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ABSTRACT

In this paper, a formal model has been developed to analyze the appointment
of individuals to serve as central bank governors in a two-party political system
when confirmation hearings exist and monetary policy is determined according
to a majority-rule voting system. The major results of the paper are that
appointed governors will tend to be more moderate (i) if the nominating party
and the confirming party do not coincide, (i) the lower the chance the
nominating party and the confirming party coincide in the future, (iii) if the
term governors must serve out overlaps an electicn, (iv) as the next election
approaches, and (v) the lower the probability the nominating party wins the
next election. Some of these theoretical results are consistent with existing
empirical evidence related to the Board of Governors of the Federal Reserve
System.

RESUMEN

En este trabajo se desarrolla un modelo para analizar el nombramiento de
individuos como miembros del consejo del banco central en un sistema politico
bipartidista cuando dichos miembros deben ser confirmados por el Parlamento
y la politica monetaria se determina mediante la regla de Ia mayorfa en el
consejo del banco central. El principal resultado obtenido es que los
gobernadores nombrados tenderin a ser mds moderados (i) si el partido
nominador y el confirmador son diferentes, (i) cuanto menor sea la
probabilidad de que ambos partidos coincidan en el futuro, (iii} si el mandato
que debe servir un gobernador se solapa con una eleccidn, (iv) a medida que
la préxima eleccién se acerca, y (v) cuanto menor sea la probabilidad de gue
el partido hoy en el gobierno gane la préxima eleccién. Varios de estos
resultados tedricos son consistentes con la evidencia empirica existente para el
Consejo de Gobernadores del Sistema de la Reserva Federal,
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1. Introduction

Recent research indicates that partisan pressures have considerable influence
on monetary policy. The main channels threugh which partisan influences can be
transmitted to the central bank are direct signalliing of desired monetary
policies (Havrilesky, 1988, 1991), coercion and bashing (Waller, 1991) and
central bank appointments (Havrilesky and Schweltzer, 1990; Giidea, 1990;
Havrilesky and Gildea, 1992}, From an empirical point of view, Chappell,
Havrilesky, and McGregor (1993) conclude that in the U.S. case partisanship in
the appointment process is the primary mechanism by which partisan differences
in desired monetary pelicies arise.

Since in practice the appointment process is structured in a way such that
central bank governors will always be appointed through a political process,
it is impeortant to know how particular institucional structures affect the
composition of the central bank board and, in turn, monetary policy.

Previous work by Garcia de Paso (1993} shows that in a wmodel vwhere
confirmation hearings do not exist, monefary policy uncertainty is affected by
several institucional features. In particular, the lengthening of governors’
terms in office reduces monetary policy uncertainty and the membership of
administration officials on the central bank board increases monetary policy
uncertainty.

However, if confirmation hearings do exist (as it is ip the U.S.) and the ocut-
of -power party currently has or may have in the future a majority in the
legislative bedy which must confirm neminated governors, this party will have
some influence over the appeintment of central bankers. Therefore, it seems
that a formal model of the appointment process in the presence of confirmation
hearings is required as a further step towards a positive theory of monetary
institutions.

Waller (1992) has developed such a model under the assumption that the utility
a party obtains from an additional central banker on the board is independent
of the previous composition of the board and that the total utility a party
obtains from all the board members is the sum of the individual utilities.

However, monetary policy is tipically determined according to 2 majority-rule
voting system and Waller’s model does nct account for this fact. Thus, the
purpose of this paper 1s to construct a model which explicitly accounts for
the majority-rule voting system at central kanks in order to study the effects
of several institutional features when confirmation hearings are present.

The paper is structured as follows. Section 2 cutlines the basic institutional
structure. Section 3 develops the appeintment game for a case where governors’
nominating and confirming parties never coincide. Section 4 extends the game
for a case where nominating and confirming parties may or may not coincide, as
it ig in practice. Subsection 4.1. centers upon a case where the appointed
governor must serve ocut a term which does not overlap an election. Subsection
4.2, analyzes the case where the term overlaps an election. Section 5
discusses the results obtained in the light of previous empirical evidence on
the subject. Finally, section & concludes.

The key resuits cobtained are the follewing:




-if the confirming party is always different from the nominating party, the
appointed governor will be of a type such that the expected utility both
parties obtain from his appeintment is zero, R e

-if there exists a chance that the nominating and the confirming party
coincide and the term to be served oui does not overlap an election, the
appointed governor will be more partisan (i) the more patient parties are,
{ii) the shorter the term which must be served out, and (iii) the higher the
chance the nominating party znd the confirming party coincide.

—appointed governors will tend to be less partisan (i) if the term they must
serve out overlaps an election, (ii) as the next election approaches, and
(iii) the lower the probability the nominating party wins the next electiocn.

2. The basic institutional structure

OQur economy is characterized by a two-party system, consisting of party 1 and
party. 0. Moreover, there exists a government that carries out certain
administrative and legislative duties, The branch of government that performs
administrative duties will be referred to as the executive body. The branch of
government that carries out legislative duties will be referred to as the
legislative hody.

The two parties compete electorally for the executive body. An election is
held every n periods of time, For instance, if at the beginning of period t an
election takes place, the next election will take place at the beginning of
period t+n.

Menetary policy is conducted by a group of central bankers who compose the
central bank board. There are r seats on the central bank board and each seat
carries with it a term of r pericds of time. These r terms are staggered so
that they overlap each other by one period. Then, in our model a term expires
at the start of every period.

The victor of the last election is allowed to nominate candidates to serve as
central bankers but these candidates must be confirmed by the legislative
body. Therefore, there exists a confirmation process through which prospective
central bankers must go, whereby the majoriiy party at the legislative body
can vete a nominee if it desires to do so.

As a consequence, at the start of every pericd the governmental party
nominates & candidate to fill the seat that becomes vacant. If the candidate
is vetoed, the party in power nominates a new candidate at the start of the
next period.. If this new nominee. is"rejected such:a  nomindtion-veto. process
keeps repeating-jitself every: period-until “g ‘nominée iz - accepted. by the
legislative bod; iR T e A s e e

The. tegislative: body:can: be: tontrolled by ‘either of the two parties. Since the
party. that . controls: the législative body must confirm the nominees, this party
will:be referied to’as the’donfirming party. As a consequence, the nominating
party and. tHe:conf irming:party miy or may not coincide.

If & bénfkal{baﬁkéf ié;appoinfed and confirmed in the first peried ef a term,
he will serve r periods. However, a seal can become vacant before its term
expires because of a resignation or death. In such a casé, a sucessor central
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banker serves out the remainder of the term tco preserve the overlapping
structure of the bhoard. The sucesser must go through a new confirmaticn
process and if confirmed he will serve 1 < s < r periods.

