
Citizens, Narrative Economics  and Monetary 
Policy:  

The Bank of Italy Arithmetic on Italy  

Donato Masciandaro 

Bocconi University 

May  2018  



  Motivation   

2 

q  Motivation: Citizens and 
M o n e t a r y P o l i c y – 
C o n v e n t i o n a l  a n d 
Unconventional Channels    

q  K e y R e l a t i o n s h i p : 
Sent iments (Bel iefs), 
Narratives and Monetary 
Policy  

q  A case of Central Bank 
Narrative on Monetary 
Policy: The BI Arithmetic 
on Italy    



q  Citizens and Monetary Policy: Two-Way (Intertwined) Channels: 

q  1) Conventional Channel: Expectations and Monetary Policy (Barro 
and Gordon 1983) 

q   2) Unconventional Channel  Voting on Central Bank Governance: 
Voters, Politicians, Demand and Supply of CBI  (Masciandaro and 
Passarelli 2018) 

q  On Top: Narrative Economics (Shiller 2017) and the role of  Facts, 
Perceptions and Tales in Shaping Sentiments (Beliefs) 

q  Governor’s Concluding Remarks: a case of Central Bank Narrative 

q  Background:  

q  Monetary Policy and Central Banking before the Great Crisis: A Well 
Established Narrative   
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   Motivation: Citizens and Monetary Policy  



q  The three pillars of the monetary setting during the Great 
Moderation: 

q  1) Monetary Policy Goal: Macroeconomic Stability (Output Growth + 
Inflation) with a special focus on Monetary Stability 

q   2) Monetary Policy Tool: Nominal Interest Rate  

q  3) Monetary Policy Actor: Independent Central Bank     
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   The “Old Normal” Narrative: The Monetary Policy 
Setting  during the Great Moderation   
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Monetary Policy: Goal and Tool.  Being in 
Equilibrium and Without Shocks… 



q  But Macro Shocks can occur, and the Central Bank have to react …  
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Monetary Policy: … and with Shocks  
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Monetary Policy: Goal + Tool = The Taylor Rule   

•  … Using a  monetary rule = anchor for agent 
expectations and behaviour  

•  With its  more common specification, i.e.  
•   with r^=π*=y* =2 (historical data) 
•  and α=β=0.5 : 

•  That stresses the dominant role of monetary 
stability  

•   In fact … 

yiT 5.05.1 += π
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Figure 1 National MPs: Aggregation by 
target variable, advanced countries 

Source: 
Cobham, 
Vox, March 
16, 2018 

Monetary Policy and Monetary Stability: The Best 
Practices   



Society  

 

Politicians 

Independent 
Central Bank   

Monetary 
Policy  

The Monetary Actor: Before the Crisis    

Accountability  
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Banking Industry  



Central Bank: Why Independent? Rationale … 

q  Why the modern central bank is designed in order to 
be independent from the government?  

q  The politicians tend to use the monetary tools with a 
short sight perspective, i.e. to smooth different kind 
of macroeconomic shocks – unemployment, fiscal 
deficit financing, banking bailouts -  in order to have 
immediate political gains and postpone – or hide – 
the corresponding costs 

q  But … 



q … the more the markets are 
efficient, the greater the risk 
that the short sighted monetary 
policies produces just distortions 
(inflation and/or bubbles) 

q   The monetary policy becomes 
time inconsistent (non credible) 

q  Risks of Bad Macro Outcomes:  
Stagflation, Debt Monetization 
Imbalances, Bank Bailout 
Imbalances    

q  Solution … 

Central Bank: Why Independent? Rationale …  



q  CBI and Macro 
Performances: 

q  Nominal variables: YES 

q  Real variables = ? 

q  Fiscal variables = ? 

q  CBI as a free lunch  

Central Bank: Why Independent?  … and 
Robustness  

Source: 
Masciandaro 
annd Romelli, 
2015 



The Meaning of Independence  

q  The establishment of an independent central bank is a 
solution to have a credible  monetary agent without 
short term biases 

q  CB Institutional (governance) properties: 

q  1) Monetary Stability Goal (Conservativeness) 

q  2) No Public Deficit Monetization  

q  3) No Banking Policy Powers  

q  4) Accountability  

q  Benchmark … 



The ICB: The ECB 
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 The Great Crisis   



q  Narrative News: The case of Euro  

q  1) Europhilia and ECB Monetary Policy  

q   2)  Politics and ECB Governance  
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   After the Crisis: Sentiments,  Monetary Policy 
and Central Banking  



  1) Europhilia and ECB Monetary Policy   

17 

Source: Guiso, Sapienza, Zingales, Monnet’s Error?, 2015 



  Europhilia and ECB Monetary Policy   
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Source: Guiso, Sapienza, Zingales, Monnet’s Error?, 2015 



Note: Data on Sentiment & MP -  Handle with Care 
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Source: Hwang,  2018 



  Europhilia and ECB Monetary Policy   
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Source: Guiso, Sapienza, Zingales, Monnet’s Error?, 2015 



  Europhilia and ECB Monetary Policy   
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Source: Guiso, Sapienza, Zingales, Monnet’s Error?, 2015 



•  The populist movements, which share a demand for 
short-term protection, appear to be characterized by 
three main properties: 

•  1) the claim that they protect the people from the elite 
(redistributive goal), 2) certain demand conditions and 
3) a disregard for future consequences (Guiso et. Al. 
2017) 

•  A Populist policy is both redistributive (1) and myopic 
(2+3). 

•  Populist policies present solutions that are welfare 
enhancing in the short run for  a selected 
constituency, which is today the majority of the 
population,  but costly tomorrow  for the overall 
population 

2) CBI and Populism   



•  “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) 

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

CBI and Populism   



•  On the ECB rules :  
•  « Asphyxiating  rules (…) 

written by the 
Bundesbank»  

•   Yanis Varoufakis,  

Greece Finance  

Minister, Conference  

 Press, March 2015  

ECB and Populism   
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Sentiments and Central Bankers     



  Euro and Italian Macro Performances: The Bank 
of Italy Arithmetic     

q  Narrative: European 
Monetary Policy and 
I t a l i a n  M a c r o 
Performances 

q  “ W e  a r e  n o t 
constrained by the 
European rules but 
b y  e c o n o m i c 
logic”  (Vincenzo 
Visco, p.18)  



Source:	Baffigi,	Bank	of	Italy,	2011	

  Memo: Euro and Italian Macro Performances    
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Fonte: BdI,  2008 

  Memo: Euro and Italian Macro Performances    



Source:	Pane:a,	Monetary	Policy	in	the	Euro	Area,	April	2018	

1979 = ERM= 
European Exchange 
Rate Mechanism  

  Memo: Euro and Italian Macro Performances    



  Euro and Italian Macro Performances: The Bank 
of Italy Arithmetic      
q   Italy anaemic growth 

and high public debt 
(DEBT/GDP=132) 

q  Funding demand = 400 
billions per year 

q  D/G Drivers: primary 
fiscal balance (PFB) + (r-
g) 

q  Given monetary stability 
+ ECB MP normalization: 

q   with PFB = 3-4 D/G 
<100 up to 2028 

q  Bank of Italy Arithmetic 
as Narrative Benchmark  



   A Note: Sentiments, Politics and Central Banking 
-  An Ongoing Case Study     
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Source:	FT,	May	25.,	2018		
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