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FISCAL POLICYMAKING AND THE

CENTRAL BANK INSTITUTIONAL CONSTRAINT

Abstract

The  in te rac t i on  be tween  mone ta ry  and  f i sca l  po l i cy  i s  a t  t he  hea r t  o f

mac roeconomics ,  bu t  t r ad i t i ona l  ana l ys i s  o f t en  i gno res  t he  i ns t i t u t i ona l

aspec ts .  I n  recen t  yea rs  a  deve lop ing  I  i t e ra tu re  has  concen t ra ted  on

i ssues  such  as  the  i n f l uence  o f  cen t ra l  bank  i ndependence  on  the  conduc t  o f

mone ta ry  po l i cy ,  and  as  a  pa r t  o f  t h i s ,  t he  ex ten t  t o  wh ' i ch  the  cen t ra l

bank  accommoda tes  gove rnmen t  f i sca l  po j j cy .  Much  l ess  has  been  done ,

however ,  t o  j nVes t i ga te  the  reve rse  i n te rac t j on :  t he  ex ten t  t o  wh ich

cen t ra l  bank  i ndependence  i n f l uences  the  fo rma t ion  o f  f i sca l  po l i cy .  Th i s

paper  concen t ra tes  pn imar i l y  on  tha t  channe l  o f  j n f l uence ,  and  f i nds  some

suppor t  f o r  t he  case  tha t  f i sca l  po l i c i es  a re  i ndeed  a f fec ted  by  the

independence  o f  t he  cen t r "a l  bank .  F i  sca l  de f j c j t s ,  f o r  examp ' l e ,  may

the re fo re  be  l owe l i n  coun t r i es  w i th  more  i ndependen t  cen t ra l  banks  because

o f  t he  g rea te r  p rospec t  t ha t  mone ta ry  po l i cy  w i l I  no t  be  as  accommoda t i ve

o f  t hose  de f  i c i t s .
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1 .  I n t roduc t i on

There  i s  a  l a rge  and  expand ing  I  i t e ra tu re  on  the  ro le  tha t  f j sca l  po ]  i cy ,

i n  pa r t i cu l a r  gove rnmen t  budge t  de f i c i t s ,  has . i n  de te rm in ing  mone ta ry

po l i c y .  A l t hough  causa l  i n f l uence  o f  de f j c i t s  on  mone ta ry  po l i c y  i s  by  no

means  un i ve rsa l i y  accep ted  ( see ,  f o r  examp le ,  Dwyer ,  1982)  such  an  e f fec t

i s  suppo r ted  i n  s t ud ies  t ha t  j nc l ude  B l i nde r  ( 1983 ) ,  Bu rdek in  ( 1986a ) ,

Laney  and  | r l i l l e t t  ( 1983 )  and  Mc l , 4 i l l  i n  ( 1936 ) .1  I n  gene ra l ,  howeve r ,  i t  i s

assumed  ( imp l i c i t l y  o r  exp l i c i t l y )  t ha t  t he re  i s  no  reve rse  d i r ec t i on  o f

causa l  i  t y  runn  i ng  f rom mone ta ry  po l  i  cy  to  f i  sca l  po1 i  cy .2

Sa rgen t  and  l r i a l l ace  (1981 ) ,  t o  t ake  one  popu la r  examp le ,  p r ima r i l y

focus  on  the  case  where  the  t ime  pa ths  o f  bo th  gove rnmen t  spend ing  and  tax

revenues  a re  f j xed  - -  a  s i t ua t i on  i n  wh ' i ch  i t  i s  t he  mone ta ry  au tho r i t y

tha t ,  by  des ign ,  mus t  cap i tu la te  to  the  f i sca l  au tho r i t y .  However ,  t he

same f ramework  i s  equa l l y  app l i cab le  to  the  case  where  the  mone ta ry

au tho r i t y  moves  f i r s t  and  se ts  po l i cy  i ndependen t l y .  He re ,  
' 1ower  

ra tes  o f

money  g rowth  sooner  o r  l a te r  requ i re  l dwer  de f i c i t s  and  the  mone ta ry

au tho r i t y  imposes  d i sc ip i  i ne  on  the  f i sca l  au tho r i t y .  To  take  the  a rgumen t

one  s tep  fu r the r ,  i f  t he  f i sca l  au tho r i t y  f aces  an  i ndependen t  cen t ra l  bank

commi t l ed  to  an t i - i n f . l a t i ona ry  po l  i cy ,  t hen  the  expec ta t j on  tha t  de f i c i t s

w i l l  no t  be  accommoda ted  tomor row may  de te r  t he  gove rnmen t  f rom runn ing  a

de f i c i t  t oday .  The re fo re  i t  i s  p red i c ted  t ha t ,  ce te r i s  pa r j bus ,  de f j c i t

expans ion  shou ld  be  l ower  i n  coun t r i es  w ' i t h  more  i ndependen t  cen t ra l

3Dan Ks .

