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Abstract

0 It is possible to design a relationship between
populism and central bank independence (CBI)?

Q Yes, given three key assumptions:

a Heterogeneous voters

2 Populist policy = myopic and redistributive action
0O CBI = central banker as a long sighted player




Motivation (FT, November, 2019)
FINANCIAL TIMES

WORLD BUSINESS NEWSPAPER EUROPE

FRIDAY 1 NOVEMBER 2015

Independence Jay

Floating away

Private money is luring companies
from listings — BIG READ. PAGE 7

Lingua franca

French elite’s penchant for classics
isauthentic PARIS NOTEBOOK, PAGE 8

Tribe of central bankers
in eye of political storm

Economic danger greatest in emerging markets with weak institutions

White House bullying will not work
on the Fed chair —GILLIAN TETT. PAGE @

Donotunderestimate Powell ina fight

Bocceoni

polnt Mr Trump n the (unlfkely) event ~ evenfthe White Housecutsatradedeal — occurred In spite of Mr Trumps broad-  acorporate lawyer, He salsoa longtime
heread thisresearch, with China, since few executives trust  aldes,notbecauseof it Ped offictalygen-  Republican = whichis precsely whyMr | (. coes - conoon
il What I Jess cheerfg s that the fact ~ thata trucewillast, ulnely belleve that growth Is slowing  Trumpappolatedhim. et i
Gillian futures prices moved at all after Mr lncethe White Housedoesnotwant  down = thosepeskytradewarshaseoff:  But that asessment overlooks the | Ere e o paibical st o an
Teut "Trump's tweets suggests that ‘markets —to blame any slowdown on ftsown poll-  set muchof the benefichl Impactofthe  factthat Mr Powvell bullt bs career (and ”mmmm e
do ot percelve the Federal Reserve cles It Inslsts that any looming weak: 2017 tax cuts — and they wanttooffset ~ wealth) in the viclous workd of private | is war of wards with the s Federal
ankas a fully independent nstitution s refects the fact that Us borrowtg — therisks. equity as 2 Carlyle partne. Genlal o | Beser; aecusing i of havins "one
mmune from political pressure”, the  costsare higher thanin Furopeorfapan,  Itlsstrikingthat Fed chalr fay Powell  not, he has more experlence with dmmﬂ_nmmhw
economists argue, There s, In other  fuellingdollar strength. Inother words, ~ suggested on Wednesday he does not  aggressive bullles than any recent Fed ‘The Reserve Bank of Indla has been
conomists {rom Duke Uni-  words,already somelmplid damage.  White House offcal want to use e expect o cut rates again soom unless — chlr, Heabo knows howlousethely | Snder presure o cas ending condh
versity and London Business  Despite the Feds rate cut on Wednes- conmmeractitydeclne, Hedoesnot s shieldand a weapon = speifcally | the U overmeasares impinging on ks
School recently published  day,the fight between it and Mr Trump want Fed policy beatool inthecurrency ~ the 1913 Federal Reserve AA that pro- | president n.c:?m Erdogan has
research Into & once-un- il probably get worse, not etter In [ vy il 4 carcerjn A trade war. This stance reflects  tacts i ndependence. o et bk eeprt
hinkable - bt now timely = the coming year. There are two reasons 2R mood of quiet miltancy insfde the cen-  Precisely because Mr Powell lsnotan | tow.
question: how much market impact  for tis, One obvious factors thavthe ~ [/TVALC CCJLIILY, thefed Pk, where offchals are deter-  cconomist, and 0 Pragmatist AhEE | et bbbttt i e
doesapresklential Tterattackon the  White House s desperately huntinglor |, 1|, ample experience minedtofightwhatsomedescribeasan  thanan deologue, he itensto hscen- | Kins,former Bank of Englnd syer
US Puderal Reserve actually have? scapogoats for the current slowdown in : : “extstentlal threat”toits independence.  tral bank peers and Fed stafl. Thishas | ey, of “unnecessarily” pandertng tothe
Theansweroffrsressons forbope - USgrowth,Inpubli e Trumplsebal: - WILh iggressive hullies Bt It also rales another,oftover el b as determined a5 Ny AT L0 | b o et socor et
and fear, On the upbeat side, thetangl-  Hent:after it emerged tis week thatthe looked polnte Mr Powell's persona,  fightthethreatto Fed Independence. s e o
ble market impact of Donald Trump's  economy had grown 1.9 per cent nthe  cuts asa tool n thelr bigger geopoliical  When he was first appointed chatr in  1fthe growth keeps showing, thestage | away iven the scope ofthei powersin
demands for looser monetary policy  third quarter, the president saluted  currency and trade war as the 2020  February2018, someobserversdoubted  will be set for an Intensifying battle .m,mmm;:
have been modest so far, the research  “The Greatest Economy fn Amerkcan  election looms, whether he would have the stomachfor  between Messrs Powelland Trump, Itls oo i
suggests;the implied yleld on Fed Funds ~ History!"on Twitter, The second reason the battle will  a ight, He hasa genlal demeanour,and — stillalarmingly unclearwhovilleventii- | hustasticabout such challenges aftera
futures contracts apparently declined  Howeser,there hasalso been asharp - probably becomeuglersthat Ped off-  sometimes weak communcationssyle,  ally triumph on thequestion ofates — | fecade i mhich thele il grew
by an average of 030 basts potntsafter  fallin bustness [nvestment and exports. — chalsseem unlikely toplay ball withMr ~ Morcover, Mr Powellls ot partof e and the Fed s ndependence. My money Ll et el s e
eachattack producing ‘thecumubtive  You do not nea to bea geniustospot.  Trump. That may not séem obvious  central banking lubof esteemed econ s stll arrowly with MrPowell,despte | okl storm i counires sch 1 the
lfectofaround negative 10bps” sofar,  the cause of this malaisestrade wars  from the P deciion thisweektocut - omists. He s the frst ed chalr infour  that 10bp market wlng, Kool it
This s 0 stallin the wider schemeof  have Injected deep uncertainty fntothe  rates by 25 basls polats for the third  decades without an economics doctor- it S it e i
thingsthat twould undoubtedly disap-  business outlook, This won'tdsappesr  time this year, However,the rate cut  ateletaloneadegree, havngtraned s glkonsettafhcom p-ﬁ ﬁ%ﬁﬁm

