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Comments

Giuseppe Tullio !

Changes in the Italian Monetary Constitution,
1979-94

" Mr. Passacantando carefully analyses in the first part of his paper
(Section 4.2) the changes in the Italian monetary constitution that were
implemented between 1979 and 1994 and the consequences these changes
had for the Banca d’Italia’s capability to control effectively monetary
aggregates. The paper is well written and contains a wealth of informa-
tion which is not easy to find (for instance I was struck by the quarterly
data on the excess demand for Treasury bills plotted in Fig. 4.5 which
show that, even during the bad exchange rate crisis of 1992, demand
always exceeded supply, and that during 1993 and the first two quarters
of 1994, when the problems of financial instability seemed all but over,
demand kept increasing with respect to supply until the cover ratio ex-
ceeded 150 percent). His emphasis in the analysis is on short run mon-
etary management as it should be for a central banker: this leads him to
devote a lot of attention to gradual changes in the auction system of
Treasury bonds and bills and to the development in the course of the

decade of the secondary market for Treasury debt.

The main conclusion of the first part of his paper is that the
Banca d’Italia was unable to effectively control monetary aggregates dur-
ing most of the 1980’s, despite the July 1981 “divorce” between the
Treasury and the Banca d’Italia and hence to take full advantage of it
until the following reforms were implemented: a) the auction system was
changed in the course of the 1980’s; b) the Bank gained full control of
discount rate changes in 1992 ; and ¢) the very large overdraft facility of
the Treasury at the Bank (14 percent of planned government expendi-
tures) was abolished on December 31, 1993. 1 do agree with his main
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conclusion, as long as we limit it to the Bank’s capability to effectively
control monetary aggregates in the short run.

However, for the control of inflation, which is what we are ulti-
mately interested in, short run deviations of monetary aggregates from
some announced or unannounced target do not matter that much, pro-
vided they can be reversed, given the long lags with which monetary
policy affects inflation. What is important is the controllability of money
beyond, say, the quarter. For this longer term controllability, changes in
the auction system and the development of the screen-based market for
Treasury debt matter relatively little, as long as Finance Ministers, with
whom rested the ultimate decision to change the discount rates until 1992,
were willing to change it to prevent an exchange rate crisis, which in
general they were. On the contrary, the fixed exchange rate constraint of
the European Monetary System (EMS), coupled with the lack of short
run controllability described by Mr. Passacantando, may even have led
the Bank and the Finance Ministers to keep real interest rates on average
at higher levels than they would have otherwise kept them, in order to
minimize the risk of a Treasury financial crisis. In my opinion, long run
controllability of monetary aggregates was achieved in J uly 1981, if not
already before.

The “Divorce” and Structural Break

Another closely related conclusion of the first part of the paper
is that the July 1981 divorce did not really represent a “structural break”
in the monetary constitution. In a paper with Marcio Ronci, I estimated
a reaction function of Italian monetary authorities from 1971 to 1991 in
which the rate of growth of M2 is explained by three variables: the budget
deficit in percent of GDP, the potential output gap, and the current ac-
count in percent of GDP lagged two quarters (Ronci and Tullio, 1994).
We found a very significant change in the degree of monetary financing
of the budget deficit on the part of the Banca d’Italia at the end of 1977.
The degree of monetary financing fell by about 60 percent, but it re-
mained still significant after 1977. No breaks are observed thereafter,
neither in the degree of monetary financing or in the other coefficients.
Thus our estimates indicate that the actual behavior of the Banca d’Italia
did not change in 1981 or thereafter. As suggested by the recursive
parameter estimates, once the 1977 break is taken into account, the reac-
tion function is surprisingly stable and well behaved.
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Returning to Mr. Passacantando’s conclusion )

structurfll breaks in 1981, I therefore agree that there wzl;(:g ;Iil;nlia;::aﬁf
change in actual behavior of the Bank in 1981 or thereafter; however. |
consider the divorce as a significant change in the monetary c:onstitutio,n
although the Bank did not make use of its greater independence, as showr;
also -by the very slow decline in the amount of Treasury bills pu’rchased at
auctrgns (Fig. 4.3 of the paper) and by the estimates of the reaction
fun'ctlon by Ronci and myself (1994 and 1997). 1 expect, however, a
major break in the actual behavior of the Bank sometime aﬁe’r 1992 aﬂ,er
ful! independence had been reached, with more attention being de,voted
to inflation gthe latter was not significantly different from zero in the
Banca d’?talla’s money supply function estimated by Ronci and myself)
and l_ess impottance being devoted instead to the passive monetary fi-
nancing of cyclical upswings (the output gap has a significant and positive
cpe;fﬁment inthe 1971-91 estimates, suggesting some degree of destabi-
lizing behavior on the part of the Bank).