The  poss ib le  impor tance  o f  such  a  reve rse  d i rec t i on  o f  i n f l uence  i s

sugges ted  by  Sargen t  (1985) ,  who  cha rac te r i zes  the  comb ina t i on  o f  t i gh t
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money  and  l a rge  de f i c i t s  p romised  aL  the  i ncep t i on  o f  t he  Reagan

admin i s t r a t i on  as  coo rd ina t i on  v i a  r eso r t  t o  a  "game  o f  ch i cken . r '  He re ,

" j f  t he  mone ta ry  au tho r i t y  cou ld  success fu l l y  s t i ck  to  i t s  guns  and  fo reve r

re fuse  to  mone t i ze  any  gove rnmen t  deb t ,  t hen  even tua l l y  t he  a r i t hme t i c  o f

the  gove rnmen t ' s  budge t  cons t ra jn t  wou ld  compe l  t he  f i sca l  au tho r i t y  t o

back  down  and  to  sw ing  i t s  budge t  j n to  ba lance r r  (Sa rgen t ,  1985 ,  p .  248 ) .

I t ' i  s  poss ib le  tha t  ' i  n  such  c i r cums tances  the  mone ta ry  au tho r i t y  may  be  the

one  to  cap j tu la te  by  mone t i z i ng  a  l a rge  p ropo r t i on  o f  t he  de f i c i t ,  bu t  i f

i t  does  no t  t hen  f i s ca l  po l i c y  i s  necessa r i l y  cons t ra i ned .

The  ro le  o f  t he  mone ta ry  reg ime  i s  s t ressed  i n  Sa rgen t r s  (1982)

a rgumen t  t ha t  t he  c rea t i on  o f  an  i ndependen t  cen t ra l  bank ,  1ega11y

commi t ted  to  re fuse  the  gove rnmen t ' s  demand  fo r  add i t i ona l  unsecu red

c red i t ,  was  c ruc ia l  i n  end ing  t he  hype r i n f l a t i ons  i n  each  o f  Ge rmany ,

Aus t r i a ,  Hungary  and  Po land .  Sa rgen t  s ta tes  tha t  "once  i t  became w ide l y

unders tood  tha t  t he  gove rnmen t  wou ld  no t  re l y  on  the  cen t ra l  bank  fo r  i t s

f i nances ,  t he  i n f l a t i on  te rm jna ted  and  the  exchanges  s tab i l i zed ' r  (Sa rgen t ,

1982 ,  p .  89 ) .  0n  the  o the r  hand ,  t he  impor tance  o f  an  i ndependen t  mone ta ry

po l i cymaker  has  been  examined  by  Bana ian ,  Laney  and  Wi l l e t t  ( 1983)  who

ob ta in  c ross -sec t i ona l  ev idence  fo r  t he  pos t -1960  pe r iod  sugges t i ng  tha t

cen t ra l  bank  au tonomy  exe r t s  an  i ndependen t  i n f ' l  uence  on  the  ra te  o f

i n f l a t i on .  The  i nd i ca ted  s i gn i f i cance  o f  dummy  va r i ab les  f o r  t he  h i gh ] y

au tonomous  cen t ra l  banks  o f  Sw i t ze r l and ,  t he  Un i ted  S ta tes ,  and  v ies t

Germany  a l so  suppor t s  t he  Park in  and  Bade  (1978 ,  1979)  f i nd ing  tha t  t hese

banks ,  wh ich  a re  more  i ndependen t  o f  cen t ra ' l  gove rnmen t  bo th  i n  ac tua l

po l  i cymak ing  and  i n  the  appo in tmen t  o f  d i rec to rs ,  have  de l  i ve red  a  i ower

ra te  o f  i n f l a t i on  t han  o the r  l ess  i ndependen t  cen t ra l  banks .4



Th is  paper  seeks  to  quan t i f y  t he  e f fec t  i ndependen t  cen t ra l  banks  may

have  no t  j us t  on  the  ra te  o f  i n f l a t j on  bu t  a l so  on  the  behav io r  o f  t he

f i sca l  au tho r i t y .  The  emp i r i ca l  ana lys i s  uses  poo led  c ross -sec t i on  da ta

fo r  twe lve  i ndus t r i a l  i zed  coun t r i es  ove r  t he  1960-1983  Der iod .  The

in te rna t i ona l  na tune  o f  t he  s tudy  pe rm j t s  t he  e f fec t  o f  d i f f e ren t

i ns t i t u t i ona l  a r rangemen ts  to  be  eva lua ted  d i rec t ' l y .

2 .  Deve ' l opmen t  o f  t he  Emp i r i ca l  P rocedure

In  o rde r  t o  i so la te  any  e f fec t  exe r ted  by  the  i ndependence  o f  t he  mone ta ry

au tho r i t y ,  i t  i s  f i r s t  necessa ry  to  j o in t l y  spec i f y  f i sca l  and  mone ta ry

po l j c y  r eac t i on  f unc t i ons .  I n  l i ne  w i t h  t he  f i nd ings  o f  B rad ley  and  Po t t e r