The central bank beard cenducts monetary policy through contrelling a monetary
instrument denoted by y. Party 1 and party 0 differ in their most preferred
value of such a monetary instrument. Party 1’s most preferred values is y! =
1, whereas party 0's most preferred value is y° = 0. Each prospective central
banker has also a monetary instrument bliss point. We will assume that the
range of central bank candidates’ bliss poinis is the closed unit interval: y
€ [0,1]. A candidate will be referred to as being of type y if his monetary
instrument bliss point is y.

Within the central bank board monetary policy will be determined according to
a majority-rule voting system. As a result, the monetary policy actually
implemented will be the value of the monetary instrument preferred by the

median governor on the board, denoted by ; and there will be no incentive for
a governor to misrepresent his true bliss peoint.
Every period t, each party obtains utility from the monetary policy actually

implemented in that period (}t]. Therefore, a party obtains atility from the
board of governors as a whole in the fellowing manner:

(1a) ulyedo = (1 - ¥,)

(1b) alye)y = Ve
where the subscripts 0 and 1 denote parties 0 and 1, respectively.

Equations (1a} and (ib) show that each party’s most preferred monetary policy
is the least preferred monetary policy by the other party.

Since the board consists of r central bankers and parties obtain utility from
the median governor on the board, the utility that a party obtains from an
individual central banker depends on the other centrzl bankers' types.

Moreover, let }z&)denote the median central banker on the board in peried t+i

if y, was appointed at the start of periecd ¢ and }fi}) denote the median

central banker on the board in peried i+i if y, was not appointed at the start

of period t. Thus, }iﬁl and }:1t) differ because of the presence of a type y;

—olt
central banker on the board at time t+i to conform the median member y:is.

Let uly,), .,; denote the utility a party z (=0,1) obtains in period t+i from
a vandidate of type ¥,. Such a utility is given by the difference between the
utility the party obtains from the board in peried t+i if the candidate was
appointed and the utility the party obtains from the board in period f+i if
the candidate was not appointed:

—clt) ~s{t}
(2a) ulyylg, tes = ul¥eer Jo = ul¥ies Jo




gt e _
(2b) uly )y, e = ulyig Jy - U{Y:i?{JI_”

Sustituting equation {la) into {2a) and (1b) into (2b) we obtain:

(1 - =c(t) —s(t) =s{t}) —cit)

(3a) U{yt)o,tﬁ = Year ) — (1~ 30} = Fraeg ™ Yees

~elt) _ —sit)
(3b} U[Yt)t,t+i = Y2+i - Yf+1

Equations (3a} and (3b) reveal that ulyydo, tes = uly¢)y 1ays that is, if a
party obtains a utility gain from a candidate, the other party obtains a
utility loss of the same order of magritude so that the nomination-
confirmation process can be considered as a zwro-sum game. This result follows
from the fact that parties obtain utility from a majority-rule based monetary
policy.

In particular, this fact implies that the wvalue of an additional central
banker for a party will depend on the relative strengths of voting blocs
existing on the board for the entire term a central banker is appointed for.
Moreover, pivetal appeintments to the board will not have the same value for a
party as any other appointment because a pivoial appeintment will change the
median member of the board and, in turn, the monetary peolicy actually
implemented.

Let @, denote a vacancy that it is not filled in period t. In this case, y, =

#,. Then, it happens that }ﬂt) = f:xJ because the seat was neot filied. As a

consequence, the utility that parties cobtain in pericd t+i if the wvacant was
not filled in period t are the fellowing:

—c{t) -s{t) —s5(t) —s{t}

(4a) B g ey = W(Fay Jo ~ WFiag Jo = Yesi ~ Yeag = O
=c{t) ==} —s(t) =s{t)
(4b) uldy)y ey = Ulyre )y~ ¥l )1 = Yo — Yiag =0

Eguations (4a) and (4k) show that if a vacant is not filled in period %, both
parties experiment neither a utility gain nor a utility loss. The reason being
that if the vacant seat is not filled, the median central banker on the board
and, in turn, the monetary policy actually implemented does not change. Since
monetary policy remains the same, parties do nolt experiment a utility change.

In the case the nominating party cobtains the same utility from nominating a
candidate than from not filling the vacancy, we will assume that the candidate
is nominated. Simflarly, if the confirming party obtains the same utility from
accepting a cangidate than from rejecting it, we will assume that the
candidate will be’accepted. .

|
|

3. The appointment game when nominating and confirming parties never coincide

In this case a party controls the executive body and the other party controls
the iegislative body. Since the confirming party at any time ¢ can veto a
nominee, this confirming party has a strong bargaining power over current
appointments. Although a central bank can be contemplated as an ongoing
organization (Cothren, 1988}, the fact that a seat carries with it a finite
term (r periods of time, where r < w) turns the appointment process into a
bargaining game over payoffs {utilities) that the parties receive over a
finite time interval.

Therefore, we have a finite horizon alternating offer bargaining model, where
there is a positive probability that the roles of nominating and confirming
parties will be reversed during the game. Since the horizon is finite the
golution to our game will be obtained by backwards induction.

lLet k denote the nominating party (the governmental party) and j denote the
confirming party, with j=0,1 and k=1-j. This assumption (only for section 3}
implies that the opposition party always controls the legislative body which
must confirm the candidates. Every period f a term expires and this wvacancy
must be filled, The new seat on the board to be filled carries with it a term
of r = 5 pertods of time, where s denctes the number of periods remaining in a
term if a vacancy arises within it.

Moreover, every period { more vacancies can arise 1f one cor more governors
quit the board before their terms expire., In such cases, these seats have s
periods remaining in the current term, with 1 = s < r.

For each vacancy to be filled at the start of pericd t, party k nominates a
candidate of type y, that it finds suitable to fill a seat on the board. After
that, party j decides to confirm or vete the nominee.

If party k candidate is accepted, he serves ocut s periods. If party k
candidate is vetoed, the wvacancy is not filled during period t and a new
candidate will be nominated in period i+l by the ther nominating party.

At the start of period t, party k faces the following problem: either nominate
a candidate at time & (and obtain from him an expected utility in the s
following periods} or not nominate a candidate (and wait for a meore suitable
nomination next period}.

The decision that party j faces at the start of period f if a nomination is
made by party k is the following: either accept the nominee (and cbtain from
him an expecfed utiiity in the s following periods) or reject him (and wait
for a more suitable candidate next period).