Universita Commerciale
Luigi Bocconi




Bocceoni

Motivation (FT, July, 2019)

FINANCIAL TIMES

MONDAY B JULY 2019 WORLD BUSINESS NEWSPAPER CuROPE

Hong Kong divided | New superpowers ) 2 Strike for climate

Escalating tension leaves business The US, China & Silicon Valley vie for N Green protests are coming to an

in a bind over unrest — paGe 3 SUPremacy — RANA FORO(

MomeTary Dollicy

HAR. PAGE 1 4 office near you —piuir

Tuarkishh fimancicers vexaed
by central bank sackinngs

T —_——_—~.

oy WumrSciss flmmoaascSers e xXpecoctael Bos
TFisaell she srmselvwesn «fefemndiens NUwnvan
Cetimbcanyan, ww ey wwimws fize-l aw cemmaaal
baanlc soverTor aiftes thiree yemzw s

Fumses . Fieey Dirsaled el <
o"k'-‘of)"c- _h-rr-d_b,' errmtic amemed Sl Suiear® ﬂ;l—adﬁ::m
- - Fraliw. wwilsers M Cenhmbcacy s woas il lieagr To
Ensst M « 3= o <f . § Bowwe s ratewm — eat st msm szooec: mes NEr
e bl radd Bry SRaesceps Ty Facdlograors, e ATy raic swarste-<l. DEr Er<lcogroarn wwemreseel
E 2= o RS E s s > = =P Exiggis = -—= = -
I e re=l Tal e cTItw cire—— T B« S B ™ Traroey assed parosresisesed Elincat o “dSeThien
e cemaral Baaasl"s ey - e d e
o dre this rruaaeeses wwilll deml o Big Bhhidose 1o T ess thaxs three weeslcs Intes, DA
F mxy - T » o refazsesd Tas —
Lt cleg» 2 e Iheabhlirs: Tamrlumss, = fired eogpal ewpeests soabal the masclcSregy T
Tomr s clepwsty « =l Beamralic soew e B ot ——
e aaen TR e ~ T i s i
“E e srnmruraesy ol Mx CetlisubcoryonTs cSegpaanr - s am Powe «
Txre Secares That Stwsrat trywal Buis sasc- Mar FExclograas ail CoesfRirersect Thee i
e, Wt weimes. Pl Becgrest-y, wialcs el Eraafe Creweer rAMtees SRS S Trseetivegr ool sualSesgr
ey Sew Eredrodadess o thhe Fomibe SraRrty MPs o Sow - =
Crxtxalc,  foTrTTieeT oEfRcimal el -
TEwexrsEsey oo = hue e ogprgrosits et e s smracScoos Baowe thhe saerwe
=mbad Tthhe <o Bamic Bhad Booocmme = il fare. Oose Flmanciers descriihe<s the
T — e e =
Fhrtrag R - - - .,
e e S e — Ak — ha\cn‘tc_:vcn rosaolvoecd
e =il = -t 5= olsc These firss crisis voeri. Arsaotiyscs
e -— = =
- — ~ > Inin i onl’ygﬂt)lx\gto-
Ty T T T mbewm cowilcd progred srcalikic s hriisasss wworr =<
Bt . . e ————it ol @ Do PA—

