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The Credibility of Central Banks

Recent lively debate on central bank independence

Paper focuses on Latin America in 80s-90s...

...but relevant to date, also for advanced economies
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The paper

Theoretical framework:

– To disentangle role of credibility vs fundamentals

– In explaining public debt and inflation dynamics

Model of fiscal-monetary interactions with endogenous regime changes

– Government delegates MP and promises to deliver π? next period

– Can deviate by paying exogenous cost ξ
reputation losses, institutional constraints, political costs

– More likely to be credible and deliver π? if:

+ Cost ξ of losing credibility is high
+ Debt or marginal utility of government expenditure are low
+ Inflation target π? is lower

– Nests various outcomes:

+ Ramsey allocation → always commits: monetary-dominant regime
+ Markov equilibrium → always deviates: fiscal-dominant regime
+ Intermediate cases → regime changes
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How the model is used

Identify different nature of disinflationary episodes

+ Fundamental disinflation

– Reduction in marginal value of government spending
– Declining path of public debt

+ Institutional disinflation

– Increase in expected cost of losing credibility
– Increasing path of public debt

The cases of Colombia and Chile from 1980 to 2017

+ Fiscal fundamentals not enough to jointly explain inflation and
debt-to-GDP dynamics since mid 90s

+ Need gain in credibility to explain why debt-to-GDP increases or
flattens while inflation decreases
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Some thoughts on the cost of losing credibility

Introducing cost allows model to endogenously generate regime switches

But this cost is exogenous, so you moved exogeneity one step earlier

What could endogenously affect this cost?

1. Could be correlated to fiscal fundamentals

– Expect credibility to get lower when fundamentals persistently bad

2. Could depend on magnitude of deviation

– What if cost gets bigger the bigger the deviation from policy target?

Could you explore any of these possibilities within your framework?
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Could we use this framework for Volcker disinflation?

Similar exercise in spirit to Bianchi and Ilut (2017)

If you ran your particle filter on US:

– Lost credibility until ’79 when Volcker came into place

– Still low credibility from ’79 to ’81, low debt-to-GDP, high inflation

– Gain in credibility only in ’81, decreasing inflation & increasing
debt-to-GDP
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What about inflationary episodes?

Now model used to explain deflationary episodes

What if we look at inflationary episodes and try to disentangle:

+ Fundamental inflation

– Increase in marginal value of government spending
– Increasing path of public debt

+ Institutional inflation

– Reduction in expected cost of losing credibility
– Declining path of public debt
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Inflations in Colombia

Inflation and debt-to-GDP negatively correlated from 1985 to 1990

Should the model predict institutional inflation?
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An application to the euro

Now main focus on Latin America

Could we use the model to think about the adoption of the euro?

Interpret adoption of euro as gain in credibility

Lower inflation, possibility to issue more common debt
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To Recap

Novel theoretical framework that:

– Allows for endogenous regime switches due to changes in fiscal
fundamentals and government’s credibility

– Jointly explains dynamics of inflation and debt-to-GDP

My comments on:

+ The cost of losing credibility

+ The Volcker disinflation

+ Inflationary episodes

+ The adoption of the euro

Very flexible framework that allows to study many different cases!
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