Let Y, denote the acceptable candidate in period t by both parties. Acceptable
period t candidates {y, = ¥,) must satisfy the following condition:

(s) Et{ e uin,, e } = uls), o + Et{ 8t i), e } z=0,1




where E; is the expectation given time t information, & is the common discount

factor for both parties, Y,,, is an acceptable candidate for both parties in
period t+1, and 1 = s = r,

The candidates that jointly satisfy equation {5) for z=0 and z=l are the types
of candidates that will be both nominated and confirmed.
From equations (4a} and (4b), we have

{6) uleg), o = 0O, z = 0,1

Substituting equation (6) into equation (5}, we obtain

-1 - i
) Et{ ZT.:D 61 u(Yt]z-f—“‘i } = Et{ Eizi & u(yf-i-l)z,tﬁ. }r z=0,1
We can rewrite {7} as {8a) and (8b):
(8a) Et{ Ij;; 5! ulYydp, ey } = Et{ ?;1 s' U(Yt+1JD,L+i }
-t i -
(8b) 1-:{{ Yo & 0y e } = Et{ Loy 8 ulfu)y e }

From equations (3a) and (3b) we kmow that ul(yplg eey = -ulyydy 44q. Using this
equation in (8a), we can write

¥

-1 _i - i
(9a) - Et{ Vi 3 ¥y, e } - Et{ TS W) e }

(9p) Et{ )j:) ERE G } = Et{ E: 5 116 S PR }

Equations (9a) and (9b) jointly hold if and only if

(102} Et{ ﬁég s ul¥edy tay }

—1 i
Et{ Ej=1 LY Y1)y, eas }

(10b) zt{ oo 3 UlYi)g ey } = Et{ 1; 5 ul¥in)o, s }

We can jointly write (10a} and leb} as equatioen (11):

{11) Et{ ["‘;; & uly), v } = Et{ [: a' ultea)z, o } z=0,1

Since equation (11) applies for T = s = r, we can solve for the equilibrium
appointments by working backwards.
For s = 1, equation (11) reads

1-1 1
(12) Et{ Voo 8 ul¥i)z, v } =0, z=0,]
Rearranging (12} we obtain
{13a) Et{ ul¥y), . } =0, z=0,1
When s = 1, we are considering a vacancy that arises in a seat whose term

expires at the end of period t. If party k nominates and party j confirms a
candidate of type Y,, they obtain in period t an expected utility given by
Et{u[Yt)z.t}. Moreover, since at the beginning of pericd t it is known who the
median governor on the beoard was before the wvacancy is filled and whe the
median governor will he if a candidate of type Y, is appointed to the board,
we cah wWrite

(13b) Et{ u(¥y), + } =Yy, =90, z=0,1

However, if party k does not neminate a candidate te fill the vacancy or party
Jj wvetoes the nominee, the =eat remains vacant in period t and a new term
begins for the vacant seat at the start of period {+l. As a consequence, the
expected payoff a party obiains if it waits for a more suitable candidate next
peried is zero because there is no next period within the current term. This
fact is reflected in the right-hand-side of equation (13a).

The idea is that if a seat becomes vacant in the last period of its respective
term, parties may extract utility by fiilipg the vacancy with a candidate that
serves out this last pericd. Once the vacancy has emerged there will be a
median governor on the board (the incumbent median governor). Suppose party k
nominates a candidate. If this candidate is appeinted, the new median governor
on the board will be different from the incumbent median governor. Obviously,
pariy k will not nominate a candidate such that -if appointed- the new median
governor will be further from its monetary instrument bliss point than the
incumbent median governor actually is. However, the same strategy will be
followed by party j in deciding whether or not to accept the nominee.

As a resuli, the only acceptable candidate for both parties will be of a type
¥, such that both parties obtain zero utility from that candidate. Therefore,
the appointment of this candidate will not change the median governor on the
board. This result can be seen by substituting equations (3a) and (3b} into
equation (13b}:



(14a) ultylo,e = 0 - B =0
(14b) alry)y,e = 50 - B =a

For equations {14a) and (14b) to hold, it is necessary that 1—':“)= ‘._f:“').

Suppose now that a vacancy arises in the seat considered above (the one whose
term expires at the end of pericd t} at the beginning of period t-1. Then,
this seat has 5 = 2 periods remaining in the current ferm.

Lagging equation (11} and using it for 5 = 2, we have
i i
(15} Et—l{ Emalu(yt-l)z,t-lﬂ } = Et—1{ Z=1 § ulYedy, ez }, z=0,1

Manipulating this expression, one cbtains

{16) Et_l{ WYy gy o + SU(Yeoydy o = a~EH{ ulyy), . } z=0,1

Since we have already obtained that Eg{u(Y.}; .} = u(¥}, , = 0, it is clear
that at the start of period t-1 both parties expect that no utility gain will
be obtained 1f they wait for an acceptable candidate until the beginning of
period L. As a consequence, wWe can write

{17 Em{ ul¥y), ¢ } =0, z=u0,1

Sustituting equation {17) into the right-hand-side of equation (16), one
obtains

(18) EH{ ulYe 1), g + 8ul¥ig), ¢ } =0, z=0,1

Fguation (18) reveals that the only acceptable candidate to fill a vacancy
with 5 = 2 remaining periods must be of a type such that the expected
discounted utility that both parties exiract from his appeintment during the s
= 2 remaining periﬁids is zero.

Imagine that at the beginning of period {-2 a vacancy arises in the seat whose
term expires at the end of peried t. Therefore, the current term has s = 3

remaining perieds.

Using equation {11) for s = 3, we have

2 i 2 i
(19) 1-:,;_2{ Vo 3ulYea)z van } = Et_z{ Vo8 ulfeyds eean ]» z=0,1

Manipulating equation {(19) one obtains

(20) Etﬂa{ ulYealz, ez + Uiy e SZ‘J(Yt—z}z,t } =
5‘Etmz{ ully g by ey + Sullig )y } z=0,1

Since from equation (18) we know that an acceptable cantidate Y, will
provide zero expected discounted utility gain during periods t-% and t, we can
write

(21} Et-z{ Yy )y pq + B0(Yey )y g } =0 z=0,1

Substituting equation (21} into the right-hand-side of equation (20), one
cbtains

(22) Et_z{ WYy p)y, 1oz + SU(Yyp)y oy + 3U(Y L0), 0 } =0, z=01

Repeating this sequence of substitutions until s = r, we have

-1 .1
{23) Et—r+1{ E:u S ully 1)z, tereint } =

=1 i
Et_m{ ZM 8 ulYy_py2)z, toretst } z=0,1

Equation (23} can be rewritten as
- i
(24) Et-r+1{ ):;0 WYy )z, bereins } =

-1 11
6Et-r+1{ [:zl 8 ul¥inalz, tores }. z=0,1

Since, by backwards induction, it is known that

-1 1-1
(25) Et—rﬂ{ i=1 61 u(Yt-«r+2)z,t-r+1+i } =0, z=0,1

substituting equation {25%) intc equation {24) yields
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-1 i
(26} EL“I‘+1{ E:O 3 u(yt—r+1}z,t.—r+1+l } =0, z =0,1

Updating equation (26) r-1 periods yields

{27 zt{ Yo sty e } =0, z=0,1

Equation (27) provides the two conditions for a candidate tc be both nominated
and confirmed at the start of time f to fill a vacancy arising in the first
pericd of the term (s = r). However, through the sequence of backwards
induction we have found that similar conditions do exist for acceptable
candidates to fill vacancies arising in the second, third, ... periods of the
term (1 = 5 = r). Therefore, equation (28) nests all those conditions:

's-1 1
{28) Et{ L:O (Y, 0 } =0, z = 0,1, (1=s5=nr
Fquation (28) establishes that if a party always has the right to vetc a
candidate from the other party, the acceptable candidate will be of a type so
that the expected discounted utility both parties receive during the remainder
of his term is zero.

