b). With
the advent of the economics of information, severamdels have analyzed the effects of
asymmetric information on the outcome of the monyepmlicy game played between the central
bank and society.

Canzoneri (1985) presents an infinite repeated dagh@een society and a central bank.
At each period, society first sets inflation expectations, and tientral banker next chooses
inflation. However, realized real inflation in pedit is affected by a stochastic component to
money demand} = g + & The model focuses amperfectasymmetric information omy. the
central banker observesbefore choosing inflation but society only obserdeat the end of the
period. Because society does not distinguish betveeand &, the central banker can create
unexpected inflation and attribute it to the unestpd shocks. The solution to the model follows
Green and Porter (1984) and finds a trigger styageiilibrium in which society sets an inflation
threshold so that, if realized inflation is belomat threshold society expects the Pareto-superior
low inflation, but if realized inflation is abovéadt threshold society expects the higher Nash

inflation for a punishment period. The model expdaiperiods of high inflation and low



employment (stagflation) triggered by the stocltastimponent of money demand, rather than by
the traditional time inconsistency incentives.

Backus and Driffill (1985) focus oimcompleteasymmetric information about the type of
the central banker, who could et or hard-nosed A wet central banker cares both about

controlling inflation and employment whereashard-nosedcentral banker only cares about

controlling inflation. The paper considers a finiterizon game between societwho sets
inflation expectations and the central bankerwho chooses inflation and finds a mixed-

strategy partially-pooling equilibrium in which tineet central banker mimics theard-nosedne
with positive probability. In their models inflahomay be lower than expected in the initial
periods of the game and higher in the final period.

Vickers (1986) presents a more general game wdiktgpes of central banker care both
about low inflation and high employment, but thegvé different relative preferences for
inflation and unemployment. The paper focus orgaaing, separating equilibrium in which the
central banker who most values employmevef)is not able mimic the central banker who most
values low inflation dry). The game consists of two periods and in equulibrthere will be a
recession in the first period if the central baniseedry and there will expansion if he iget.
Moreover, there will be no surprises in the lasiqek as all relevant information becomes public
in equilibrium. In that paper, as well as in Baclaml Driffill (1985), the central banker cannot
commit to an announced target. Therefore, thera@explicit inflation targets.

Cukierman and Liviatan (1991) extend Vickers’s miolde letting the central banker
announce inflation targets before society setgftation expectations, in a two period setup. In
their model, astrong central banker will always achieve the exact angedninflation target,

whereas aveakone may deviate from the announced target. Weé2691) and Bugarin and



Carvalho (2005) analyze the monetary equilibrizanfextension of Cukierman and Liviatan’s
setup to an infinite game where a central banksréhéixed two-period nonrenewable term of
office.

Cukierman and Liviatan (1991), Walsh (2001) ang&in and Carvalho (2005) allow for
announcements of inflation targets, with the asgiong that the announcement isstategic
variable chosen by the central banker and gstreng central banker always delivers on his
announced target.

It has been standard in the theoretic literaturgsgume that inflation targets are set by the
monetary authority. However, analyzing inflatiomgeting (IT) countries’ monetary institutions,
one can easily check that in most cases the cdrdrider does not have the autonomy to set the
inflation targets. Indeed, according to Mishkin éachmidt-Hebbel (2001)'s Table 2, only 5 out
of 19 IT countries allow their central bankersridépendently choose the inflation targelis.the
United Kingdom, for instance, the target is sethm Chancellor of the Exchequer. In Poland, the
target is set by the Monetary Policy Council, whodmsists of the President of the National Bank
of Poland and nine other members appointed in equabers by the President of the Republic,
the Sejm and the Senate of the Parliament. In Briazis also the Monetary Policy Council
(CMN), comprised of the Finance Minister, the Mtrisof Budget and Planning and the Central
Bank’s governor, which decides on inflation targets

In some of these cases, the monetary authorityehaded the greatest influence in the

process of deciding the target. However, therevidemce that the other parties also play a role in

2 In fact, that study appoints Poland as a coumtrwhich the Central Bank sets the target indepethgamhich is
not formally the case (see Horskda, 2001). Theretbee study appoints 6 rather than 5 countries ®ihtral Bank’s
goal autonomy. Moreover, only 7 out of the 25 caest listed in footnote 1 allow their central barkdo
independently set the inflation targets.