0
)

V1 5
l N
).

~

Universita Commerciale
Luigi Bocconi




Motivation (FT, June, 2019)

FINANCIAL TIMES

WEDNESDAY 12 JUNE 2019 WORLD BUSINESS NEWSPAPER FUROPE

Books and mortar

Why Amazon has failed fo kill off the V

physical bookstore —giG READ, PAGE 7

Martin Wolf

Choosing Jens Weidmann to head
the ECB would be a big risk —pace ¢

Algerian spring
Hopes are rising for a peaceful
fransifion — GLOBAL INSIGHT, PAGE 3

X2

South Africa. Monetary policy

Attack on central bank adds to Ramaphosa woes

nationalise an unusual private share The furore reflects fears of aretum to  ton manifesto, too. ANC-linked trade
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President’s allies believe ANC  pjiger structure. There are alsocallsto — the systematic undermining of inde-  unions that are allies of Mr Ramaphosa

+ ryicle add growth and employment to the  pendent institutions that was rife under  also want change. 1
rivalsare deliberately picking bank’s Inflation target. Jacob Zuma before the ANC replaced Many in business backed Mr Ram- | '
afight over SARB's powers The arguments have been described  him as president last year, 1t has also  aphosa to bring economic stability but

JOSEPH COTTEIILL — JOHANNESSURG

Cyril Ramaphosa’s uphill battle to

revive Africa’s most industrialised econ-

omy has grown steeper after his ruling

African National Congress spooked

markets with an attack on the inde-
of the central bank.

South Africa’s economy is already
edging towards recession and threats to
growth are stirring up problems for the
president after the ANC returned to
power in elections in May,

Now Mr Ramaphosa has to defuse a

by Lesetja Kganyago, SARE governor, as
a “Trojan horse” threatening the bank’s
autonorny.

Mr Ramaphosa sald that the rancor-

dence of citizens and of investors”.

The storm broke last week when Ace
Magashule, the ANC's powerful secre
tary-general, sald that the bank’s man-
date would be expanded alongside
approval to explore quantitative easing
or central bank asset purchases.

But he was flatly contradicted by
other party figures such as Tito Mbo-
weni, the finance minister and former

exposed the fragility of his successor’s
grip on power within the party.

Mr Magashule is an old Zuma ally
fighting allegations that he took partin

Cyril Ramaphota:
president says
debate undermines
the confidence

of cifizens and

of investors

looting of the state under the former
president. Both men deny the daims.
Supporters of Mr Ramaphosa belicve

“people have relied on the inability of
the ANC to implement its own resolu-
tions", Lukhona Moguni, a political ana
lyst, said.

Mr Zuma's allies have taken the
opportunity to make mischief as a
result, irrespective of the economic
threat, analysts and policymakers said.

ite the furore over the reserve
bank having private shareholders, a
relic of its history, they have no control
over policy.

Monetary policy meetings also
already take into account growth and
uncmployment, though the reserve

Luigi Bocconi
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World News

Italy’s Ruling Populists Covet
The Central Bank—and Its Gold

By Giovanst LEGoRANO

ROME—Italy’s ruling popu-
lists pushed ahead this week
with efforts to seize control of
the central bank and its gold
reserves, stepping up their
confrontation with a symbol of
the country’s establishment.

With two laws targeting
the Bank of Italy under de-
bate in Parliament, the cam-
paign is the latest attack on
Italy’s independent institu-
tions by leaders of the gov-
erning coalition, which is led
by the antiestablishment 5
Star Movement and the nativ-
ist League.