The reason is clear. Since the wutility gain a party receives from an
appointment is exactly the wutility loss the other party obtains, the
confirming party will never confirm a candidate that provides it an expected
utility loss. Similarly, the nominating party will never nominate a candidate
that provides it an expected utility loss. Then, the only acceptable candidate
will be of a type such that hoth parties obtain neither an expected utility
iogs nor an expected utility gain.

4. The appeointment game when nominating and confirming parties may coincide

Now, we consider the case where, as it is in practice, the same party may
control both the executive and the legislative branches of government.

Recall that elections take place every n periods. Let P the probability that
the victor of the last election {party k) wins the next election, with 1-P
being the probability that the losing party of the last election (party j)
wins the next eleftion.

R

Let H denote the%probability that every period of time the losing party of the
previous election has the power to confirm or reject the nominees (that is,
the opposition party may or may not control the legislative body)!. In this
case, k = j if the opposition party dees not control the legislative body and
k # j if the opposition party contrels the legislative body and must confirm

4

I1This assumption implies that every period there exists an election for the
legislative body different from the election for the executive body (the
latter being held every n periods]. kA
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the nominees.

In order tc simplify the sclution to the model we assume that both P and H are’
exogeneously determined and time-staticnary. Moreover, assume that the events
“party X is elected for the executive bedy” (¥=0,1) and "the non-elected party
T has veto power at the legislative body" (T=C,%) are independent.

Let Y: denote an acceptable candidaie in period ¢ for both parties if the

losing party has veto power. Similarly, let Y? denote an acceptable candidate
in period t for both parties if the losing party has no veto power.

In the case the losing party has veto power in period t, from equation (11} we

know that acceptable candidates (y, = Y:] must satisfy the fellowing condition

-1 i v -1
(29} Et{ Eﬁzn 8" ul¥y)y, i } = Et{ T=1 8 ul¥yala, e }, z=0,1

where Yy, = Y{+1 if the losing party has veto power in peried t+1 and Y., =

Yf+1 if the loging party has no veto power in period t+1.

In the case the losing party has no veto power in period i, acceptable period

t candidates (y, = Yf) must satisfy:

{30) Et{ E:; & u[Y“t)k,tH } = Et{ Zf;i 8" ul¥y i, ee ]»

where k=0,1 denotes the nominating party (that is, the victor of the last
election)}.

Assume that at the start of peried t a vacancy arises in a seat whose term
expires at the end of period t. Period t is not an electoral period. in perioed
t the leosing party either may have veto right (with probability #) or may not
have veto right {with probability 1-f).

1f there exists veto right and since s=1, the conditien for an acceptable
period { candidate reads:

(31a) ul¥y),,, = 0

If there is ne veto power, such a condition reads:

(31b) ulYy)y,, = 0
Obviously, if the out-of-power party has not a say in the selection process
the nominating party will nominate (and, in turn, will appoint) a central

banker Y{ that maximizes the party’s utility. As a result, this candidate will
tend to be more partisan (less moderate) than a candidate that must pass
through confirmation hearings.
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Now, by making use of the law of iterated expectations, we can obtain the
utility that at the beginning of period t-1 the nominating party k expects to
obtain in period t from the candidate appointed at the start of period t:

{32a} Et_l{ ul¥y )y } = H-Et_l{ ulYedy e } * {1—H)-EH{ wlrddy, . }

Then, by using (3la) and (31b), expression (32a) can be rewritten as (32a’)

(32a’) EH{ ulYydy ¢ } = (1mH]'Et_1{ ul¥y, } =0

Similarly, we obtain the utility that at the beginning of period ¢-1 the out-
of -power party j expects to obtain in period t from the candidate appointed at
the start of period t:

(32b) EH{ ulyy); . } = H'Et_l{ ulyy);, } + (I—H)-Er__l{ w(¥y)y,, }

By using (3la) and (31tb), and since u(Y?Jk,t = - u(Yf)j,t, expression (32b)
can be rewritten as

(32b*) Et_l{ ulfy);, . } = - {lmH)-Et_l{ ur)y, . } =0

Assume now that at the beginning of period i~1 a vacancy arises in the seat
considered above {the one whose term expires at the end of peried t). As a
result, s = 2. Moreover, assume that peither {-1 nor t are electoral periods.
Since we are not considering elections, parties k and j at period t are the
same that parties k and j at period t-1.

If party j has veto right in peried t-1, acceptable periecd t-1 candidates

(¥iq = Y{_ll must satisfy:

1 i ¥ 1 i
(33a} Et—l{ Zi:ﬂ 8 ulYyog)z, to1s } = Et-t{ Zi=1 & ul¥edy, 1 }- z=0,1

That is, #

{33b) '“’Et_l{ WYyp)y, eo * By )y } @ a-EH{ ulYy )y, }

{330) EH{ WYy y)y g+ BulYig)g } = a-EH{ ulyy); ¢ }

'5_

Substituting expression {32a') into {33b) and (32b') into (33c) yields:
k4

3

12

(34a) EM{ TG0 NPT Y. 15 50 T } = a-u-m-gt_l{ u(¥yly, e } =0

(34b) EH{ ulYyy);, g + 8ulty_y); } - al(z-m-zt_l{ Wiy, e } 50

If party J has no veto right in period 1-1, acceptable period #-1 candidates
(Frog = Y§_1] must satisfy:

i N 1 i
(35a) EH{ T 8 ul¥ea i o } = Em{ Vi 8 Y ean }
That is,
(35b) EH{ WYy Dy, poy *+ BUlYh )y e } = a-(1-H)-EH{ ulYy), ¢ } =0
As a result, expected discounted utility for party j will be:

(35¢) Et_l{ WYy q)y, e + Sullig)y, } < - 6-(1—H)'Et_1{ u(ry)y o } =0

The utility that at the beginning of period £-2 the nominating party k expects
to obtain in periods -1 and t from the candidate appointed at the start of
period t-1 is given by:

(36a) Et—z{ ulYyoqli, g1 + SulYeqgdy } =
(1"H]Et—2{ “[Yﬁ-l)k,t—1 + 3“(Y€—1]k,t } + HEt-z{ u(Y{-l)k,t—l + su(Y{»l)k,t }

