How a Little Inflation

he past 10 years have witnessed one of the

most amazing streaks of extreme inflation
episodes in economic history. Peru holds the
dubious honor of having the record monthly
inflation rate for those years: 396 percent in
August 1990. Runners-up were Argentina, 197
percent in July 1989; Bolivia, 182 percent in
February 1985; and Brazil, 81.3 percentin March
1990.

*When this article was written, Carlos Zarazaga was an
economist in the Research Department of the Philadelphia
Fed. He isnow a senior economist and executive director of
the Center for Latin American Economics at the Federal
Reserve Bank of Dallas.

Can Lead to a Lot

Carlos Zarazaga®

The intensity of these inflation rates may be
shocking, but perhaps as striking is their roller-
coaster pattern. For example, in Argentina the
inflation rate fell sharply from a peak of 197
percent in July 1989 to a more “normal” 6
percent a month three months later, only to
jump again to 96 percent in March 1990. A
similar roller-coaster pattern is apparent for
Peru.

Why would countries experiencing already
uncomfortably high inflation rates of 5 to 30
percent a month push those rates to even more
unbearable ones of 100, 200, or 400 percent a
month?

A popular explanation of these extreme in-
flation episodes is that policymakers eager to
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win reelection surrendered to political pres-
sure for subsidies and tax cuts, leaving money
creation as the only way to finance a huge
budget deficit. Very rapid money growth, in
turn, caused the jump in inflation. One problem
with that explanation is that inflation rates of
100 percent a month were almost always ac-
companied by severe social and political unrest
and, in some cases, by riots. As a result incum-
bents met a poor fate: nearly all of them were
ousted from office shortly thereafter by popu-
lar election or impeachment, or they resigned
voluntarily. Surely policymakers seeking an-
other term in office could not have desired such
an outcome.

It might be argued that even if policymakers
in those countries didn’t deliberately seek ex-
treme inflation, they did play with fire: they
were tolerating inflation rates of 5 to 30 percent
a month, exposing themselves to the risk of
runaway inflation. Readers with the view that
a little inflation can lead to a lot are in good
company. The Chairman of the Federal Re-
serve System of the United States, Alan
Greenspan, recently stated, “I don’t think that
there is a general agreement that 3 percent is
acceptable, because the trouble with modest
rates of inflation, and 3 percent is a modest rate
of inflation, is that there is a tendency, if it goes
on indefinitely, [for it] to accelerate.”

Appealing as it may be, this argument must
confront the challenge of some examples to the
contrary. Several countries, such as the United
States and Japan, have been running inflation
rates of at most 1.4 percent a month since
World War II, but these countries never expe-
rienced very high inflation.

Why do some countries seem to be capable
of keeping a little bit of inflation under control,

'Answer toa question during testimony before the Sub-
committee on Economic Growth and Credit Formation of
the Committee on Banking, Finance and Urban Affairs of
the U.S. House of Representatives, February 22, 1994.
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while others don’t? And why does the roller-
coaster pattern of inflation appear in the latter?

This article will offer possible answers to
these questions. We will show that the idea that
a little inflation can lead to a lot contains a germ
of truth, but the outcome depends crucially on
the nature of the fiscal and budgetary institu-
tions. Countries in which those institutions
make it possible to establish how government
spending is allocated among different uses will
be able to keep inflation low. But a little infla-
tion will almost surely become a lot in countries
in which such monitoring is nonexistent or
severely limited.

Our interpretation of why a little inflation
may lead to a lot will shed some light on
another important economic policy issue as
well: the relationship between central bank in-
dependence and inflation.? While ironclad in-
dependence of a country’s central bank may
guarantee low inflation, we will argue that in
most countries low inflation depends more on
the nature of fiscal and budgetary institutions
than on the formal legislation governing the
central bank.