The parties depict the cen-
tral bank as a symbol of a
technocratic elite aloof from
the needs of ordinary Italians.
Hundreds of thousands of
small individual investors lost
billions of dollars after several
Italian banks failed in recent
years, causing widespread an-
ger against the Bank of Italy
and previous governments.

“We need a change of
course at the Bank of Italy if
we think about what happened
in the last years,” Deputy
Prime Minister Luigi Di Maio,
leader of the 5 Star Move-
ment, said in February.

ment were to become the
owner of the Bank of Italy, its
independence would still be
granted by Italian and Euro-
pean laws.

Independent institutions,
however, are a bugbear of
populist politicians who say
that all government should be
a direct expression of the pop-
ular will, which they claim
they themselves represent. It-
aly’s leaders have consistently
accused independent institu-
tions of trying to frustrate the
popular will

5 Star and the League have
attacked the Bank of Italy for
not preventing the banking
crises, and blamed it for the
losses suffered by mom-and-
pop savers who had bought
bank shares and bonds.

“If you are here with your
current account in the red, it's
because the people who were
supposed to control things
didn’t do so,” League’s leader,
Interior Minister Matteo Sal-
vinj, told a group of former in-
vestors in Banca Popolare di
Vicenza, which was liquidated
in 2017, in February.

That month, Messrs. Salvini
and Di Maio said the central
bank’s top brass should be re-
placed because it had failed to

) &
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nor quits

after dispute over independence

o Patel’s exit follows demands from Modi e Rupee falls 1.8% & Analysts warn of sell-off

AMY KAZMIN — MLW DLLMW

SIMOM MUNDY — MUMBAI

The head of India’s central bank
abruptly resigned yesterday in the
midst of a bruising battle with the prime
minister over the institution’s inde-
pendence and the future direction of the
country’s financial sector.

Urjit Patel’s exit comes just days
ahead of what was likely to be a conten-
tious meeting of the Reserve Bank of
india’s governing board, where Prime
Minister Narendra Modis demands for
looser and monetary policies
were schieduled for debate.

Tensions between the RBI and
Mr Modi have been building for months
over the central bank's hawkish mone-
tary policy, use of its mounting reserves
andd the tough measures taken to clean

up bad loans at India’s state-run banks.

Mr Modl has been accused of
demanding the RBI ease back on its
crackdown out of fear it would hit eco
nomic growth during his drive for re-
election, particularly as lquidity in non-
bank lenders has dried up after a series
of defaults at IL&FS, a high profile
finance and infrastructure group.,

At 3 10-hour board meeting last
month, Mr Patel made a number of con
cessions under pressure from govern
ment nominees, including promising to
review restrictions on by banks
that already have high levels of bad
debt. Pressure on the REI was expected
to continue at Priday’s meeting.

In a statement on the RBI website,
Mr Patel cited “personal reasons™ for his
decision to step down. He becomes the

second central bank chief in a row to
UnCerer ! Fy ng tak

over In ember 2016 after the gov-
ernment failed to extend Raghuram
Rajan’s tenure. Mr Patel’s departure is
effective Iimmediately.

“1don't think he wanted to go down in
history as somebody on whose watch

anagement.

Mr Rajan urged New Delhi to tread
cautiously and “act appropriately™ after
the departure. He told Indian television
that the resignation was “a stat of
dissent and therefore the government
has to be very careful in dealing with i,
to ensure the credibility of the tnstitn-
tion is 2

But some analysts sald it may be too

Prossure was
expected to
build at a
Reserve Bank of
India board

mecting on
Friday

late for the RBI to maintain independ
ence, arguing that the resignation was a
signal Mr Modi had won the battle.

“By forcing Mr Patels hand, the gov
ernment has now made it clear who
runs the show.” sald Eswar Prasad, a
professor at Cornell University.

india’s rupee fell 1.8 per cent against
the dollar and analysts warned of a fur
ther sell-off ! the gover t
moved quickly to restore faith in the
central bank — particularly with three
closely watched state elections sched-
uled for today seen as dress rehearsals
for next year's general elections.

“1n the next 24 hours, New Delhi will
have to step up and play a stellar role to
reinforce market confidence Inthe RBL™
said Saurabh mukherjea, founder of
Marcellus Investment Managers.
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CBI: Motivation (1/2)
Q Given the state of the art in the literature on the

relationships between governments and central banks
(CBI):

0 Five Research Questions:

Q 1) Which is the difference between politicians and
populists?