By making use of the law of iterated expectations we can lag one period the
expectation operator in expressions (35b) and (34a). Then, substituting these
two new expressions into (36a) yields:

(36b) 7 Et-z{ WYy )y, e+ SulYeydy o } =

H—H)B(l—H)Etﬂz{ u(ry)y ¢ } + HB(I—H]Et_a{ ulfi)y }

Rearranging the right-hand-side of this expression yields

13



(36c} Et_z{ u(Yt—l)k,t—l + Su(Yt_llk,t } = 6(1*H)Et_2{ u(ﬁ)k,t }

Similarly, the expected discounted utility that party j obtains in perieds t-1
and t from such a candidate is given by:

(36d) Et—a{ WYy )y e + Sulleyd; s ]’ = - 5(1“H)Et—2{ ul¥yly, ¢ }

Now assume that at the beginning of period t-2 a vacancy arises in the seat
whose term expires at the end of period f. Thus s = 3. Assume further that
t-2, t-1, and t are not electoral perieds.

If party j has wveto right at the start of period t-2, acceptable period t-2

candidates (y,_, = Y{uz) must satisfy: “

2 i ¥ i
(37a} Et_z{ ):izo & ulteoody, oz } = EL_Z{ Xil 8 ulYy ), eze } z=0,1

That is,

(3703 Et—z{ “(Y{-zlk,t-z * 6u[}{—2}k,t-1 + SZU[Y{-Z)k,t } =
5Et—z{ ¥y )y, ey + Sul¥gdy }

(a7c) Et_z{ WYy a) g, eea * Sul¥iydy ey * 8°ulYi )y e } -
SEt_a{ ulYpq)y o1 + 8ulYy )y ¢ }

Substituting (36¢) into (37k) and (36d} into (37c) yields:

(37d) Et_z{ WYY g)y, ez * OU(YE oy pog * B0y 0)y o } =

62[1wH]Et_2{ ulry)y }

o
i

(37¢) %Et_a{ WYY p)y, e + Bulfyg)y g *+ UYL ) } <
- 62(1mH}Et_2{ ul¥y)y ¢ }

If party j bas no veto right at the start of period {-2, acceptaﬁ;e peried t-2

candidates (y,_, = Yg_a] must satisfy:

14

{38a) Et—z[ u{Yf—z}k.t~z + SU(Yf-ka.t—l + SEU(Yf—z)k,t } =

5Et-2{ Uy, eq * Sullig )y ¢ }

Substituting (36c) inte (38a) we have
(38b} Et—z{ al¥eady, ea + Sul¥ygl g *+ 87u(Yia)y ¢ } =

62(1—H)Et_2{ ul¥y)y, ¢ }
Repeating these sequences untii peried t-g (where g < n), we can find the
conditions that acceptable period t-gq candidates must satisfy.

1f party j has veto right at the start of period t-g (where n > g » 1}, these
conditions read:

(39a) Et_q{ T 8wk, e } 6q(1—H)Et_q{ ulte)y e }

1A

{39b) Et_q{ T 8 i) g } - a‘*u—mEt_q{ wl(¥y )y, ¢ }

However, if g=1 these conditions read:

(39¢) Et—z{ u(Y{—ljk,t-l + Su[Y{—l)k,t }

au-mgt_l{ ulYydy, o }

(39d) Et_z{ ul¥{y)y, g + Sul¥y ), }

- 6{1—H)EH{ w¥y)y ¢ }

Moreover, if g = 0, the conditions can be rewritten as:

(39¢) wrf), ¢ = 0

If party Jj has no veto power at the start of period t-g (where n > g > 0}, the
condition reads:

15



(40a) Et_q{ Ezo 5 u[Y':_q)k,t_qﬁ } = 5‘1(14H}Et_q{ u(Y’:}k,L }

For ¢ = 0, the condition becomes:

(40b) ulti)y, 20

Moreover, ¥g it happens that

(a1) Etuq{ T8 ulrgdk,toqei }

TR
= Et-—q{ E:o & ul¥y glk, tqn }

Expression (41) indicates that if at the time a vacancy arises -whose term
does not overlap an election- the out-of-power party has no veto right, the
then directly appointed governcr will be more partisan than the nominee would
be in the case veto power does exist. The reason being that the nominating
party k will obtain mere expected utility from a directly appointed governor
than from a candidate that should be confirmed by the out-of-power party.

Expressions (39c), (39d), and (40a} show that the type of central bank
governors depends on the discount factor, &, the unexpired portion of the
term, ¢, the probability that the losing party has veto right, 1, and the
expected utility the nominating party would obtain from a type YN central
banker appointed to serve out the last period of the term. Such an expected
utiiity depends, in turn, on the expected incumbent board composition at the

start of the last period of the term.

In particular, the acceptable central banker appeinted in period t-q to serve

out the unexpired portion of a term

that expires at the end of peried t will

be more partisan (in the sense that his type will be closer to his nominating

party’s bliss point):

(i} the more patient parties are (that is, the higher 3).

1f & grows, the nominating party

k gives greater importance to future

utilities obtained from an appointed governor. Since there exists a positive
probability that party k will appeint directly a governor in the future and

such a governor would generate more

utility for party k due to the higher &,

then for a candidate to be nominated today he must be more partisan. Consider

expression (39a) and rewrite it as

2

i

T

(3%a’)

If & rises, the 57 terms decline,
for the weak inequality to hold.
partisan.

- N
Et_q{ y, e WYy -gd, toqei } = (1—H]Et_q{ wlYi e, e }

v .
so that the ulYi_ )y, t-qe; terms must rise
As a result, appointments will be more

4,

(ii) the shorter the unexpired portiocn of the term the candidate must serve

E)

i
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out (that is, the lower g)2. o
qu decreases, the nominating party has less periods remaiﬁ"iﬁg tc:i:: extract .
utility from a current appointment, so that the appointed goverrior must -be

more partisan. Observe that if g decreases there are ¥y
¥ ; fewer ul¥._ ) i
terms in the left-hand-side of expression {(3%9a’) so that these term; qm\fl(s';-qb-*é

higher for the weak i i -
partisan. eak inequality to hold. Then, appointmenis will be more

(111)‘the lower the probability of the out-of-power party j having veto power
If B 1§ lower, the right-hand-side of (39a’)} rises and the left-hand-side mus&
also rise for the jinequality to hold. Therefore, appointments will be more
Ear%isan. If H decreases, there is more chance for future periods where part
J will n9t have veto power, so that it will pay meore for party k to waif:’ fui"r
sucgige;mds to directly appeoint a governor. Therefore, a current acceptable
?::ul-eap:rfglds; be more partisan to compensate party k for not waiting until

(iv) the higher the expected utilit in if i

) y party k would obtain if it could dir
appo:mi.: a governor the last period of the term. If waiting for a e:r:lle:z
appropiate candidate pays more to party k, then a current acceptable candidate
must pay more to offset this fact. Therefore, he must be more partisan.