Decline of Inflation in Italy and the EMS

In the second part of the paper (Section 4.3) Mr.

analyse.:s the causes of the decline of infgation in Italg/ fronl: iﬁ?;igtiggg
?nd of its up and down swings from 1987 to 1994. He divides the period
into three subperiods: the EMS period with frequent realignments (1979-
86),.the EMS with fixed exchange rates ( 1987-August 1992), and the
.ﬂex1ble excl?ange rate period from September 1992 onwards. I;articular
1mplortance is correctly attributed to the exchange rate constraint and to
the import of credibility from Germany in helping Italian Monetary au-
thornéles to pursue anti-inflationary policies and the Italian Government to
convince labor unions to de-index wages. The two parts of the paper are
howe'ver,. not sufficiently linked. How did the changes in the monetar);
constltutfon analyzed in the first part of the paper (the 1981 divorce
changes in the auction system and the development of the screen-baseci
seco.ndary market for Treasury debt) affect the determinants of inflation
a1:1d in particular the controllability of money beyond the short run? How
did they influence the credibility of the exchange rate system anci of the

al}tl-inﬂation stance of the Governments? These questions are either not
discussed or barely touched upon.

‘ Mr. Passacantando’s subdivision of the whole period gives the
impression that what really mattered, in his opinion, for the control of
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inflation in the 1980°s was the exchange rate system and the way the
system was managed by Italy and its EMS partners, rather than the short
run controllability of money discussed in the first part of the paper.

On the issue of the role played by the exchange rate in the 1979-
86 disinflation, I agree with Mr. Passacantando that it was very impor-
tant, although I would have preferred a split in 1983-84 rather than in
1986-87. Most econometric studies on the increasing credibility of the
EMS in the 1980’s seem to indicate that the EMS became “credible” not
much after the so-called French U-turn of March 1983. This is con-
firmed by a study by Eelke de Jong on expectations of selling prices in
EMS countries (De Jong, 1994) and by a study by Patrick Artus and Roul
Salomon on French inflation and French-German interest rate differen-
tials (Artus and Salomon, 1994). In addition, in the above mentioned
study, Ronci and I found, using recursive parameter estimates, that the
determinants of Italian inflation changed around the beginning of 1983.

The quantity theory — amended to take into account oil-price shocks, .

the business cycle and tax increases — works surprisingly well from 1971

to the first quarters of 1983 with money being very significant. After
that, only oil prices and current and lagged German inflation matter, with

money losing all explanatory power. Money became probably endog-
enous after 1983, as suggested by Mr. Passacantando for the period after
1986. In addition to the greater credibility of the EMS after 1983, the
slow changes in the Treasury bill auction system and the development of
the secondary market for Treasury bills described by Mr. Passacantando
also may have contributed to the 1983 shift in the determinants of Ttalian
inflation.

What failed in Italy after 1986 was not monetary policy or ex-
change rate policy; it was above all fiscal policy. The fiscal expansion of
the 1980’s explains most of the acceleration of inflation after 1986, espe-
cially of non-traded goods prices, as pointed out by Mr, Passacantando
(see also Micossi and Papi, 1994). The share of government expenditures
in GDP increased remarkably and it is now 58 percent (and almost 80
percent in the South). Taxes had to follow the rise of expenditures. The
South of Italy comes today close to being a (very badly managed) cen-
trally planned economy, The primary fiscal deficit kept falling in the course
of the decade and so far in the 1990°s; however, 1 feel that the changes in
the share of government expenditure in GDP are a much more reliable
indicator of the stance of Italian fiscal policy.

In the 1980°s most economists in Italy hoped that, sooner or
later, the exchange rate constraint would bring also fiscal policy into line;
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?nstead, the exit of the lira from the exchange rate mechanism of the EMS
in September 1992 and the large devaluation which followed was more
effe(ftive than the fixed parity with the DM because it scared politicians
and 11:1duced them to act. What was missing in Italy in the 1980’s was a
constitutional limit to the growth of government expenditures.

Lessons for Brazil

I conclude with some very tentative lessons one can drawn from
the Italian experience for Brazil. The first one is that the pegging of the
Eaxchange rate to the currency of a low inflation country can be a powerful
Instrument to keep monetary growth and inflation under control, but jt
only works in the long run if fisca) policy is compatible with the exc;hange
rate constraint. The second is that a sound monetary constitution prob-
ably ?lso requires some legal or constitutional limit to fiscal debts and
deﬁmts.vaguely resembling the conditions the Germans have imposed at
Maastricht on their potential partners in the European Monetary Union
The third is that Brazil may gain a lot if it had a fully independent centrai
bank and, most importantly, made price stability the central bank’s sole
legal responsibility. Changing the monetary constitution only gradually -
and partially in the direction of greater autonomy of the central bank, as

Italy did in the last 15 years, may not be the best way to solve ;he
reputational problem of an inflation-prone country. The 1992 suspension
of the Italian participation in the exchange rate mechanism of the EMS
oc1'1rred ironically just before Italy had almost completed the slow reform
of its monetary constitution. Had the Banca d’Italia possessed already in
19.81 the degree of independence it enjoys nowadays, a strong governor
might perhaps have been able to force fiscal adjustment on the Govern-
ment and the Parliament without the need for a major exchange rate
crisis. Iam therefore fully in agreement with Passacantando, Goodhart
and others that full autonomy of the central bank is what an inflation-
prone country needs to solve its reputational problem, although, as sev-

e-ral participants have emphasized, this is neither a necessary nor a suffi-
cient condition for low inflation.
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