Because economists and other social scien-
tists have only now started to understand some
of the issues raised above, parts of the follow-
ing discussion will be unavoidably tentative in
nature. Trying to uncover the role that the
interplay of monetary, fiscal, and budgetary
institutions has in generating low, high, or
variable inflation seems worth the effort, how-
ever; countries in Eastern Europe and in what
used to be the Soviet Union, as well as countries
in Latin America, are changing their fiscal and
monetary institutions. So are the European
countries that signed the Maastricht Treaty,
which includes provisions for a European
Monetary Union. Undoubtedly, these coun-
tries would like to avoid adopting the faulty

For a more thorough review of the literature on this
relationship, see Pollard (1993).
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institutions that may have been respon-
sible for the roller-coaster inflation ex-
periences of the last 10 years.

WHAT DO EXTREME INFLATION
COUNTRIES HAVE IN COMMON?

A look at the inflation experiences of
several Latin American countries over
the last 10 years shows striking similari-
ties (see Figure). Argentina, Peru, and
Brazil all experienced times when infla-
tion was high—between 3 and 30 per-
centamonth—butfairly stable,and other
times when inflation rose dramatically
for short periods.

Extreme inflation experiences are not
limited to Latin America. Take, for ex-
ample, the case of Ukraine. The inflation
rate in this independent republic of the
Commonwealth of Independent States
had been around 30 percent a month
since shortly after the dissolution of the
Soviet Union until it jumped to 70 per-
centamonth in February 1994. The simi-
larity of these inflation rates to those of
a country as geographically distant and
culturally different as Brazil is striking.
Russia has also been experiencing high
inflation rates (10 to 30 percent a month)
since the dissolution of the Soviet Union,
as have several Eastern European coun-
tries. Turkey would also qualify as a
member of this club: it experienced in-
flation rates between 2 and 4 percent a
month during most of the 1970s and
1980s, with a spike of 21 percent in
February 1980. Intenseinflationary pres-
sures have reappeared in that country
lately.

What do all these economies have in
common? Our main hypothesis is that
the common feature ultimately respon-
sible for their extreme inflation is bud-
getary and fiscal institutions that make
it difficult, if not impossible, for
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policymakers to monitor the allocation of gov-
ernment spending among different uses.

Before describing these institutions in more
detail, it will be enlightening to present a brief
overview of the features and characteristics of
high inflation economies that will be important
for our explanation of how a little inflation can
lead to a lot.

THE ROLE OF A LARGE PUBLIC SECTOR
AND ITS DEFICIT

As inany nation, part of government spend-
ing in the high inflation countries mentioned
above results from the need to provide public
services. These countries need to build and
maintain public buildings, schools, and infra-
structure, and to pay public employees. In this
respect, high inflation economies do not seem
different from low inflation ones.

What makes them different, at least during
the time in which they experienced high infla-
tion, is that their governments (either at the
federal or local level) directly controlled im-
portant sectors of the economy that in other
countries are in the hands of the private sector.
The governments of these countries owned,
sometimes in limited partnership with the pri-
vate sector, an impressive array of physical and
financial assets: mining (oil, copper); industrial
conglomerates (distilleries, petrochemicals,
steel, aluminum, shipyards, defense-related
industries); utilities (electricity, gas, water, tele-
phone, TV, radio); transportation (railroads,
airlines, ports and airports); financial services
(banks).

As President Eisenhower warned in his fa-
mousspeechaboutthe military-industrial com-
plex in the United States, public-sector indus-
trial complexes came to amass independent
power. In some high inflation countries they
went as far as refusing to pay taxes for which
they were legally liable or refusing to prepare
financial statements and balance sheets not
only for the public but also for officials in
charge of the government budget.’
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Through a variety of means, such as special
tax treatment, subsidized interest rates, ex-
change rates and tariffs, or artificially inflated
wages, these public-sectorindustrial complexes
strained government budgets. It’s tempting to
buy the conventional explanation that the fiscal
authorities decided to finance the resulting
huge fiscal deficit with money creation and that
this fast expansion of the money supply was
ultimately responsible for the extreme inflation
described above. But this conventional view
presents some problems.