(1986)  and  Tu rnovsky  and  Wohar  (1985) ,  f i sca l  po l i cy  i s  assumed  to  be

ch ie f l y  d i rec ted  toward  the  fu l1 -emp loymen t  ob jec t i ve ,  and  mone ta ry  po l i cy

d i rec ted  toward  the  p r j ce -s tab i l  i t y  ob jec t i ve .  The  budge t  de f i c i t  i s  a ] so

taken  to  be  ' i n f l uenced  by  the  ra te  o f  rea l  g rowth ,  i n  pa r t  due  to  bu i l t - i n

au tomat i c  s tab i l i za t j on .  G jven  the  h igh  deg ree  o f  mone ta ry  openness

fea tu red  by  many  o f  t he  coun t r j es  i n  t he  samp le ,  ex te rna l  i n f l uence  on  the

mone ta ry  base  i s  a l so  hypo thes j zed  to  be  jmpor tan t .  I n  t he  absence  o f

comp le te  s te r i l i za t i on  by  t he  cen t ra l  bank ,  an  j n f l ow  o f  f o re i gn  asse t s

w i l l  necessa r i l y  l ead  to  an  i nc rease  i n  the  domes t j c  money  s tock .  To  an

ex ten t ,  ' i n  o the r  words ,  under  bo th  f i xed  and  f l ex ib le  exchange  ra tes  the

managemen t  o f  t he  mone ta ry  base  i s  some comb ina t j on  o f  f o re ign  and  domes t i c

po r t f o l i o  dec i s j ons  by  t he  cen t ra l  bank .  F i na l l y ,  t he  p r imany  hypo thes i s

tes ted  i n  t h i s  pape r  i s  whe the r ,  j n  add i t i on  t o  a  poss ib l e  i n f l uence  o f

f i s ca l  po l  i c y  on  mone ta ry  po l i c y ,  t he re  i s  a l so  a  causa l  e f f ec t  r unn ing

f rom mone ta ry  po l j cy  to  f i sca l  po l i cy .
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Fo r  t he  p resen t  c ross -coun t r y  s tudy  the  va r iab les  i n  t he  reac t j on

func t i ons  a re  p r imar i l y  d rawn  f rom OECD (1984) .  The  s tance  o f  f i sca l

po l i c y  i s  measu red  by  t he  i eve l  o f  t he  budge t  de f i c i t  r e l a t j ve  t o  GDP.  The

stance of monetary pol icy is measured by the rate of  growth of  the monetary

base .  Da ta  fo r  twe lve  j ndus t r i a l i zed  coun t r j es  a re  used  fo r  t he  ana lys i r ,

and  the  da ta  a re  poo led  us ing  ave rage  va lues  o f  each  va r jab le  ove r  t he  fou r

t ime  pe r iods  o f  1960-1967 ,  1968-1973 ,  197  4 -7979  and  1980-1983 .  The  l j s t  o f

coun t r i es  compr i ses  Aus t ra l i a ,  Be lg j um,  Canada ,  F rance ,  I t a1y ,  Japan ,

Ne the r lands ,  Sweden ,  Sw i t ze r land ,  Un i ted  K ingdom,  Un i ted  S ta tes  and  l i es t

Germany .  As  d i scussed  ea r l i e r ,  Sw i t ze r l and ,  Un i ted  S ta tes  and  [4es t  Germany

are  the  th ree  coun t r i es  cons ide red  to  possess  i ndependen t  cen t ra l  banks .

Canadars  cen t ra l  bank  i s  a l so  c lassed  as  i ndependen t  f o r  t he  1960-1967

per iod ,  f o l l ow ing  wh ich  the  Bank  o f  Canada  Ac t  1967  fo r  t he  f j r s t  t ime  gave

the  M in i s te r  o f  F inance  the  power  to  i ssue  d j rec t i ves  to  the  bank .

The  fou r  t ime  pe r jods  can  be  sa id  to  co r respond  to  fou r  ve ry  d i f f e ren t

h ' i  s to r i ca l  ep i sodes .  The  1960-1967  pe r iod  was  one  i n  wh ich  mos t  coun t r i es

en ioyed  re la t i ve l y  s tab le  p r . i ce  l eve l s  under  a  f i xed  exchange  ra te  reg ime .

The  1968-1973  pe r iod  marked  the  b reak -up  o f  B re t ton  l r l oods  and  the  ou tb reak

o f  p rob lems  w i th  s tag f l a t i on .  The  1974-1979  cove rs  the  ea r l y  expe r ience

w i th  f l oa t ' i ng  exchange  ra tes ,  and  j nc ludes  the  ep j  sodes  o f  upward  ene rgy

pn i ce  shocks .  F i na l l y ,  t he  1980 -1983  pe r i od  cove rs  t he  yea rs  i n  wh i ch

the re  t l e re  s ign i f i can t  moves  toward  s t r i c te r  mone ta ry  con t ro l  by  the

wor l d r s  ma jo r  cen t ra l  banks  ( i nc i ud ing  t he  Oc tobe r  1979  announced  change  i n

opera t i ng  p rocedures  by  the  Federa l  Rese rve  Board ) .5
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The  mode l  t o  be  es t ima ted  i s  se t  ou t  be low .  The  f i r s t  two  equa t ions

a re ,  respec t j ve l y ,  t he  f i sca l  po l i cy  and  mone ta ry  po l ' i cy  reac t j on  func t i ons

d i  scussed  above .  G iven  tha l  t he  i n f l a t i on  va r iab le  i s  t o  be  t rea ted  as  an

endogenous  va r i ab ie  i n  t he  ana l ys i s ,  an  i n f l a t i on  equa t j on  i s  spec i f i ed  i n