Observe that if the_ probability of party J having veto power is H = 1, then
the _results_ in. this subsecticn collapse to the results in the previous
sect:lton‘ 'i'hls' is related to point (iii) above: as H tends to unity
appointments will be more moderate. '

4.2. Appointments for terms that overlap elections

Frequently, tt{e term a governor must serve cuf overlaps one or more elections,

Eiusé.w: are ;nter:;ted in exploring €i) how such an overlapping and (ii} how
e distance from e next election affect th i

D e oo e appointment of governors to the

In this subsection we extend the analysis in the previous subsection and
develop two examples in order to answer the questions above.

Now,.we consider appointments for either an entire term or for the unexpired
portion of a term which overlap electiens. In such circumstances, the roles of

parties as governmental party and opposition
parties v pposition party may change after the

Therefore, we will need to change notation slightly. Thus i

the nomixllating party at time t+i and j(f+i} dgenog:e the éorf:;rnicifglgaffsozi
timt? t+{.. Thus, k(t#i) = j(t+i) if the opposition party controls the
legislative body at time t+i and k(t+i) # j(t+i} if the opposition party doe
got (]*:ontrol the legislative body at time t+i. ey °
imilarly, let u(¥)y(), ¢ denote the utility the period ¢ i i

obta_ains in peried t+i from an acceptable cang'idate flppointed n;»inntlg;n;%af:rz?
period . Similarly, let wu(¥y)j(, . denote the utility the period ¢
confirming party ocbtains from an ’acceptable candidate appointed at the

2 " N ;
Except for g=0 a.nd veto right, in which case the candidate is the most
moderate because his {ype is similar to the median incumbent member’s.

17



beginning of period t.

In the case the out-of-power party has veto right in pericd t, acceptable

period t candidates (y, = Y:] must satisfy the fellowing cendition

-1 .1 v -1 1
{42a) Et{ ZT:O 3 u(Yt]z(t),ti-l } = Et{ ?=1 3 u(Yt+1)z(t),t+i }, Z = 0,1

In the case there is no veto power in period £, the condition for acceptable

period ¢ candidates (y, = ¥{) reads:
-1 1 -1 i
(42b) Et{ Zlo 8" ul¥e)gqey, e } z EL{ E=1 8 ul¥eer ey, et }

Assume that at the start of period t a vacancy arises in a seat whose term
expires at the end of period t. At the time the vacancy arises an election
takes place and the victor of this election {party k(t)) can nominate =
candidate to fill the vacancy. The losing party, J(t), may or may not have a
say in the selection process.

Suppose party j(t) has veto power. The conditions for an acceptable candidate
(y, = ¥{) are

{43a) ul¥y)yqy,y = 0

If party j(t) has no veto power, then the condition for an acceptable
candidate (y, = Y?) is

(43b) WY yey,e = 0

It is clear that expressions (43a) and (3la) coincide. The same result applies
for expressions ({43b) and (31b). The reason being that -since the central
banker appcinted in peried t teo serve out this period is nominated and, where

necessary, confirmed after the election- the portion of the term this central
banker serves out does not coverlap the election.

However, because of the existence of an election at the start of period t, the
utilities that parties expect at the beginning of period t-1 to obtain from
the candidate appointed in period t should change. These utilities are now:

3
.}!ﬂ"
{44a) EH{ u(nék(t_”,t } = PEH{ WY gyt } + (1—P)Et_1{ wl¥d ), e }

Substituting (32a') and (32b') into the right-hand-side of equation (44a)
yields

k)

{44b) Et—‘l{ U[Yt}k{t—l),t } = P[l—H]Et_l{ u(Y]:]k(U,t } - s

¢
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(1—P)(1—H)Et-1{ u(¥yy, e } = (2P—1}(1—H]Et_1{ W)y 1 }

because the probability of party k(t-1) being k(t} is P and being j(t) is 1-P.
Similarly,

(44c) Et_l{ L1675 PRI } = - (2P—1)(1—H]Et_1{ al¥y e o }

In order to simplify notations, define @ = u(Yf)k&,,t.

Assume that a vacancy arises now at the start of period t-1 in the seat whose
term expires at the end of peried t. Moreover, keep on assuming that an
election takes place at the start of period .

Lagging expressions (42a) and (42b) one period we can obtain the conditions

for an acceptable period ¢-1 candidate if in such a period the ocui-of—power
party j{f-1) has veto right:

{45a) Ekmz{ U(y{~1)k(t-1),t-1 * au(yz—l)k(t—l),t } = 3Et—1{ w(¥y )y ey, e }

(45b) Et—l{ u(Y{-l)k(t—l},t—l * EU(Y{—1)k(t-1),t } = 5Et-1{ u(¥e)jremny, ¢ }
Substituting (44b) and (44c) into (45a) and (45b} yields

{46a) EH{ WYYy Derpeny, o1+ SUCY ey Doy o } = &{2P-1) (1-H)E,_,{Q}2 0

{46b) E{ WYad e, e * U e e } = - 8(2P-1) (1-H)E,_y{0}% 0
since (2P - 1) can be positive, negative or zero for P>1/2, P<1/2, and P=1/2,

respectively.

Suppose now that party j(t-1) has no veto power. Then, the condition for an
acceptablie period i-1 central banker ig

{46c) Et_l{ QY Dyeqeon), eon + BUYE) Dqeoy b } = 8(2P-1) (1-H)E,_{0}2 0

Therefore, 1f the term a central banker must serve out overlaps the next
election, the neminating party may even obtain an expected disutility from his
appointment. This is the case if the prebability of this party winning the
next election is lower than /2. In fact, expression (46a) shows that 1f P<1/2
and party j(t-1) has veto power, party k(t~1) accepis to experiment an
expected disutility when it nominates a candidate.
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We can check now how the pattern of appointments to the central bank differ
for terms which overlap elections and for terms which do not overiap
elections. To do so we compare expressions {34a) and (46a) and expressions
(34b) and (46b). We can write:

v v
(47) Et-l{ 116 P PTSRPRINREL 1L 10 SUPS TSR DURY }

(ZPﬂl)'Et_l{ W¥eoy g, 4o *+ Sul¥yog )y,

——

v v
(48) Et-l{ ¥y 3)yeo1y, -1+ Sul¥eoq)jeem1,t }
v A
(2P—1)-Et_1{ WOYT) g * BU(YE); ]»

If 0 <P <1 and 0 < H < 1, we find that (34a) > (46a) and (34b) < (46b)
because (2P - 1)< 1, V¥P.