* This is the simplest way to introduce the traditibtrade-off between inflation and growth andduls the seminal
articles by Vickers (1986) and Cukierman and Lama{1991). For a more detailed derivation of suchdaiced form
see, for example, Walsh (2000).



the process, especially in times of political tulmdhe mere existence of an institutional
framework that enforces mutual understanding ampoigntially conflicting members of the
government implies that the standard assumptiondhatral bankers set inflation targets may
leave behind important dynamics in monetary pohuydels. In order to better understand the
monetary equilibrium when the central banker doesset inflation targets, the present study
extends the models of Vickers (1986) and Cukierraad Liviatan (1991) by introducing
exogenously determined inflation targets and nguireng that any type of central banker achieve
the exact target. These assumptions allow us ttyanghe importance of inflation targets and
credibility to the formation of inflation expectatis when society has imperfect information
about the central banker’s characteristics.

The most important result of the model is that, aretasonable assumptions about the
discount factor §= 1/2), a higher dispersion in central bankers’ @refices causes a strong-type
central banker to be tougher on its delivered fitftarates so as to signal his type to society. In
other words, in countries where different typeseftral bankers have very distinct preferences
for monetary policy, disinflation policies will beostlier. If one believes that developing
countries tend to be more heterogeneous, then tiielnexplains why strong central bankers in
those countries need to adopt very tight monetaticips in order to maintain credibility, as it
seems to be the case in recent Brazilian monetaigyphistory.

The model also shows that the exogenous inflatogets and target ranges have a role in
anchoring expectations even when the central bamegreater preference for output expansion.
Expectations will typically be higher than the aamof the target, but the upper target range has

an important role to build on credibility.



The paper is organized as follows. Section 2 buhéstheoretical model of credibility of
an inflation-targeting monetary policy and finds @quilibria. Section 3 discusses the model’s
implications. Section 4 applies the model to amalye recent Brazilian monetary policy history.

Finally, the last section concludes the paper.

2. A model of credibility and inflation expectatiors formation with exogenous

inflation targets

Let us first set a central banker’s standard ytflinction at time as?
_ 1 _
V(m,m,ff)bz(m-m)zﬂ(m-ﬂf) (1)

where 7z, is the inflation rate at timeset by the central banker; is the inflation target for time

t that is exogenously set by the government, ahis market inflation expectation for tinte

The parameterd 20 reflects the importance the central banker attebuto output
expansion above trend levels, which is simplifiedthis model as the (positive) inflationary
surprise, relative to the importance he attribtwegaching the inflation target.

The first term on the right represents the (pogguallitical) cost the central banker incurs
by not achieving the target. In inflation targetiregimes the farther away realized inflation is
from the target, the stronger the social reactmedntral banker’s policies. In certain countries
this could even lead to appointing a new centralkbe® Inflation targeting countries usually

adopt target bands that are symmetric around theercef the target. Assuming a cost function

® See New Zealand’s institutional framework in Wa($895).



that is quadratic in the deviation of inflation rinche target might be a suitable simplification to
the common inflation targeting design.

With only one type of central banker and targetsgexously set, the model will predict
an inflation bias. First order conditions yielg =77, + A, which means that the central banker
will always inflate above target levels. Assumihgttexpectations are rational, in this one-period
game agents will anticipate the inflationary biaml dhus no inflation surprises will arise, as
=T +A=T11,.

Let us now allow for two possible types of centsahkersyandA, = A, who differ as
to the relative importance each one privately laites to output growth with respect to inflation
stabilization. Therefore, a central banker thatilaites weightA to output expansion cares
relatively more about reaching the exogenous talget the central banker that attributes weight
M, who cares relatively more about generating iitftetry surprise. Tha-type central banker of
is said to bestrong whereas the-type is said to beveak

In a one period game, inflation set by the stroymetis 77° =77 + A, whereas the weak
type's is i1’ =71, + u . If society believes that the incumbent is ofrarsg type with probability
p, inflation expectations will be a weighted averadenflation rates chosen by the strong and
the weak typesz; = prz° +(1- p)’ =71 + pA + (1~ p)u.