add i t i on  t o  t he  two  po l i c y  r eac t i on  f unc t i ons .  The  i n f l a t i on  equa t i on

re f l ec t s  the  s imp le  quan t j t y  t heo ry  app roach  tha t  j n f l a t i on  w i l l  be  a

pos i t i ve  func t i on  o f  t he  ra te  o f  mone ta ry  expans ion  and  a  nega t i ve  func t i on

o f  t he  ra te  o f  rea l  ou tpu t  g rowth .  A l  l owance  j s  made  in  the  mode l  f o r

i ndependence  dummjes  se t  equa l  t o  one  fo r  t he  th ree  coun t r i es  w i th

i ndependen t  cen t ra l  banks ,  p l us  Canada  (1960 -1967 ) .6  F ina l ' l y  a  se r i es  o f

' sh i f t r  dummies  a re  spec i f i ed  i n  o rde r  t o  tes t  f o r  s t ruc tu ra l  b reaks  ac ross

the  d i  f f e ren t  t ime  i  n te rva l  s  i  nc l  uded  i  n  t he  reg ress i  on  ana lys i  s .

l r le have:

(1 )

0 ;  a r ,  aO <

0 l  b " ,  b ,  <

cr '  c t  '  o ;

DEF = aO * aIDMB * a2UN * a,DY + aOD, + u,

DMB = bO + bIDEF + b2DP + b3FA + b4DI + bSDS + uz

DP = cO * c1Dl4B * cZDY * crD, + cOD, + u,

a l '  az  t

D I '  D3  >

.1  t  0 ;

0;  aO 2 0

0;bO,br?0

c0,c4 i0

(2)

(3 )

Endogenous :  DEF,  DF1B,  DP
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Exogenous:  UN,  DY,  FA,  DI ,  DS

where  DEF ' i  s  t he  budge t  de f i c j t  d i v i ded  by  GDP,

Dl. lB js the rate of  growth of  the monetary base,

UN ' i  s  t he  unemp loymen t  ra te ,

DY i s  t he  pe rcenLage  change  in  rea l  GDP,

DP i s  t he  pe rcen tage  change  in  the  GDP de f l a to r ,

FA  j s  t he  ra te  o f  g rowth  o f  f o re ign  asse ts  o f  t he  cen t ra l  bank

DI  j s  t he  cen t ra l  bank  i ndependence  dummy,

DS i s  a  sh i f t  dummy de f i ned  fo r  t he  d i f f e ren t  sub -pe r iods ,

u1 ,  , 2 ,  u3  a re  e r ro r  t e rms .

The  mode l  t hus  cons i s t s  o f  t h ree  exac t l y - i den t i f i ed  equa t ions  w i th

th ree  endogenous  va r iab les .  G iven  tha t  t he  obse rva t i ons  a re  ave rages  taken

ove r  pe r iods  o f  seve ra l  yea rs ,  i t  seems  reasonab le  to  take  the  unemp loymen t

ra te  as  be ing  exogenous ,  wh ich  a l so  acco rds  w i th  the  na tu ra l  ra te

hypo thes i s .  Fo re ign  asse ts  i n  t he  cen t ra l  bank rs  po r t f o l  i o  and  the  ra te  o f

rea l  g rowth  a re  a l so  exogenous .  The  pe r iod  sh i f t  dummy j s  exc luded  f rom

the  de f i c i t  equa t j on  because  mone ta ry  po l i cy  and  j n f l a t i on  ra tes  a re  seen

as  be ing  more  d i rec t l y  a f fec ted  by  such  even ts  as  the  sw i t ch  to  f l oa t i ng

exchange  raLes  and  the  move  toward  s t r ' i c te r  mone ta ry  con t ro l  a f te r  1979 .

3 .  Es t ima t i on  Resu l t s

Each  equa t ion  i s  es t ima ted  by  t v . / o -s tage

exogenous  van iab  l es  as  i  ns t rumenLs .  The

dummy de f j ned ,  f i r s t ,  f o r  t he  1960-1967

ieas t  squa res ,  us ing  the  exc luded

mode l  was  es t ima ted  w i th  the  sh i f t

pe r iod ,  and  then  fo r  each  o f  t he
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o the r  t h ree  sub -pe r iods  i n  t u rn .  Here ,  t he  1980-1983  dummy a lone  was

s ign i f i can t  a t  be t te r  t han  the  f i ve  pe rcen t  l eve l  i n  t he  mone ta ry  po l  i cy

equa t i on .  (No  sh i f t  dummy  was  s i gn i f i can t  j n  t he  i n f l a t i on  equa t i on . )

Acco rd ing l y ,  t he  resu l t s  repo r ted  i n  Tab le  l  a re  fo r  D .  se t  equa l  t o  one

fo r  t he  i 980 - i983  pe r iod  and  ze ro  e l sewhere .