First, when inflation rises, people hold a
smaller fraction of their wealth in money. As a
result, very rapid money creation doesn’t re-
ally help much in financing higher government
spending in real terms.* Second, the conven-
tional view does notexplain the inflation spikes
we observed. Third, as mentioned in the intro-
duction, inflation rates of 100 percent were not
conducive to the political survival of incum-
bents and policymakers.

So, why did policymakers allow inflation to
reach extreme levels? Unless we assume they
were plainly irrational or perverse, their intent
must have been to finance the fiscal deficit with
much lower rates of money creation (and infla-
tion). This may have appeared a sensible deci-
sion at the time, given that economic research
has argued that financing a fiscal deficit with
moderate amounts of money creation is the
right thing to do in many circumstances.’

3Thus, we find that in a high inflation country such as
Turkey “the ordinary budget statistics concealhow much of
the taxpayers’ money goes into the three dozen main state
economic enterprises and the 100 or so they wholly or

mainly own.” (From “A Survey on Turkey,” The Economist,
December 14, 1991)

“Research shows that there’s an inflation rate that gives
the government the mostrevenue possible. Higherinflation
rates generate less revenue; see Sargent and Wallace (1987)

and Zarazaga (1994).

>Phelps (1973) was the first to discuss this possibility.
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But the road to hell is paved with good
intentions, and this was no exception. In decid-
ing to finance the fiscal deficit with a little bit of
money creation, policymakers in extreme infla-
tion countries may have acted a little bit like the
Sorcerer’s Apprentice. In the version of the
story presented in the classic movie “Fantasia,”
the Sorcerer orders his Apprentice to take some
buckets of water to fill the big fountain in the
lower level of the castle. After a while, tired of
this taxing chore, the Apprentice decides to put
to use the magic formulas he is just learning to
master. At the sound of his magic words, two
brooms start carrying buckets full of water
from the spring to the fountain. Proud of his
skills as a sorcerer and feeling relieved from the
arduous task, the Apprentice falls asleep. Un-
fortunately, he has forgotten a little detail: each
broom replicates itself after each trip. The Ap-
prentice suddenly wakes up in the middle of a
flood caused by an ever-growing army of
brooms. Only the intervention of the angry
Sorcerer stops the process and saves the castle
from total collapse.

What the policymakers of these high infla-
tion countries may have forgotten is that fi-
nancing the fiscal deficit with a little bit of
money creation may be the right thing to do
only when there is perfect knowledge of the
exact amount of government spending appor-
tioned among different uses. Unfortunately,
this condition was violated in the economies
thatsuffered thehighinflations described above,
and sadly, these policymakers woke up to the
reality of inflation rates several times higher
than they had intended.

WHERE DID ALL THAT MONEY GO?

A common problem of high-inflation econo-
mies was that the nature of their institutional
arrangements, budgetary processes, and pub-
lic-sector statistics was such that no one could
answer a very simple, but important question:
exactly how much government spending was
for genuine public goods and services (for
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example, financing public education, police,
courts, and infrastructure) and how much was
used to funnel funds, mainly through public-
sector industrial complexes, to vested inter-
ests?®

Anindication of those institutional ailments
is that in many of these countries the fiscal
authorities operated without a lawfully ap-
proved government budget for long periods of
time. In Argentina, for example, in several
years over the past couple of decades the gov-
ernment budget has been approved when the
year for which it was effective had almost
expired. Another casein pointis Ukraine, whose
budgetary institutions are virtually nonexist-
ent—not surprising given that this republic
became independent as Soviet economic and
political institutions were collapsing.

The practice of planning government bud-
gets several years ahead, typically observed in
all low inflation industrialized countries, is
almost invariably absent in extreme inflation
countries. Even worse, these countries typi-
cally lack the necessary information to monitor
the execution of previous years’ budgets. Even
gross government budget statistics have not
been available except with several years’ lag.