This simple analysis allows us to draw the follogvioreliminary conclusions. If central
bankers cannot pre-commit to an inflation targeid & this target is exogenously set, then
inflation expectations will be biased upwards frima target. Realized inflation will also exceed

the target, even if the central banker is of amngjrtype. Of course, the weaker the central banker

is, the higher the deviation of realized inflatibpom targets. However, as expected inflation is an



average of inflation rates optimally chosen by aakvend a strong central banker, realized
inflation under a strong type will be lower thame thne expected by society.

Note that inflation targets, in spite of not befndfilled, have a very important role in this
model. As realized inflation is directly relatedtteem, targets guide inflation expectations, thus
working as a nhominal anchor to the economy. Thithésmain feature of the inflation targeting
regime.

Plugging in realized and expected inflation intiosg- and weak-type central bankers’
cpeys . . s _ 1 2 w _ 1 2 P
utilities yields respectively; ——E/i -A1-p)(u-A1) and v, ==L H + p(u—A)u. Notice

that both types gain with higher credibility in thentral banker, which is modeled here as the
parametep, i.e., the highep, the more society believes that the central barkstrong. Indeed,

if society attributes a higher probability that tbentral banker is strong, a strong type benefits
from the reduction in society’s “pessimism”, ane tinodel predicts lower inflation expectations
and weaker recession. Moreover, the weak-type a@ebpanker benefits from higher inflationary
surprise.

Let us now allow for a two-period game betweenetgand the central banker. Let the
central banker be chosen at random at the begimfipgriod 1, according to the distribution, (
1-p), for a two-period termA time invariant inflation target is concomitantset by the
Executive branch or the Congress for periods 12arm = 77, = 77. As before, the central banker
may be either weak or strong, and this is his peiviaformation. Society will thus form
expectations based on its belief on the type ofcr@ral banker. After expectations have been
formed, the central banker sets the inflation fateperiod 1. By observing realized inflation,

society updates its belief about the type of thereé banker and forms inflation expectations for



period 2. After expectations have been formed,ceémral banker sets inflation for the second
period and the game finishes. Society’s payoff ésract measure of the accuracy of its inflation
expectations.

Figure 1 depicts the extensive form of the games $tochastic determination of the
central banker’s type (S: strong, W: weak) is meddly the use of nature (N) in the top decision
node. The dotted straight lines represent inforomasets for society (Soc). The top dotted
straight line indicates that society does not kb central banker’s type when setting inflation
expectations in period 1. The one on the bottonicatds that if both central bankers’ types
choose the same inflation in period 1 in equilibrjusociety cannot identify their types. The
curved dotted lines indicate that the central bar(kespectively society) has infinitely many
possible choices for inflation (respectively, farfflation expectations), only one of which is

represented in the game tree.

2.1 — Separating Equilibrium

In the separating perfect Bayesian equilibrium, weak central banker will reveal his type to
society at the end of the first period. Therefdre,will choose to inflate at its optimal rate in
every period. Inflation surprises will thus occurly in the first period of the game. In this

equilibrium, realized inflation in periods 1 andulder a weak type central banker will be

m =T =T



Figure 1: The extensive form game

On the other hand, a strong central banker may im@eatives to deviate from its optimal

complete information rate if this is necessarynmuce the weak central banker not to mimic his

10



chosen inflation. Letz> be the inflation chosen by the strong central karik period 1. Then,
the consistent beliefs society holds in periodz2, are the following: if the realized inflation in

period 1 is lower or equal ter’, then the central banker is strong; if it is above, then the
central banker is weak. Moreover, society’s expkctenflation in period 1 is
;= prg +(1- p)7r+ ).

In order for the weak central banker not to mirSis choice, it must be the case that

choosing his preferred inflation rare” = 77+ ¢ and revealing his type to society yields a higher

utility than choosing 7z, inducing society to believe he is strong, andnigagi from the

inflationary surprise at period 2. This will be ttese if and only if the following condition holds:

75 < 7+ - (23u(p - A))- 2)

Furthermore, any deviation from his optimal comglgtformation policy is costly to the
strong central banker. Therefore, he must be bettehoosings;> than if he chooses the higher

inflation 77+ A and lets society conclude that he is a weak ddodwaker. This will be the case if

and only if the condition below is satisfied.