The  resu l t s  revea l  each  o f  t he  va r iab les  i n  t he  mone ta ry  and  f i sca l

po l  i cy  equa t i ons  to  be  o f  t he  expec ted  s ign .  The  f j sca l  po l  j cy  neac t i on

func t i on  fea tu res  a  s t rong  and  h igh l y  s ign i f i can t  coun te rcyc l i ca l  response

to  unemp loymen t .  l J se  o f  f i s ca l  po l i c y  as  a  s tab i l i za t j on  t oo l  i s  f u r t he r

sugges ted  by  the  nega t i ve  response  to  the  rea l  g rowth  va r iab le ,  DY - -  t he

coe f f j c i en t  on  wh i ch ,  wh i l e  no t  s i gn i f i can t  a t  t he  t en  o r  f i ve  pe rcen t

l eve l s ,  a t  l eas t  exceeds  i l s  s t anda rd  u " "o . . 7  The  pos i t i ve  response  t o

mone ta ry  base  g rowth ,  and  nega t i ve  s ign  on  the  i ndependence  dummy,  each  i s

cons i s ten t  w i th  the  hypo thes i zed  reve rse  d i rec t i on  o f  causa l  i t y  runn ing

f rom mone ta ry  t o  f i s ca l  po l j c y .  G j ven  t he  i ns i gn i f i can t  coe f f j c i en t  on  t he

mone ta ry  base ,  however ,  i t  appears  he re  tha t  t he  ques t i on  o f  cen t ra l  bank

independence  aspec ts  may  be  more  impon tan t  t han  obse rved  ra tes  o f  mone ta ry

expa  n  s  r  on .

The  nega t i ve  coe f f i c i en l  on  the  i ndependence  dummy in  the  f i  sca l

equa t i on  sugges ts  tha t ,  a f t e r  t ak ing  accoun t  o f  o the r  f ac to rs ,  de f i c i t s  a re

' l owe l i n  
coun t r i es  w i th  an  i ndependen t  cen t ra l  bank  than  i n  coun t r i es  i n

wh ich  the  cen t ra l  bank  i s  more  under  the  con t ro l  o f  gove rnmen t .  The

independence  dummy i s  weak ly  s ign i f i can t ,  a t  t he  ten  pe rcen t  1eve1  ,  pe rhaps

no t  so  d i sappo in t i ng  i n  l i gh t  o f  comp lex  i ns t i t u t i ona l  f ac to r s  i nvo l ved .

In  fu r the r  ana lys i s ,  t he  i ndependence  dummy was  rede f i ned  so  tha t  i t  was



- 6 -

se t  equa l  t o  one  on l y  fo r  Sw i t ze r l and  and  Wes t  Germany .  Un l j ke  the  Un i ted

S ta tes  and  Canada  ( i 950 -1967) ,  t he  Sw iss  and  Wes t  German  cen t ra l  banks  a re

independen t  o f  gove rnmen t  no t  on l y  i n  po l  i cymak ing  bu t  a l so  i n  t he

appo jn tmen t  o f  t he  Governo r  and  members  o f  t he  cen t ra l  bank  po l  i cy  boa rd

(see  Pa rk i n  and  Bade ,  1978 ) .  Howeve r ,  t he  s i gn  and  s i gn i f i cance  o f  t he

coe f f i c i en t  on  the  i ndependence  dummy was  unchanged  by  th i s  rede f i n j t i on  - -

and  the  same was  t rue  fo r  t he  coe f f i c i en ts  on  the  o the r  va r iab les  i n  t he
a

f i  s ca l  equa t i  on . "

The  mone ta ry  po l i cy  equa t i on  shows  a  coun te rcyc l i ca l  nega t i ve  response

to  j n f l a t i on  t ha t  i s  s i gn i f i can t  a t  t he  t en  pe rcen t  l eve ' l  ,  The re  j s  a l so  a

h igh l y  s i gn i f i can t  pos i t i ve  response  t o  changes  i n  f o re i gn  asse t s  o f  t he

cen t ra l  bank .  The  fo re ign  asse ts  resu l t  i s  symptomat i c  o f  mone ta ry  po l i cy

in te rdependence  ac ross  coun t r i es ,  and  sugges ts  an  impor tan t  ro le  fo r

i n f l ows  o f  h igh -powered  money  f rom ab road .  (Success fu l  s te r i l  i za t i on  o f

such  f l ows  by  the  cen t ra l  bank  wou ld  l ead  to  a  nega t i ve  coe f f j c i en t  on  the

fo re i gn  asse t s  va r i ab le ,  bu t  i t  i s  conven t i ona l l y  accep ted  t ha t  o f f i c i a l

i nLe rna t j ona l  rese rve  f l ows  a re  no t  comp le te l y  s te r i l i zed .9 )  The  nega t i ve

e f fec t  o f  t he  1980-1983  sh i f t  dummy i s  cons i s ten t  l ' , i t h  t he  f i nd ings  o f

Laney  (1985) ,  and  w i th  the  i n te rna t ' i ona l  moves  toward  mone ta ry  t i gh ten ing

in  tha t  pe r iod .  I n te rdependence  be tween  mone ta ry  and  f i sca l  po l i cy  i s

suppo r ted  by  t he  pos j t i ve  and  s i gn i f i can t  coe f f i c i en t  on  t he  de f i c i t .  The

independence  dummy,  however ,  wh i l e  hav ing  the  expec ted  nega t i ve  s ign ,  has  a

s tandard  e r ro r  l a rge r  t han  the  coe f f i c i en t ,  pe rhaps  because  the  e f fec ts  o f

such  i ndependence  a re  cap tu red  e l sewhere  i n  t he  equa t ion .