Of course, the problem isn’t just one of a lack
of statistics about the economic activities of the
public sector; it’'s actually one of monitoring,
auditing, and management control: missing or
faulty statistics can hide the true state of affairs.
Studies by David Robinson and Peter Stella
(1992) and Mario Blejer and Adrienne Cheasty
(1992) illustrate how misleading government
budget statistics can be because of the manipu-
lation of the valuation of government assets or
the presence of substantial quasi-fiscal deficits
in the transactions between the central bank
and the financial system. For example, public
enterprises can reduce losses by taking depre-

$The contents of this section are more fully documented
in Zarazaga (1992).
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ciation allowances for a lower amount than
would be required by the economic deprecia-
tion of their capital. Likewise, the central bank
can overvalue the assets offered as collateral by
financial institutions borrowing from it.

Put simply, in the past 20 years the highest
inflation rates have been observed in econo-
mies in which it was difficult to determine
where the public monies went. In contrast,
countries with the lowest inflation rates have
had more transparent and accountable budget-
ary institutions. Thus, the evidence suggests
that the nature and quality of the fiscal institu-
tions involved in the preparation, adoption,
and execution of the government budget may
be an important determinant of a country’s
ability to keep inflation under control.

NOT KNOWING WHERE THE MONEY
WENT AND HIGH INFLATION

Let’s consider a simplified example that of-
fers some insight into the importance of fiscal
institutions. This example is meant to illustrate
some common features of high inflation coun-
tries, rather than the details of any one coun-
try.”

All governments need to provide public
goods and services, such as maintenance of
essential infrastructure (for example, roads and
highways). Typically, the amount of spending
required to provide those goods and services
varies unpredictably, for reasons such as tech-
nological changes, changes in the price of ma-
terials needed to repair and maintain the infra-
structure, or even bad weather. Imagine a situ-
ation in which those expenditures are “nor-
mal” 90 percent of the time and abnormally
high 10 percent of the time.

Suppose the benevolent policymaker in
charge of providing public goods and services
is convinced, perhaps because of the economic

"The theory behind the analysisin this section is formally
developed in Zarazaga (1993).
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research mentioned earlier, thatit’s a good idea
to finance those expenditures not only through
the usual means (collecting taxes and issuing
debt) but also with a little bit of money creation
(and thus a little inflation). In normal periods,
a low rate of expansion of the money supply—
say, 3 percent growth—will be enough to pay
for those expenditures. But in abnormal peri-
ods those expenditures rise, so a faster expan-
sion of the money supply—say, 6 percent
growth—is needed.

In other words, the intention of the benevo-
lent policymaker in charge of providing public
goods and services is to finance them with a
moderateamountof money creation: the money
supply will grow at a rate of, at most, 6 percent.
But this intention can be thwarted by the pres-
ence of other, less altruistic policymakers, who
funnel funds to their constituencies mainly
through the public-sector industrial complexes.

Imagine, for example, the situation at the
Ministry of Public Works and Transportation.
The request for funds from that Ministry may
reflect such legitimate expenses as the cost of
replacing several hundred miles of obsolete
railways. But it may also include special ben-
efits—a generous retirement plan for railroad
workers or subsidized shipping rates for farm-
ers—for powerful constituencies with vested
interests in the railroad system.

Likewise, imagine the situation at the Minis-
try of Industry and Public Utilities. Its legiti-
mate expenditures include maintaining the
equipment required for the production and
transmission of electricity. But its budget may
also contain implicit subsidies, such as reduced
electric rates for certain industries or artifi-
cially inflated fees paid to contractors.