752 7+ A - (200 (u- 1)) (3)

1 1
It is straightforward to check thatz+A-(20A(u—A))z <7+ u—(23u(u-A))2.

Therefore there is a range of values fgf compatible with a separating perfect Bayesian
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1
equilibrium. Note now thatr+ A < 77+ u — (2du(u - 1))z if and only if Acio2s. Therefore,
U

1
it A<1-25, then only the inflation ratesz’ D{ﬁ+)|—(25)l(,u—)l))z,ﬁ+)l} belong to a

U

perfect Bayesian equilibriuthHowever, only the optimal inflationz, =77+ A satisfies the

intuitive criterion® This corresponds to the case where the strongagpesignal his type without

any costly deviation from his complete informatihoice.

1
On the other hand, if- >1-25, then 7+ u—(20u(u-A))z <+ A and any perfect
U
Bayesian equilibrium will require an inflation rabelow the strong type’s preferred policy. In
1 1
that case, every inflation rate® D[THA —(25/](/1—/1))2,7_T+,u—(25[1([1—/1))2} belongs to a

1
perfect Bayesian equilibrium. However, only theickorz® = 77+ - (2du(u - 1))z satisfies the

intuitive criterior?.

20-1 Therefore, if

1
Note that 77> 77+ u—(2du(u—A))2 = ° if and only if A
u

A > 2251, then 7z° > 77, i.e., the inflation level chosen by a strong canbanker, although
U
' 7T ill sti : eﬂ 20-1
below his preferred levelz+ 1), will still be above the target. On the other haifid= < o5
U

" Since for any;s D(ﬁM,ﬁJrﬂ_(ZJu(u_/]))%} the strong central banker would prefer to chobiseoptimal

complete information inflatiorrz + A which would also signal his type.
® Consider any other choice in the interf%lﬂl _(25/1(#_/1»2,,74,/]). Then, choosing an inflation level closer to

the right hand side of the interval, and convincgugiety that he is strong, increases the stromgralebanker’s
utility. On the other hand, the weak central bardtér prefers not to mimic the strong type’s pgli¢-or a detailed
exposition on the intuitive criterion see Cho & Ksg(1987).

° The argument is the same presented in the prefotisote.
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then 7z < 77, i.e., in order to signal his type the strong canbanker will keep inflation below

the target7 . Figure 2 summarizes the present analysis.

) Figure 2: Intuitive separating equilibria
- 4
U

1_

N

v

Note that one can interpret the size of the raf‘tioas the level of homogeneity of a
7

society. Indeed, ifA is very close tqu, so that the quotient is close to one, there tsnmach
divergence in the way different types of centratk®s value output relatively to achieving the
inflation target. This corresponds to the uppehtricorner of the figure when the discount factor
ois high enough (bigger than 0.5). Conversely; i$ much bigger thad, then different types of

central bankers diverge strongly and society igfogieneous. This last case corresponds to the

lower right corner of Figure 2.
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If one believes that developing economies tend éoniore heterogeneous due to the
strong political struggle between different sectirsociety, then the present model suggests that
a strong central banker needs to adopt a much ommgervative monetary policy in developing

countries, in order to convince society that hdlyes strong.

2.2 — Pooling Equilibrium
In the pooling equilibrium the weak central bankeit mimic the strong type in the first period
of the game. As society will observe a first-perrate of inflation that does not allow it to infer

which type of central banker is in office, expetas for the second period will be a weighted
average of likely inflation ratesz® = prrs + (1- p)t =7+ pA+(1- p)u. Let 7z be inflation
chosen by both types of central bankers in periodhen, society will anticipate that actual
inflation rate and setrz; =7 =7 = /7. The consistent beliefs in period 2 are as foltoifvs
the realized inflation in period 1 is lower thanemual to7z], then there is no updating in beliefs,
i.e., society still believes that the central banisestrong with the same probabiligy; if it is
above 7, then society concludes the central banker is wéaken these beliefs, there cannot be
a pooling equilibrium with7z;, > 77+ A, as the strong central banker would prefer to shoo
> =7+ A. Therefore, it must be the case thgit< 77+ 1.