The  resu l t s  f o r  t he  mone ta ry  po l i cy  equa t i on  sugges t  t ha t ,  ove r  t he

fu l l  samp le ,  t he re  i s  a  tendency  fo r  cen t ra l  banks  to  accommoda te

gove rnmen t  budge t  de f i c i t s .  Even  though  the  j ns jgn i f i cance  o f  t he

independence  dummy in  the  mone ta ry  po l i cy  equa t i on  j s  somewha t  su rp r i  s i ng ,

t he  f i s ca l  po l i c y  r esu i t s  neve r the less  sugges t  t ha t  cen t ra l  bank

independence  has  d i scou raged  de f i c i t  expans ion  ' i  n  Sw i t ze r land ,  t he  Un i ted

S ta tes ,  | l i es t  Germany  and  Canada  (1960-1967) .  Thus ,  desp i te  the  bu rgeon ing

de f i c i t s  i n  t he  l j n i t ed  S ta tes ,  t he  resu ' l t s  sugges t  t hese  de f i c i t s  m igh t

have  been  la rge r  s t i l l  had  the  Federa l  Rese rve  no t  been  i ndependen t  o f

gove rnmen t .

Cen t ra l  bank  i ndependence  i s  a l so  found  to  p lay  a  s ign i f j can t  nega t i ve

no le  j n  t he  i n f l a t i on  equa t i on .  The  i n f i a t i on  equa t i on  o the rw i se  shows  t he

expec ted  pos i t i ve  e f fec t  o f  mone ta ry  base  g rowth  and  nega t i ve  e f fec t  o f

rea l  ou tpu t  g rowth .  The  f i nd ing  tha t  coun t r i es  w i th  i ndependen t  cen t ra l

banks  tend  to  have  l ower  i n f l a t j on  ra tes  may  we l l  be  s t rong ly  i n f l uenced  by

the  imp l  i ca t i ons  o f  cen t ra l  bank  i ndependence  fo r  f i sca l  po l i cy .  G ' i ven  the

two-v ray  causa l  i t y  sugges ted  i n  the  resu l t s ,  i t  i ndeed  appears  tha t  l ower

de f i c i t s  imp ly  reduced  p ressu re  fo r  mone ta ry  accommoda t ion  - -  a  p ressu re

wh i  ch  even tua l  l y  de te rm i  nes  the  i  n f l  a t i  on  ra te .  Even  nomi  na l  l y  i  ndependen t

cen t ra l  banks ,  such  as  the  Federa l  Rese rve ,  may  s t i 11  be  sub iec t  t o  t h i s

p ressu re  i n  a t  l eas t  , o r "  dag "a " . 10

5 .  Conc  I  us i  ons

Resu l t s  p resen ted  he re  i nd i ca te  tha t  an  i ndependen t  mone ta ry  po l i cymaker

can  exe r t  a  s j gn i f i can t  i n f l uence  on  t he  cou rse  o f  f i s ca l  po l i c y ,  and  a l so
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on  the  i n f l a t i on  na te .  C ross -coun t r y  ana iys i s  sugges t  t ha t ,  v i hen  bo th

f j sca l  and  mone ta ry  po l i cy  a re  t rea ted  as  endogenous  va r iab ies ,  t l r o -v tay

causa l  i t y  be tween  f i sca l  and  mone ta ry  po l i cymak ing  ' i  s  f ound  to  be

impor tan t .  Cen t ra l  bank  i ndependence  i s  i nd i ca ted  to  have  re ta rded  the

expans ion  o f  gove rnmen t  budge t  de f i c i t s  i n  Sw i t ze r land ,  t he  Un i ted  S ta tes

and  Wes t  Germany ,  and  th i s  i ndependence  a i so  appears  to  have  exe r ted  a

neqa t i ve  e f f ec t  on  t he  i n f l a t i on  ra te .
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TABLE 1

Resu l ts  fo r  the  lv |ode l  o f  F isca l  and l lone tary  In te rdependence

DEF =  -0 .56  +  0 .11  DMB +  0 .76  UN -  0 .29  DY -  1 .39  DI
(1 .46)  (0 .14)  (0 .16) * *  (0 .26)  (0 .87) *

R =  0 .54

DMB =  10 .89  +  0 .87  DEF -  0 .91  Dp +  0 .26  FA -  1 .02  DI  -  5 .42  DS
(3 .03) * *  (0 .59) *  (0 .64) *  (0 .09) * ' r  (1 .96)  (2 .24) * *

2
R =  0 .25

DP =  5 .53  +  0 .7s  DMB -  1 .44  DY -  1 .68  DI  . '  9 .87  D5
(1 .88) * *  (0 .17) * *  (0 .29) ' k *  (1 .06) *  (1 .33)

2
R = o.s l

Note :  S tandard  e r ro rs  a re  i n  pa ren theses ,

* *  and  *  deno te  f i ve  and  t en  pe rcen t  l eve l s  o f  s i gn i f i cance  f o r  a
one  t a i l  t es t .
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Footn o te s

See  Ba r th ,  S i ck l es  and  W ies t  ( 1982 )  f o r  a  comprehens i ve  l j s t  o f  ea r l i e r

s tud ies  o f  U .S .  mone ta ry  po l i cy .  C ross -coun t r y  s tud ies  o f  cen t ra l  bank

behav io r  a re  more  l im j ted  i n  number ,  bu t  examp les  a re  Gordon  (1977) ,

Laney  (1985)  and  Sheehey  and  K re in in  (1985) .