2 Answer: populist = politician (myopic player) with a
redistributive aim

Q 2) Which is the difference between de jure and de facto
CBI?

2 Answer: political pressure = demand for CBI reform
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CBI: Motivation (2/2)

Q Given the state of the art in the literature on the
relationships between governments and central banks
(CBI):

0 Research Questions:
a 3) Via CBI how many economic policies can be influenced?

2 Answer: Three policies: monetary, fiscal and banking
policies

a 4) Via CBI how many macro outcomes can be influenced?
0 Answer: Growth, Inflation, Fiscal and Financial Outcomes

Q 5) Which are the effects of assuming heterogeneity instead
of homogeneity among citizens (voters)?

0 Answer: Political Pressure is more likely to occur
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Populism: Motivation

2 Two Research Questions , given the debate on:

Q 2) Economics vs Culture as Drivers of Populism: Can
an economic shock be relevant in explain Populism?

2 Answer: Yes , when a Balance Sheet Recession
occurs and the voters are heterogeneous

Q 3) Populism and Institutions: How to explain a
Populist Pressure against the Monetary Veto Player,
i.e. the Central Bank?

2 Answer: when the majority of citizens dislike a long
sighted monetary policy

QO Before to go ahead, three key clarifications

10




Macro Shock: Balance Sheet Recession Risk

Q Economic Hardship
= Balance Sheet
Recession (BSR) Risk

Q Economically Painful:

Figure 2: Unconditional Paths

® m== (a) Discrete excess credit treatment
= the BSRs are most Real GDP per capita (% deviation by year)
S| prolonged and )
8 painful (Jorda et al. " T e
S 2015) -
= Q Politically Risky: the °1
BSRs are more like o]
to produce political .
polarization and )
government i | ; : ; :
instability (Funke
2015)
11 @ Uit Boc
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Populism and Economic Policies

O Populism appears to be characterized by two main properties
(Guiso et al. 2017, Rovira Kaltwasser 2018):

O 1) the claim that they protect the people from the elite =
Protection Bias

0 2) pandering certain demand conditions, disregarding future
consequences = Concealing Bias

0 Translating from political analysis to economics:

O Assumption: Protection = Redistribution; Concealing = Short
Termism

12
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Populism and Veto Players

Q Given the general debate on:
Q 3) Populists vs Veto Players:

Q In general “populism maintains a difficult relationship
with liberal democracy (...) as characterized by the
existence of autonomous institutions that are neither
directly controlled nor directly elected by “the people” ™
(Rovira Kaltwasser 2018)

2 This is why populist forces are inclined to enact reform
that allow them to get rid of the so called checks and
balances as well as to exercise direct control over
autonomous institutions” " (Rovira Kaltwasser 2018)

Q And in particular ...

13
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Populism and Monetary Veto Players

Q Given the debate on:3a) Populists vs Monetary Veto
Players: “with their PhDs, exclusive jargon, and
secretive meetings in far-flung places like Basel and
Jackson Hole, central bankers are the quintessential
rootless global elite that populist nationalist love to
hate” (Rajan 2017)

o iR PN SESE . T N Ba . ;&

Q The narratives of central bankers seem to sketch tem
out as a natural target for populist policies

0 Populists dislike monetary dominance (Edwards 2019)

14
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Presentation Setup

O The State of the Art (NO)

0 The Framework: Populists, CBI, economic policies
0 Conclusion

15




The Framework: A Macro Crisis and Four Players

Q Theoretical Framework:

O A model that mimics an economy in which a systemic banking

o mum shock can occur
: Q The policymakers have design a policy involving banking, fiscal
8 and monetary aspects aimed at minimizing the spillover effect of
& such a shock into the real sector
& | 0 Given the time schedule:
m 0 Safe and sound banking 1 systemic crisis: Banking, debt 2 Fiscal policy, labour markets,
and monetary policies consumption and growth
I I I
NORMAL TIMES EXTRAORDINARY TIMES NEW NORMAL
O The players: 1) banks, 2) government, 3) central bank 4)
citizens , with their human and financial assets
16
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Normal Times: Banks and Banking Policy 1/3
o The sequence of events is as follows:

Q At t=0, banks engage in business with some level of
risk (normal times).