In a pooling equilibrium, the strong central bankeéit choose 77, as long as this gives

him a higher utility than selecting his preferredlipy 77+ A and allowing society to believe that

he is weak. This will be the case if and only & tondition below is satisfied:

72 7+ A - (283 - A)z (4)
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Similarly, the weak type central banker will choaset to deviate from the pooling
equilibrium if the utility he attains in mimickinthe strong type in the first period is higher than
the utility he would derive if he inflated at hiptonal discretionary rate in the first period, and

thus revealed its type. This will be the case @ anly if the condition below is satisfied:
1
2 7+ p= (2dup(u - A))2 )

1 1
It is immediate to check that+ A - (2 p(u - A))z < 7T+ 11— (2dup(u - A))2 . Therefore,
1
both conditions (4) and (5) will be satisfied if caronly if 7" = 77+ - (2dup(u - A))z .
1
Furthermore, one must have® <77+A. But 7+A > 7+ u—(2dup(u-A))2 if and only if

>1-20p.
Thus, if i<1—25,0 there will be no pooling equilibrium. On the othbkand, if
U

1
i21—25,0, then any inflation levelrr D[ﬁ+y—(25yp(u—)l))z,ﬁ+)l} corresponds to a
U

perfect Bayesian pooling equilibrium.

Pooling will be more likely to occur if the diffenee between the weak and the strong
types is not pronounceg €lose tod, which, according to the previous discussion,esponds to
a more homogeneous society), the weak type signifig values the futureofvery high, close to

1), and credibility is high (society expects thetcal banker is of typd with high probability,
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i.e., p is high). Figure 3 adds to Figure 2 the bold aeijb'rlinei =1-2p0 (with p<1/4); the
U

region above that dotted line corresponds to théet®pooling equilibria.

Figure 3: Pooling equilibrium region
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3. Model implications

This model makes explicit the role of “social st&i for the type of equilibrium that results. In

a stable society the possible types of central &@nlill not differ significantly among each

other. As such, the/l ratio will be close to 1, which induces either aloog equilibrium or a
J7;

separating equilibrium with low deviation from seii's expectations, i.e., low recession cost
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when a strong central banker wants to signal Ips.tffhe latter corresponds to the equilibria in
the upper right corner of Figure 2. On the othardhan unstable countries, which exhibit a high
turnover of very distinct political parties in powvéhere will be higher heterogeneity of central
bankers’ types. This heterogeneity will induce @asating equilibrium in which the strong

central banker needs to impose high recession tossciety in order to signal his type. This
corresponds to the equilibria in the lower rightre of Figure 2.

That discussion brings about the issue of indepecel of the monetary authority and
staggered terms for the Executive incumbent andQéetral Bank’s governor. Central Bank
autonomyper sedoes not induce a reduction in heterogeneity nfraébankers’ types. However,
with a fragile institutional framework, the perspee of a change in political parties in power
may enact an undesirable update of society’s paorthe type of the next central banker. As the
model showed, if society attributes a higher chafwcethe next central banker to be weak,
inflation expectations will be higher, and shoub@ treal central banker be strong, there will be
important recession costs to the economy. If thmgeof the Central Bank and the Executive
branch do not coincide, then the change of parthénExecutive will not induce an immediate
change in the Central Bank governor’s type; theeefmonetary policy and society’s beliefs will
be more stable during the transition to a new guvent.

Another important implication of the model is tHatecasters recognize that the Central
Bank will not reach the center of the targat)(in the low deviation separating equilibria (upper
right corner in Figure 2), even if the central bankttributes a higher relative importance to the
variance of inflation around the targets. Therefaredibility in this model should be interpreted
as the likelihood that the central banker is stromgontrolling inflation and not as the ability of
the central banker to reach the center of thetinfiaarget. In that regard, as we have shown, the

higher the credibility of the central banker, tbevér are inflation expectations.
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If the center of inflation targets is usually rattained, then why should the government
set an inflation target? As we have shown, theetadyyectly affects central banker’'s optimal
choice of inflation. As such, it signals the futy@h of inflation to society. Therefore, this mbde
confirms the “signaling” role of the inflation-taxting regime.

If the authority that sets the target wishes, fatance, to reduce equilibrium inflation, it
shall act strategically by setting a low target.omder to induce an average inflation af in
period 2, for instance, it should set a target 7z, — (oA + (1- o)u).