An  excep t i on  i s  Ahk ing  and  M i l l e r  ( 1985 ) ,  who  mode l  t he  t ime -se r j es

re la t i onsh ip  be tween  gove rnmen t  de f i c i t s ,  mone ta ry  base  g rowth  and

in f l a t j on  f o r  t he  Un i t ed  S ta tes  as  a  t r i va r i a te  au to reg ress i ve  p rocess .

Ahk ing  and  14 i l l e r  f i nd  some ev idence  o f  two -way  causa l  i t y  be tween

de f i c i t s  and  mone ta ry  base  g rowth  fo r  t he  1950s  and  1970s ,  wh i l e  f o r

the  1960s  the re  i s  on l y  one -way  causa l i t y  runn ing  f rom de f i c i t s  t o

mone ta ry  po l i c y .  E1  sewhe re ,  f u r t he r  U .S .  t ime  se r i es  ana l ys i s  by

Brad ley  and  Po t te r  (1986)  and  by  Tu rnovsky  and  l r i oha r  (1985)  sugges t

on l y  a  one -way  d i rec t i on  o f  causa l i t y .  However ,  i n  t he  fo rmer  case  the

causa l i t y  i s  f r "om f i sca l  po ' l  j cy  to  mone ta ry  po l i cy ,  wh i l e  i n  t he  l a t t e r

s tudy  causa l i t y  f nom mone ta ry  to  f i sca l  po l i cy  i s  t he  on l y  l i nkage

found  to  be  emp i r i ca l l y  impor tan t .  A t  t he  same t ime ,  each  o f  t hese  two

s tud ies  d i sce rns  a  common ass ignmen t  o f  i ns t rumen ts  to  ta rge ts  - -  w i th

f i sca l  po l i cy  found  to  be  respons i ve  to  the  unemp loymen t  ra te  and

mone ta ry  po l i c y  r espons i ve  t o  t he  j n f l a t i on  ra te .

The  d i sc ip l i ne  imposed  by  the  mone ta ry  au tho r i t y  may ,  however ,  by  i t s

ve ry  na tu re  tend  to  be  a  fac to r  pe r t i nen t  more  to  the  l ong  run  than  to

the  sho r t  r un .  B l i nde r  ( 1982 ,  1983 )  dep i c t s  t he  po l i c y  p rocess  as  t he

ou tcome o f  a  game in  wh ich  the  mone ta ry  po l i cymaker  i s  t aken  to  have  a

2.

J .



pre fe rence  fo r  con t rac t j ona ry  po l i cy ,  and  the  f i sca l  au tho r i t y  a

p re fe rence  fo r  expans iona ry  po l i cy .  He re ,  B l  i nde r  shows  tha t ,  i n  a

sho r t  run  sense ,  t he  Nash  equ i  l i b r " i um ensues  i n  the  pos i t i on  where  the

mone ta ry  po l  i cymaker  p lays  con t rac t i on  and  the  f j sca l  po l i cymaker

expans ion  - -  and  he  sugges ts  tha t  t h i s  i s  a  Ina tu ra l  cand ida te r  f o r  t he

ou tcome o f  t he  game even  shou ld  bo th  p laye rs  p re fe r  an  easy  money / t i gh t

budge t  scenar i  o .

4 .  The  Sw iss  case  i s  examined  by  Burdek in  (1986b) ,  where  a  s t rong ly

nega t i ve  e f fec t  o f  i n f l a t i on  on  mone ta ry  base  g rowth  was  found .  I n

con junc t i on  w j th  a  tendency  to  o f f se t  ra the r  t han  accommoda te  fede ra l

budge t  de f i c i t s ,  t he  resu l t s  appeared  to  f j rm ly  suppor t  t he

independence  o f  t he  Sw iss  Na t iona l  Bank .

5 .  I n te rna t j ona l  moves  toward  mone ta ry  t i gh tness  i n  t he  pos t -1979  pe r iod

a re  documen ted  by  Laney  (1985) .  Laney  f i nds  ev jdence  o f  a  s ign i f i can t

po l i cy  sh i f t  ove r  t he  7979  4 -7982  2  pe r iod  fo r  each  o f  Canada ,  Japan

and  the  Un i ted  S ta tes .  A l though  the  p resen t l y  emp loyed  1980-1983

per iod  ex tends  s i i gh t l y  beyond  the  pe r iod  o f  mone ta ry  t i gh tness

iden t i f i ed  by  Laney ,  i t  neve r the less  appears  p re fe rab le  to  tnea t i ng  the

1974 -1983  pe r i od  as  a  s i ng le  un i t .