What’s important for our explanation is that
certain constituencies with substantial eco-
nomic, financial, and political ties to different
government agencies can manipulate the bud-
gets of those agencies. Subsidies favoring these
constituencies can be disguised as expendi-
tures for public goods and services; therefore,

FEDERAL RESERVE BANK OF PHILADELPHIA
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thebenevolent policymaker willauthorizesuch
expenditures (financed with money creation),
even if in reality at least part of that money
creation finances hidden subsidies. So on top of
the money created to finance essential public
goods and services, there is the money created
to funnel subsidies to particular constituencies.

Because policymakers can’t determine ex-
actly which part of government spending went
to finance public goods and services and which
part wentto subsidies, we say that the economy
suffers from imperfect monitoring. By con-
trast, if a policymaker could say exactly how
much money was apportioned to each of those
two possible uses, the economy would be
characterized by perfect monitoring.

Why is information about the use of the
public monies so important? Because the avail-
ability (and quality) of that information will
have dramatic consequences for inflation. Un-
der perfect monitoring, it will be possible to
keep inflation low. By contrast, under imper-
fect monitoring, the attempt to finance public
goods and services with a little inflation will
lead to political pressures for higher subsidies.
As a consequence, a little inflation will end up
leading to a lot, sometimes even to
hyperinflation.

Inflation Bias. Economies such as the one
described above have a high inflation bias. This
bias arises when each policymaker cares only
about his own constituents and not about the
harm that inflation causes to other constituen-
cies. Under these circumstances, each
policymaker representing a constituency will
try to put in place fiscal programs that benefit
his constituency—even if financing such pro-
grams with money creation produces inflation
that hurts other constituencies. The money cre-
ation induced by the actions of each individual
policymaker adds up to rapid overall expan-
sion of the money supply. As a result, money
creation—and, therefore, inflation—ends up
being much higher than each policymaker had
individually intended. The costs of higher in-

Carlos Zara Zaga

flation more than offset any benefits a constitu-
ency may have gained from the subsidies it gets
and makes all constituencies worse off.

Is there any way of deterring each
policymaker from requesting subsidies that
just end up causing high inflation? The answer
is a resounding yes under perfect monitoring,
but not under imperfect monitoring.

Inflation WhenPolicymakers Know Where
the Money Went. The perfect monitoring sce-
nario is ideal for understanding why having
fiscal and budgetary institutions that make it
possible to monitor government expenditures
can help to avoid undesirably high inflations.

If the different constituencies of theeconomy
expect to interact indefinitely with each other,
policymakers representing them could prom-
ise not to grant any subsidies in excess of a
certain amount. However, both parties would
understand that if any one party breaks the
agreement, the others will retaliate by giving to
his own constituents the same amount of excess
subsidies given by the policymaker who
cheated.

Because under perfect monitoring cheating
can always be detected, the only thing that
cheating will accomplish will be retaliation by
the other policymakers. The result of this “re-
taliation” or “punishment phase” will be the
outcome described in the previous section:
higher inflation without any net gains to any
constituency. Thus, the temptation to grab the
short-run gains from cheating just once (thatis,
from giving excess subsidies) will be offset by
the long-run costs of the punishment that will
follow.

With perfect monitoring, then, the different
constituencies have the ability to keep each
other from demanding more than their fair
share of subsidies. This prevents the rapid
money growth that the financing of higher
subsidies would require and, therefore, pre-
vents undesirably high inflations. For example,
France, which publishes detailed government
budget figures and thus allows policymakers
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to closely monitor the government budget, has
low inflation despite the presence of a large
public sector.

The situation changes dramatically, how-
ever, when faulty fiscal and budgetary institu-
tions make it impossible to perfectly detect
cheating (i.e., giving excess subsidies) by
policymakers trying to favor a particular con-
stituency.