As a result, nominated and confirmed central bankers will tend to be more
moderate if their terms overlap elections. The reason being that the
governmental (and nominating} party has less bargaining power and the
opposition party has more bargaining power if there exists a chance that
parties change roles because of an election during the term the candidate must
serve out.

The same conclusion arises from comparing expressions (35b) and {46c), so that
directly appointed central bankers will tend to be more moderate 1f their
terms overlap elections.

It can be seen that appointed governors to serve out terms that overlap
elections will be more partisan the higher the probability the nominating
party at the time the vacancy occurs will win the next election (P). The
reason is clear: the higher P the less 1likely that parties change roles
because of the election.

Now, we are interested in the pattern of appointments to the central bank as
the next election approaches. In particular, consider two governors appointed
to serve cut two terms consisting of the same number of periods. Moreover,
assume that the next election is closer to the time one governor is appointed
than to the time tPe other governor is appointed., We wani to know if there
exists a differencg‘between these two governors’ type.

Te analyze this pé%tern we will consider an example including the appointment
of two central bankers to serve ocut 5 = 3 periods remaining at the start of
period t-2 (that is, the three periods remaining are periods t-2, t-t, and 1).
We will consider the proximity of an election in the following way. Suppose
that when the first central banker is appointed, the election will be held at
the start of period t (so that there are two- perieds tc go for the next
election). Moreover, suppose that when the second central banker is appointed,
the election will be held at the start of period t-1 (so that there is just
one period to go for the next election). b

20

Since the vacancies arise at the start of period -2, expression (42b) for t-2
provides the condition for an acceptable pericd t-2 candidate if party j(t-2)
does not have veto power:

2
(49} Et—z{ U{Yﬁ-a)kit—z),t-z + EU(Y{-Z)k(t-Z),t—L + 3 “[yf-z)k(t—z),t } z
55:-2{ ul¥e g -2y, e+ SUl¥ g gqea, e }
We know that
{5¢) Et-z{ ul¥eadice, ea ¥ SUV e dgeen e } =
(1‘H]Et~z{ Wy ey, 1a + 6utyfuj}k(tai},t } +
v ¥

HEt—Z{ ¥ dege-1y,0-1 * Sul¥eabeqen, e }
since —as the election will be held at the start of peried t- party k(t-1) and
party k{t-2) coinclde.
Using the law of iterated expectations in expressions (46a) and (46c) and
inserting them in equation (50) we obtain:
{51) Et_z{ WYeay decrea), e+ B0(Yeogdgiom,t } = 3{1-H) (2P-1)E,_,{%}

Using (51) into (50) yields

i )
(52) Etma{ u(yﬂualk(t—z),t—z + BU(YN—a]k(t—al,h-t + 8 U(Yg-ka[t—al,t } =

8%(2P-1) (1-H)E, i}

Suppose now that party j(t-2) dees have veto power. Therefore, using (42a) for
t-2 provides the conditions for an acceptable period t-2 candidate:

v v 2 ¥
(53) Et-z{ Yy alzit-2y, ez ¥ Sul¥i ) ez, i1 ¥ F U)o 0 } =

52%—2{ U(Yt—llzlt-zl,t—l + au(Yt_l)z(t_z,,t_ }, Z[t—z) =0,1

Since
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(542) Bt-z{ Wt here-a, b1 + SalY g dpea, ¢ } 2 8{1-H) (2P-1)E, {0}

(54b) Ec—a{ ¥ byiea, e * 8ulYe ) jeay ¢ } = = S(1-H) (2P-1}E, {0}

using (54a) and {(54b} in the right-hand-side of (53), we obtain:

v v 2 ¥
(55a) Etmz{ ul¥epdkw-2y, -2 * UV o)z, - + 3T0lY i 2)yieon e } z

& (1-H) (2P-1)E, {0}

v v 2
(55b) Et—z{ Ul¥e oo, ez * MUY g) juem, en + S 0lia) jeem e } =

- 8%(1-H) (2P-1)E,_,{Q}

Now, we analyze the case for an appoiniment at the start of periocd t-2 for s=3
remaining pericds with the election being held at the start of period #-1.

In this case, party k{t-1) and party k(t} ccincide. Therefore:

{56) Et—l{ WY1y, ¢ } = Et—1{ ulYedeen e } = (1-HJE,_,{Q}

First of all, assume that a vacancy arises at the start of periecd i-1 whose
term expires at the end of period t and that party j(t~1) has veto power.
Then,

v v
(57a) Et«-i{ WY heony, vet Sy Dot } = BEt_l{ ul¥y b1y, e }

v Y
(57b) Et—l{ u(Ytuilj(t-'l];‘-“‘i + duly, -i)j(t—il,t } = SEI‘.—].{ u(Yt}j(t-l),t }

tlsing (56) into (57a) and (57b) we have

(58a) Et—i{ U[ﬂmﬂk(tun,td + BulYe dgeen, e } = 8(1-H)E, , {0}
&
v ¥

(58b) Et-i uéyt—l)j(t—ll,t-‘l + au(Yt—l)j(h—l),t = - 5[1—H)Et_1{ﬂ)‘

Suppose how that party j(t-1) has not veto power. Then, the conditions for an
acceptable period f-1 candidate are:
. 5

(59) Et-l{ U dyeen), 1t ¥ SR deqeeay ot } = S(1-HI}E, {2}
kA

€
&
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Assume now that at the start of period t-2 a vacancy arises in a seat whose
term expires at the end of period t. Moreover, at the start of period -1
there is an election. Then, since there is a probability P that party k(t-2)
and party k{t-1) coincide, we can write:

(60} Et—a{ WY ez, e-1 + Sul¥i g Iy e } =

PEt—a{ WY dieqe-r, 6.1 F 8l heeny e } -

[1—P}Et_2{ WYy )1y, t-1 * SulYig i1, e } =
(ZP‘l}Et—a{ ¥y dppe-a) e F Bug e, e }

Now, since there exists a probability H that party j{t-1} has veto power, we
can wWrite:

(61) Eb-a{ Wl g 1), 1+ Vg eyt } =
v v
HEL-Z{ Ve eqeet), ea1 ¥ S0V ey e } +
N
(1‘H]Et—2{ U(Y}t{—l)k(t—ll,t—l + dulYy g -yt }
Using (58a) and (59) in (61}, we have
(62) Et—z‘[ WYy dgqe-1y, -1+ S0y, } = &(1-HIE, ,(Q}