6 ,  I n  t he  j n f l a t i on  equa t i on ,  one  m igh t  expec t  D i  t o  ope raLe  on l y  t h rough

DMB.  I t  i s  impor tan t  t o  reca l  l  he re ,  however ,  t ha t  cen t ra l  bank

independence  m igh t  be  re f l ec ted  i n  some measure  by  o the r  t oo l s  o f

mone ta ry  po l i cy  i n  add j t i on  to  ope ra t i ons  on  the  mone ta ry  base  - -

changes  i n  rese rve  requ i remen ts ,  f o r  examp le  - -  so  tha t  D I  m igh t  p lay

an  i ndependen t  ro le  i n  t h i s  equa t i on  a l so .  To  spec i f y  a  more  b road ly
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de f i ned  mone ta ry  agg rega te  i n  t he  equa t ion  i t se l f  p resen ts  a  ra the r

in t rac tab le  p rob lem in  j n te rna t j ona l  c ross -sec t i ona l  work ,  because  the

approp r ia te  de f i n i t i on  o f  money  i s  1 i ke1y  to  va ry  bo th  ac ross  coun t r i es

and  ove r  t i  me .

I t l u l t i co l l  i nea r i t y  be tv ieen  UN and  DY cou ld  eas i l y  con t r i bu te  to  l ower

s i gn i f i cance  f o r  t he  DY  va r i ab le .  A )  so ,  i n  un repo r ted  reg ress ions ,

a l l owance  was  made  in  the  f i sca l  equa t i on  fo r  an  e f fec t  o f  changes  i n

gove rnmen t  spend ing  l eve l s ,  However ,  when  the  ra te  o f  g rowth  o f  rea l

gove rnmen t  pu rchases  ( co r respond ing  to  ce r ta in  theo re t i ca l

cons ide ra t i ons  ra i sed  by  Bar ro ,  1979)  was  tes ted  as  an  exp lana to ry

va r i ab le  j n  t he  reg ress jon ,  i t  was  f ound  t o  be  i ns i gn i f i can t  and  o f  t he

inco r rec t  s ign .  Governmen t  emp loymen t  as  a  pe rcen tage  o f  t o ta l

emp loymen t  was  I  i kew ise  found  to  be  i ns ign . i  f i can t .

I n  a  fu r the r  re -de f j n i t i on  o f  t he  i ndependence  dummy,  the  1980-1983

per iod  fo r  t he  Un i ted  S ta tes  ( co r respond ing  to  the  tenu re  o f  Cha i rman

Pau l  Vo lcke r )  was  i nc luded  a longs ide  Sw j t ze r land  and  \ l i es t  Germany .  The

independence  dummy  was  s i gn i f i can t  j n  t h i s  case ,  bu t  wh j  l e  i n t e res t i ng ,

because  the re  was  no  cons t i t u t i ona l  change  in  cen t ra l  bank  i ndependence

separa t i ng  the  1980-1983  pe r iod  f rom the  res t  o f  t he  U .5 .  expe r ience ,

th i s  re -de f i n j t i on  has  somewha t  l ess  theo re t j ca l  j us t i f i ca t i on  than

those  d i scussed  i n  the  tex t .  Moreove r ,  Vo lcke r ' s  t enu re  as  Federa l

Reserve  Cha j rman  co r responded  to  and  exp los ' i on  o f  f i sca l  de f i c i t s  i n

the  Un i ted  S ta tes ,  wh ich  does  l i t t l e  t o  re in fo rce  the  hypo thes i s  tha t

f i s ca l  po i i c y  was  much  i n f l  uenced  by  any  i nc reased  mone ta ry  d i sc i p l i ne .
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For  one  su rvey  o f  t he  ex ten t  o f  s te r i l i za t i on  ove r  po r t i ons  o f  t he

jn te r va l  exam ined  he re ,  see  Laney  and  W j I I e t t  ( 1982 ) .

M i l i e r  ( 1983 )  a l so  a rgues  i n  f avo r  o f  a  d i r ec t  l i n k  be tween  de f i c i t s

and  i n f l a t i on  i n  t he  un i t ed  S ta tes .  14 i l l e r  s t r esses  t ha t ,  even  i n  t he

absence  o f  mone ta ry  accommoda t jon ,  p r i va te  mone t i za t j on  o f  de f i c i t s

and /o r  c rowd ing  ou t  can  s t i l l  l ead  t o  j n f l a t i on .  I n  pa r t i cu l a r ,

nonmone t i zed  de f j c i t s  a re  seen  as  l ead ing  to  h igheL in te res t  ra tes ,  and

in  tu rn  to  c rowd jng  ou t  o f  p r i va te  i nves tmen t  and  a  reduced  ra te  o f

g rowth  o f  rea l  ou tpu t  h ,h i ch ,  l v i t h  a  g i ven  money  supp ly ,  l eads  to  h ighe r

p r i ces .  He re ,  Ahk ing  and  M i l l e r  ( 1985 )  do  i n  f ac t  p rov ide  some

suppor t i ve  ev jdence  tha t  gove rnmen t  de f i c i t s  were  i n f l a t i ona ry  i n  t he

1950s  and  1970s .  A  p rob lem w i th  th i s  app roach  may  I j e  i n  t he  i n teg ra l

p ropos i t i on  t ha t  h i ghe r  de f i c i t s  l ead  t o  h i ghe r  i n t e res t  r a tes  - -  a

p ropos j t i on  f r equen t l y  ques t i oned .  See ,  f o r  examp le ,  Evans  (1985 ) .
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