O The outcome of these activities determines the
extent to which the bank’s risk profile is safe and
sound. Without a bank crisis, no policy trade offs have
to be addressed

a In normal times, a banking crisis — with its probability P(r)
- can occur if the bank is unable to meet its
obligations

0 The bank chooses the risk profile r that maximizes its
own expected equity value, also the bailout likelihood
B into account:  P(r(B))

Q Given uncertainty, an endogenous lever is the

17

banking policy & gy



Boceconi

Extraordinary limes: Government, banking and
Fiscal Policy 2/3

0O At t=1, bank failures can occur and, consequently, the
policymakers has to design their strategy
(extraordinary times)

Q The public policy involves two government decisions,
given the central bank decision (monetary
dominance):

O One regarding the banking policy (8 (i.e. the degree
of the bail-out)

Q and another regarding the corresponding fiscal policy
t to finance the bailout via bond issuing

Q taking into account the monetary policy —i.e. the
debt monetization 0 - that depends on the central
bank decisions

18
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Extraordinary Times: The Government Trade
Off: Debt/Tax or Banking Instability? (2/3)

0 When a bank fails, the government faces a trade-off: let
the bank fail - no debt/tax distortion - or rescue it by
injecting new capital — no banking externalities, which
hit the citizens

0 In the latter case, the government issues public debt for
the amount of the bailout

Q Public bonds can be purchased by either citizens or the
central bank

Q The central bank’s purchases represent the
monetization 0

O Regarding the central bank we assume that its monetary
choices are independent

19
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Extraordinary Times: The Central Bank and its

Monetary Policy (2/3)

Q The central bank decides the debt monetization 0
independently from the government, taking into
account all the consequences:

Q tax distortions n, including the banking externalities
Q financial effects, proxied via the interest rate i
O monetary instability externalities ¢

n(r) |

- 1-n(7) ¢

a Why? 1) The central bank is a LT player — given its
institutional setting — and 2) the central banker
knows that the MP action can have conventional and
unconventional effects ...

20
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The Redistributive Effects (3D) of Monetary Policy

The “3 D” effects: Policy Effect
The directional effect captures the impact of

'E public policy on a certain sector, for example
the banking industry (ZIRP/NIRP), or the ZIRP/NIRP  DIRECTIONAL
-
& corporate sector (QE); QF
8 The distributional effect results from
:Q Ic:r(1;a)nges in interest rates (ZIRP/NIRP,QE, ZIRP/NIRP  DISTRIBUTIONAL
The duration effect measures the monetary ~ QF
policy’s effect on overall public-sector FG
Ilablll’qes. More monetization = less ZIRP/NIRP  DURATION
duration (ZIRP/NIRP) = more monetary
instability QE
In our framework ...
21 @ Uit Boceom



Boceeoni

The Redistributive Effects and the 3 Economic
Policies

QO The "3 D” effects (Goodhart and Lastra

2018): Policy Effect

0 The directional effect captures the impact of
public policy on a certain sector = the e e
banking industry; here it depends on the POLICY
banking policy choices BAIL

0 The distributional effect results from changes  $\c

|fr_1 mtlerele ratehs,_here it depends on the = e
ISCal POIICY CholCes POLICY

0 The duration effect measures the monetary [T)/E)E(;T_Vis
policy’s effect on overall public-sector
liabilities. More monetization = less duration MONETA  DURATION

) " : RY

= more monetary instability; here it POLICY

depends on the monetary policy choices DEBT
MONETIZ
ATION

22




Bocceoni

Note: Monetary Policy and 3 Redistribution
Channels

O Monetary policy action generates 3 Channel OUR MODEL
redistribution channels (Auclert 2019):

0 The Fisher effect captures the different
impact of (un)expected inflation
FISHER monetary
O The Interest Rate Exposure effect results EFFECT instability
from changes in interest rates sensibility =
(=distributional effect in the above tenieeiselis
taxonomY) INTEREST Financial assets =

O The Earning Heterogeneity effect measures  RATE HETEROGENOUS
the monetary policy’s effect on labour and ~ EXPOSURE

profit earnings
EARNING  Labour income =
HETEROG homogeneous
ENEITY
EFFECT

23
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The Optimal Monetary Policy
0 Being the central bank a LT player, she/he acts as

0O A social planner, that simultaneously sets the policy
strategy, in order to maximize the social-welfare
function

O The optimal level of monetization increases: a) if
tax-distortion risk is high, b) if the cost of debt
servicing i is high and c) if the monetary-instability
costs @ are low

S n(r) |
1-n(zr) ¢

24
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New Normal Times: Citizens and Policies (2/3)

Q At t=2 ("new normal” times)

Q the government introduces an income tax to repay
debt and interest

O The citizens make decisions about labour,
consumption and income given the tax, as well as the
values of the financial assets — banking assets and
bonds — and the monetary instability externalities

0 If the citizens are homogeneous — as in the traditional
macroeconomic framework — the optimal monetary
policy is the social optimal one

Q i.e. no pressure to change the actual CBI

25
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But: Citizen Heterogeneity can Matters and ...