Inflation When Policymakers Don’t Know
Where the Money Went. Under imperfect
monitoring no policymaker will be able to es-
tablish with certainty whether others have
cheated each time the money supply grows at
an abnormally high rate.® This poses a quan-
dary.Ifapolicymaker observes unusually rapid
money growth but does not retaliate—on the
assumption that this is merely an abnormal
period in which the provision of necessary
public goods and services requires unusually
high spending—he creates the potential for
other policymakers to increase the money sup-
ply every period by giving subsidies to their
constituents. Onthe otherhand, ifa policymaker
retaliates on the suspicion that it’s a normal
period but other policymakers are cheating, he
may be retaliating for something that never
happened, since legitimate spending will be
abnormally high some of the time. Is it possible
to sustain the low subsidy, low inflation out-
come of the perfect monitoring case? The an-
swer is no when there is imperfect monitoring.

Each policymaker will provide extra subsi-
dies to his constituents every time he sees
unusually high money growth, regardless of
whether the cause of that unusual growth was

$The uncertainty about the use of the public moniesina
high inflation country such as Bolivia is apparent in Jeffrey
Sachs’s account of that country’s experience with extreme
inflation during 1982-85: “Surprisingly, it is difficult, even
four years in retrospect, to uncover precisely the causes for
this jump in money creation...The problem with nailing
down a culprit lies with the disarray of Bolivian fiscal data
during this period.” (Sachs, 1986).
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cheating by some other policymaker or the
spending required for the provision of public
goods and services in abnormal times. The
reason is that, unlike in the perfect monitoring
case, the subsidy war must be actually carried
out if itis to deter cheating. This is analogous to
the rule in baseball that specifies that a batter is
always awarded first base when hit by a pitch.
If pitchers weren't effectively punished for hit-
ting batters, pitchers would have an incentive
to hit batters more often and plead accident.’
Tobe effective, the subsidy war mustbe carried
out in economies with imperfect monitoring.
This is the crucial fact in explaining why infla-
tion remains low in economies with perfect
monitoring but stays high—and occasionally
shoots up in the form of hyperinflationary
spikes—in economies with imperfect monitor-
ing.

Inflation Under Perfect and Imperfect
Monitoring. As explained above, subsidy wars
never occur under perfect monitoring. The
threat of retaliation deters deviations from a
low subsidy policy because such deviations
would always be detected without ambiguity;
subsidies remain at low levels because each
policymaker knows that the benefits of extra
subsidies to his constituents would be more
than offset by the harm from extra inflation.
The growth of the money supply financing
subsidies, and therefore the associated infla-
tion, remains low as well. In the case of imper-
fect monitoring, however, the low subsidy
policy will be abandoned during abnormal
periods when financing public goods and ser-
vices requires unusually high growth of the
money supply. Since the higher subsidies of

Porter (1983) and Green and Porter (1984) were the first
to examine what happens when there is imperfect monitor-
ing of the actions of participants in strategic games or
situations (such as baseball) and to formally analyze the
clever mechanisms and rules participants might use in
those circumstances.

FEDERALRESERVE BANK QF PHILADELPHIA
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this retaliation stage are paid for by printing
money, the result is even higher growth of the
money supply in abnormal times and a consid-
erable acceleration of inflation, perhaps to the
levels of 100,200, or 400 percent observed in the
countries discussed earlier.’

The argument we’ve been making also ex-
plains why inflation in economies with imper-
fect monitoring is higher than in their perfect
monitoring counterparts even in normal times.
Thatis, the low inflation of normal times under
imperfect monitoring is higher than the perma-
nently low inflation that would prevail in that
same economy under perfect monitoring. Es-
sentially, the problem is that under imperfect
monitoring the threat of a subsidy war means
the various policymakers won’t cooperate as
they would under perfect monitoring. As a
consequence, subsidies in normal times (and
therefore money growth and inflation) are not
as low as in the perfect monitoring case." To
illustrate the point, compare the normal infla-
tion rate of an economy with poor monitoring
of the government budget, such as Argentina,
with the normal inflation rate of a country with
adequate fiscaland budgetary institutions, such
as the United States. The normal inflation rate
for Argentina has been about 10 percent a
month in the last 20 years, while for the United
States it has been about 0.3 percent a month
during that same period.