Therefore, using (62} into (60) we obtain

{63) Et—z{ ul¥y g hee-ar, -1 + 80Ty dpea e } 2 3(1-H)(2P-1}E, {0}

Now, we can obtain the conditions for an acceptable period i~-2 candidate if in
such a period the out-of-power party j(t-2) has vete right:

v v 2 v
(64) Et—z{ ulYiadpqezy, ez * Sul¥ialoioay, e ¥ 89V p)ugen, e } =

5Et—z{ ullfig)zqe-ar, t-1 * SulYiq )iz, e }’ z(t-2) = 0,1

Since by (63) we also know that
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(65} Et_a{ WYpog)foeem, eon * SULYe) jeeem e } 2 - 8(1-H){2P-1)E,_{q}

using (63) and (65) in the right-hand-side of {64}, we obtain:

v v 2 ¥
{66a) Et—z{ ulYe adeqr-2y,e-2 * 0¥ a)ye-zy, e + ST adiea, e } Z

S2(1-H) (2P-11E,_{a}

v v 2 ¥ 5
(66b]) Et~z{ WlYez) s, -z + 30 ) 52,01 + S0l adjneoz, } <

- & (1-1) (2P-1)E, {2}

The conditicn for an acceptable period {-2 candidate if in such a period the
out-of-power party j(t-2) has not veto right is:

a
(67) Et—z{ U(Ylt{—a)ku-z),t-z + EU(YE—z)ku-a),tq + & U(ﬂ-z]k(t—a,t } =

SEt-z{ Ul g o2y, e-1 * e dioay e }

Using (63) we can write:

N 2
(68) Et~z{ ul¥ alg -2, 2 * 5u(1”:-2)k(t-z},t—1 + 8 uf)’?—z)u(t-«z,t } 2

8% (1-H) (2P~1)E,_,{)

The conditions for an acceptable period t-2 central banker if party j(£-2) has
veto right are given by expression (52) if the election is held at the start
of period t and by expression (68) if the election is held at the beginning of
period t-1. It can be zeen that these expressions do not ceincide.

The cenditions for an acceptable period t-2 central banker if party j(t-2) has
not veto power are given by expressions (55a) and (55b) if the election is
held at the start of peried t and by expressions (66a) and (66b} if the
election is held at the beginning of period t-1. Now again the expressions de
not coincide. P

i
In particular, w§ can rewrite the condition for an acceptable period t-2
central banker who must serve out three periods if the election is held at the
beginning of period t as:

(69) Et_z{ Ve 8 ulVea)uien , tant } = &%C1-H) (2P-1)E,_,{Q}
£l

Such a condition for the election being held at the start of period t-1 can be

rewritten as: "

3
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{70} Et_z{ Voo 8 Ufeadiem, oo } 2 6% (1-H) [2P-1)E,. {2}

Accordingly, the utility that the period t-2 nominating party expects to
obtain from an acceptable candidate during the three following periods is
higher for the election being held at the begimnning of period t than for the
election being held at the start of period t-1. In cther werds, we have found
that a governor appointed to serve three periods of time will be more partisan
the more distant the next election. Therefore, from this example we can
conclude that the proximity of elections have eoffects on the type of central
bankers appointed. That 1is, as the next election approaches, appointed
governors will tend to be more moderate provided the remaining term they must
serve out consists of the same number of periods.

The intuition behind this resuit follows from the fact that if the out-of-
power party has a majority in the legislative body, it has an incentive to
reject partisan nrominations to the beoard. This incentive to hold cut is
stronger as the next election is closer because the term the appointee must
serve out will include a higher number of perlods afier the election. This
ranks as a longer time horizon for which the current out-of-power party could
be the nominating party. Then, the current out-of-power party has greater
bargaining power the less distant the next election and, therefore, the more
moderate the currently appointed central banker.

5. Digcussion

Our analysis suggests that the higher the probability of the out-of-power
party having veto power the more moderate the appointed governors. Moreover,
if at the time a vacancy arises the opposition party does not control the
legislative body, the appointed governor will be more partisan than the
nominee would be in the case veto power does exist,

Havrilesky and Gildea (19923 have found empirical evidence supperting this
type of resulis for the ¥.S5. case. By using probit analysis, they find that
partisan governors {economists®) are much less likely to be appointed when the
Senate and the Presidency are controlled by opposing parties. They estimated a
probit regression which used as dependent variable appointees who were
economists and as explanatory variables the number of months into the
Presidential term, a variable measuring if the Senate was controlled or not by
the opposition party and a measure of the partisan composition of the board.
The ccefficients for the President’'s months in offlice and Senate control
variables had negative signs and were significant at the conventional five
percent level.

The result for the Senate control variable supports the views that the

3 Havrilesky and Gildea examine the voting records of Fed governors when split
voting occurred and divide the governors inte twe groups: reliable and
unreliable governors. Reliable governors are these whe tend to vote por
monetary policies preferred by the party that appointed them, Unreliable
governors are those who have no well-defined tendency to vote the party line
or tend to vote for the opposition monetary policy. By regressing reliability
against career characteristics, they find that reliable governors tend to be
economists, especially Ph. D, academic economists.
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existence of veto right at the Senate causes mederate appointments.

The result for the President’s months in office variable indicates that as the
next election approaches appointments are less partisan. This empirical result
is consistent with our theoretical finding, derived in subsection 4.2. above.
Moreover, from expressions (69} and {70) it can be seen that irrespective of
the probability of the opposition party controlling the legislative body
(except for H=1), the closer the next election the more moderate the
appointments. Again, this finding is consistent with results provided by
Havrilesky and Gildea (1992}, They split the sample inte two subsets,
governors appointed when the Senate is controlled by the opposition and
governors appointed when it was not and probit regressions were estimated from
botk subsamples. The months-in-office coefficients were negative, of similar
magnitude, and significant at the ten percent level in both cases, implying
that appoiniments tend to be more moderate as the next election approaches
irrespective of the opposition controlling the Senate.

Since we have found that central bankers will be more moderate if their terms
overlap elections, an immediate result of our analysis is that if a term
exists which runs concurrently with the administration’s and thus provides it
with its first opportunity to appoint a central banker to the board, this term
will be filled by a central banker more partisan than in the case the term
were not concurrent with administration’s. Therefore, it seems that the 26
Congressional bills over the period 1979~1990 [Akhtar and Howe, 1991} which
intented to change the term structure of the board such that the chairman and
vice chairman’s {essentially) terms run concurrently with the President rather
than precede it by one year would lead to the appointment of a chairman more
partisan, in the sense that his type would be closer to his nomipating party’s
bliss point.

6. Summary

In this paper, a formal model has been developed to analyze the appointment of
individuals to serve as central bank governors in a two-party political system
when confirmation hearings exists and monetary policy 1s determined according
to a majority-rule voting system within the central bank board of governors,
The major results of the paper are that appointed governors will tend to be
more moderate (i) if the nominating party and the confirming party do not
coincide at present, (ii) the lower the chance the neminhating party and the
confirming party coincide in the future, (iii) if the term governors must
serve out overlaps an election, (iv) as the next election approaches, and (v)
the lower the probability the nominating party wins the next election.

Moreover, some of these results are congistent with existing empirical
evidence related Qg the Board of Governors of the Federal Reserve System.
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