0 But: if the policies trigger heterogeneous effects on
the citizens, different individuals will have different
views regarding those policies

Q This is crucial as long as the citizens’ preferences are
relevant in the political process

Q Therefore, the preferred policy is not mechanically
equal to the socially optimal one

2 Which Heterogeneity? Our framework focuses on
heterogeneity among citizens in terms of financial
inequality
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... Citizens are Voters

QO The redistributive effects are a relevant issue as long
as the policies are chosen through the political
process - i.e. when the citizens are voters

QO In the framework we consider majority voting with
voter preferences that are associated with the
financial wealth distribution

a In general, the median voter’s preferences and,
consequently, the features of his or her financial
portfolio will determine the actual overall equilibrium
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Then: Voting on Monetary Policy we can have ...

Q In general the monetization level chosen by the

majority of voters will be: A O™ |
S=0*———
g o
QO Therefore it is possible that: ‘ S B S*
0 And then ...
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Political Pressure

Q The more the politicians in charge accommodate the
demand for a level of monetization s that differs
from the socially optimal level s+, the more a political
pressure will be likely to be in action

Conservative banking Efficient banking policy Financial dominance

policy Either conservative
Conservative MP Conservative MP CBI or fiscal
dominance

Conservative banking Efficient banking policy Financial dominance
policy Fiscal dominance
Conservative MP Efficient MP

Conservative banking Efficient banking policy Financial dominance
policy Fiscal dominance Fiscal dominance
Either conservative MP

or fiscal dominance
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a
a

The Populist Pressure

Under which conditions a populist policy can occur?

We define as populist any policy that guarantees short-term
protection, without regard for long-term fiscal or monetary
distortions

i.e. a policy which is at the same time redistributive and myopic

Note: In Guzzo and Velasco (1999) and Lippi (2002) a
populistic monetary policy is just myopic.

Then, we can identify a populist policy ...
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Populistic Monetary Policy

0 An inefficient populist policy 5>6* arises when the majority of
citizens are unsophisticated investors — more deposits, less bond

- who are on top indifferent with respect to the risk of monetary
instability

Conservative
policy
Conservative MP

nking Efficient banking policy Financial dominance

Either conservative
Conservative MP CBI or fiscal
dominance

Conservative banking Efficient barking policy
policy
Conservative MP Efficient MP

Financial dominance
Fiscal dominance

Conservative banking Efficient banking policy Financial dominance

policy Fiscal dominance Fiscal dominance
Either conservative MP
or fiscal dominance
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Populism and Central Banking

0 Therefore the populist policy wﬁbpromote a more
accommodative monetary policy, challenging the existing CBI

Q In general it is worth noting that:

0 This outcome endogenously produces the other definition of
populist,

0 i.e. that identify as populist a politician who seeks to remove
the checks and balances generally applied in a democratic state
— as the CBI - in order to fulfil promises made during the
election campaign
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Conclusion (1/3)

O We showed that in a country with heterogeneous
citizens a macro shock can produce monetary policy
preferences which are different from the optimal
ones, which are implemented when the central bank
is a LT player.

Q In such an environment, populist politicians who
champion short-term protection policies in favour of a
majority of unsophisticated voters can find consensus
for a more accommodative monetary policy

0 Challenging the existing level of CBI
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d
d

Conclusion (2/3)
Further steps:

Empirical Analysis: Financial Features, Political
Preferences and Policy Choices

Political Pressure and de facto CBI: Promising metrics
but to be handled with care (Type I and Type II error
risks)

Rationale: if the ICB is a long run (LT) player: if ‘ 5_“ 5%
then the Govn't is a SR (SR) player
But ..
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Conclusion (3/3)
Q But ..

0—07%

Q Type I error: false positive, when but the CB
is @ SR player and the Govn'tis a LT player or a SR
player with different preferences

a Type II error: false negative 0 =0™ but both the
actors are ST actors with equal preferences
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Thanks for your attention!
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