Does Model Uncertainty Lead to More Conservative Central Bankers?
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Abstract

In a seminal paper Rogoff (1985) suggested that by appointing conservative central bankers with optimally more important inflationary aversion than the whole society, social welfare could be improved with respect to discretionary equilibrium.   In this context, uncertainty means the realisation of an event whose true probability distribution is known.    However, in practice policymakers are unsure about their model, in the sense that there is a group of approximate models that they also consider as possibly true. The resulting problem is one of robust control, in the sense of Hansen and Sargent (2002), where the objective is to choose a rule that will work under a range of different model specifications. This paper adapts the robust control perspective to the problem of monetary policy delegation to a conservative central banker in a simple static context. In this environment, we find that robustness of a government robust rule reveals the emergence of a precautionary behaviour in the case of unstructured model uncertainty about the true structure of the economy, reducing thus government’s willingness to delegate the monetary policy to a conservative central banker.
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