In addition, as there is usually a political cosé@ciated with not achieving the targets, the
authority that sets the targets shall reduce tbst by defining an inflation target range around
the center7. If the target range i§7— £, 77+ &), such thats 0[4, ), then the target band will
always be attained in the first period of the poglequilibrium by any type of central banker and
will always be achieved in the other equilibria glibthe central banker be strong. Note that if
the political cost associated with the failure ohigving the targets is sufficiently high or if ex-
ante credibility of the Central Bank is low, it mhg optimal for the authority setting the targets
to choose a wider range. Notwithstanding, this rgeliment of the range could come with some

utility loss because of the lack of accuracy of tin@netary policy.

4. An application to Brazilian presidential electioms

Carvalho and Bugarin (2005) compare the formatide of inflation expectations in three Latin
American countries: Brazil, Chile and Mexico. Thedy finds that in the particular case of
Brazil, for some time in 2002 and 2003, inflatiargets ceased to be an anchor to inflation
forecasts. The misalignment of inflation forecasey have stemmed from a number of sources,

domestic and external. However, as external shaek® common to the two other countries
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investigated, it seems plausible to argue that dtimembalances played a more important role
for the weakening of credibility in inflation tangein Brazil.

The strong misalignment of inflation forecasts cadled with the victory of a left-wing
candidate, Luis Inacio Lula da Silva, in the coyistipresidential elections. As the Central Bank
of Brazil has not been granted formal autonomy, anéw central banker was to be appointed by
the new president, there appeared to be high w@ertregarding the future conduct of
macroeconomic policy and, in particular, of theergity implemented inflation targeting regime.

The behavior of inflation forecasts was a signawbfat was yet to come. In the first
guarters of 2003, there was evidence that theiah@damponent of inflation in Brazil had actually
increased. Monetary policy was further tightenedassure the convergence of consumer price
inflation to the targets. The tightening of mongtpolicy resulted in stagnation of the real output
growth in 2003. It was only after June 2003 thdlation forecasts were again aligned to the
targets, and the country resumed its growth path.

Brazilian society has shown a diversity of opini@mut how domestic monetary policy
should be conducted. There is indeed an importebaté on inflation control versus growth. In
Brazilian politics, this debate opposes “orthodtiso “developmentists”. In the language of the
present model, it appears that the Brazilian sp@rpected significant differences in the conduct
of monetary policy by different types of potentigntral bankers (large value fér £). The new
government meant a new central banker and sockgycéed it to beveakwith high probability
(small value forp) due to the fact that a left wing president waectd, in spite of president
Lula’s continued assurance that he would maintaghsame monetary policy as its predecessor.
Although monetary policy proved that the appointedtral banker was tough on inflation, due

both to the huge difference between possible wadks&rong central banker preferences in Brazil
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(the size ofA— ) and the low probability of a strong central banfgenall p), the incumbent was

forced into an excessively tight monetary policyarder to signal his type in a separating
equilibrium. As a consequence, the country witnéssagnation in the first year of president
Lula’s term. By the second year, however, the ran of the central bank was well established,
as his type was revealed to society, and the cp@xerienced a high growth rate of about 5%

of GDP.

5. Conclusion

This paper extended a theoretical model of cratibib investigate the role of uncertainty
regarding the type of a central banker on optimahatary policy and formation of inflation
expectations, in an environment where inflatiorgéts are exogenously set by a government
agency that is not the Central Bank.

The model shows that “social stability” has impattamplications for monetary policy.
Under reasonable values of the discount fac®r=1/2), in more heterogeneous societies,
monetary policy has to be more restrictive so abuitd on credibility. On the other hand, in
more homogeneous societies, the very presence offlationary bias will not be grounds for
such a restrictive monetary policy. If one believleat developing countries tend to be more
heterogeneous, then the model explains why stremiral bankers in those countries need to
adopt very tight monetary policies in order to ntaim credibility, as it seems to be the case in the
recent Brazilian monetary policy history.

The model also shows that even when the centetafyat range is hardly ever achieved,
this center target has an important role in guidnftation expectations. Therefore, the authority

that sets the target has a strategic opportunightmse target ranges that take into account the

20



positive inflation bias that may exist even undereatral banker that attributes a high relative

weight to inflation stabilization.
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