CENTRAL BANK REPUTATION AND THE
MONETIZATION OF DEFICITS: THE
1981 ITALIAN MONETARY REFORM

GUIDO TABELLINI®

In 1981 the Bank of Italy was freed from the ohbligation to
purchase the unsold public debt at the Treasury auctions. Since
then, the Bank of Italy has reduced debt monetization. The paper
seeks to explain this policy shift by analyzing a game between

the monetary and fiscal authorities. The fiscal autherity is im-
perfectly informed about the central bank preferences. An equi-
librium exists in which the central bank does not monetize, 3o as

to establish a reputation of being independent. Monetization
raises fiscal deficits and may raise public debt relative to a non-

‘accommodative policy.

L INTRODUCTION

“In July 1981 Italy underwent a monetary regime change: the Bank of Italy
was freed from the obligation to purchase all the unsold public debt at the
Im.n:ry auctions. Before Julv 1981 the Treasury set the minimum auction
price and the Bank of Italy had to buy all the public debt not taken up by
the market. The Italian central bank could then resell the public debt in a
well developed secondary market.! But by so doing, it would drive up interest
ﬁm and it would generally incur a capital loss.

Thus, the “divorce” between the Bank of ltaly and the Treasury, as the
institutional reform was called in the Italian press, had the following conse-
@m First of all, it deprived the Treasury of an implicit subsidy on the
interest paid on public debt. Secondly, it shifted the political responsibility for
the level of interest rates from the monetary to the fiscal authorities. These
two consequences were anticipated at the Hme when the divorce was imple-
mented, and were the main motivations for its adoption; see Salvemini [1983]
It was hoped that the new incentive structure would bring about a more
moderate fiscal policy and a less accommodative monetary policy.

At least one of these hopes was born out by the subsequent economic events.
Even tlmugh fiscal policy in Italy has recently shown only very small signs of
! n, the course of monetary policy has undergone a substantial shift
mﬂe 1931 The percentage of public debt held by the Bank of Italy over total

"‘I.Tnlw:tﬂl} of Californis, Los Angeles. | wish to thank Richard Swecney. Luca Moltent and
e snonymous teferels for very helplul comments on previous versions of this paper. The
m’ﬁ’lt}ffﬂl all remaining errors is my own,

1 I this respect, the Italian reform differs crucially from the Fed-Treasury Accord that occurred
hﬂ# 1'% in 1951; before the Accord, the Fed was obliged to suppor| the price of public debt
beth i the primary and in the sscondary market. The US. Accord thus relieved the Fed from
= partfolio constraint. Tn the case of Ttaly, there was no such constraint to begin with,
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