CENTRAL BANK INDEPENDENCE AND
FISCAL INSTITUTIONS

A possible objection to the analysis above is
that high inflation comes about only because
the central bank prints money at the command

We discuss elsewhere (Zarazaga, 1993) that these in-
flationary outbursts are nota figment of the data, somewhat
artificially induced by factors other than those discussed in
this article, such as the lifting of price controls or wars.

UThe reasons for this outcome are rather technical and
are discussed in detail in Zarazaga (1993).
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of the different policymakers who directly or
indirectly control monetary policy.

Had the central bank been completely inde-
pendent and charged solely with avoiding in-
flation, policymakers would have found it im-
possibleto finance the provision of public goods
and services, or subsidies, with money cre-
ation. This by itself would have eliminated the
imperfect monitoring problems and the associ-
ated high inflation.

But as noted earlier, many economists argue
that it may be best to use money creation to
finance part of the fiscal deficit. In this case, it’s
not clear that complete independence of the
central bank is always desirable. Judging by the
fact that inflation is a worldwide phenomenon,
every country is directly or indirectly financing
part of its deficit with money creation. None
appears to have a perfectly independent cen-
tral bank focused solely on preventing infla-
tion.  Perhaps more important, there’s no
such thing as ironclad legal protection of cen-
tral bank independence. The evidence suggests
that written laws cannot preserve the effective
independence of the central bank any more
than a wedding ring can preserve fidelity.”” As
Otmar Issing, chief economist of the
Bundesbank, aptly said in a recent speech,
“Central banks alone cannot ensure, or guaran-
tee, monetary stability and are dependent on
other sectors of the economy for maintaining
stability...In the long term, central banks are
powerless in the face of differing social de-
mands.”?

REor example, the German Reichsbank was formally
declared independent on May 26,1922.In Cagan'’s chronol-
ogy (Cagan, 1956) this was just three months before the
1922-23 German hyperinflation started! For more detail on
how the formal legal independence of the central bank can
and has been circumvented, see Cottarelli (1993).

BExtracted from Mr. Issing’s speech at the University of

Freiburg, as reported by the Knight-Ridder wire service,
March 3, 1994.
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Our analysis suggests that one of the “other
sectors of the economy” needed to maintain
monetary stability is transparent fiscal and
budgetary institutions. This may explain why
countries such as Belgium, Japan, and Norway,
whose central banks rank almost at the bottom
in terms of legal independence, have a much
better inflation record than countries such as
Argentina, Peru, or Turkey, whose central banks
rank much higher in that regard.” The fiscal
and budgetary institutions of Belgium, Japan,
and Norway allow much better monitoring of
public-sector spending than their counterparts
in Argentina, Peru, and Turkey.

CONCLUSION

This article has shown that there is more
rigorous economic theory than generally be-
lieved behind the argument that a little infla-

!See Cukierman, Webb, and Neyapti (1992), especially
their Table 2.
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tion can lead to a lot. The theory is still develop-
ing, and it does not attempt to explain all facets
of high inflation, but it does indicate that the
nature of fiscal and budgetary institutions is
central to this issue. The fears that a little
inflation can lead to a lot do not seem justified
in economies where it’s possible to monitor the
allocation of government spending among dif-
ferent uses. But when that monitoring is absent
or seriously flawed, the attempt to finance the
fiscal deficit with just a little money creation
(and inflation) may turn out to be a “sorcerer’s
apprentice” experiment with unpleasant infla-
tionary consequences. The roller-coaster high
inflation experiences of the last 10 years, with
inflation spikes of 100, 200, and even 400 per-
cent a month, testify that the possibility is far
from a theoretical curiosity. These experiences
also suggest, as the theory argues, that the
transparency of fiscal and budgetary institu-
tions may be more important than formal leg-
islation in making the central banklargely inde-
pendent from the fiscal authorities and, there-
fore, in maintaining low inflation.
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