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Abstract: 

The paper analyses the institutional changes that have taken place during the 1990s at the central banks of major OECD countries. They have generally resulted in an increased degree of independence, transparency and accountability as well as in mandates more narrowly focused on the achieving and maintaining of price stability. It is argued that recent theoretical and empirical research on the institutional aspects of monetary policy are useful in interpreting these changes. The implications for the design of the European Central Bank are discussed against the background of this research and the experiences with the recent changes at national central banks.
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Overcoming the Inflationary Bias Through Institutional Changes 

- Experiences of selected OECD central banks(
1. Introduction

Central banking in the last two decades has been largely influenced by two developments. First, the emergence of stagflation in the early 1970s. This gradually lead most economists and policymakers to conclude that there is no long-run trade-off between inflation and unemployment. Concentrating on the primary goal of price stability was recognised the best way monetary policy could contribute to good economic performance over time. Second, the transformation of the financial sector which gathered momentum in the 1980s as a result of liberalisation and financial innovation, increased the mobility of capital and the sanctioning power of financial markets. This meant that market participants’ concerns about the stance of monetary policy and their (mis-)readings of the objectives of individual central banks became more easily and quickly translated in interest rate or exchange rate premia for the currencies of the countries concerned.

Against this background, central banking has changed in several ways. The search for reliable external or internal nominal anchors became more difficult. On the one hand, exchange rate commitments became harder to sustain. On the other hand, the usefulness of the most popular anchors adopted in the 1970s, i.e. monetary aggregates, was gradually eroded in most countries. The responses included a reorientation of the monetary policy strategy, in some cases to a direct inflation targeting strategy (e. g. the Bank of England or the Reserve Bank of New Zealand), in others to a more flexible and pragmatic orientation of monetary policy (e. g. the Deutsche Bundesbank or the Fed). Furthermore, and maybe more fundamentally, the institutional designs of many central banks have been changed. These changes have resulted in an increased degree of independence, a more focused mandate on achieving and maintaining price stability, an increased degree of accountability and of transparency about objectives, strategies, the actual decision-making process and the intentions regarding short-term monetary policy implementation.  

The present paper has two purposes. First, it describes the institutional changes that have occurred during the 1990s at the central banks of major OECD countries (for an overview see table 1). In this context, special emphasis is laid on the implications for the European Central Bank (ECB) and the Eurosystem. For this new institution these insights are important because it has no established track record. Second, the paper interprets these changes against the background of the recent theoretical and empirical literature on the institutional design of central banks.
 It argues that this literature is useful in interpreting the reasons and consequences of the institutional changes that have occurred in practice. Although the changes that have taken place at central banks in developed countries is the focus of the descriptive analysis, the discussion of the underlying rationale is potentially of interest to central banks from developing and transformation countries as well (see e. g. the current discussions in India, South Africa, Estonia and Bulgaria). This holds in particular as many developing countries have used the Fed or the Bundesbank as benchmark models.

The paper proceeds as follows. Section 2 explains the fundamental problem of the inflation bias inherent in non rule based monetary policy. Against this background, the remainder of the paper distinguishes between four dimensions of the institutional structure of central banks that are relevant for this bias. Section 3 discusses the changes to explicit mandates, section 4 to the degree of independence and section 5 to the degree of accountability of such institutions. And section 6 explains the changes towards more transparency about objectives, strategies and the actual decision-making process. While all these measures were motivated by a response to the time-inconsistency problem, the increase in transparency was also driven by a perceived need to provide clearer signals of central bank intentions and avoid mis-readings of its policy by an internationally diverse group of market participants (BIS, 1997). Section 7 then draws some lessons for the ECB. Finally, section 8 concludes and summarises. 

2. The ‘inflation bias’ in discretionary monetary policy

The fundamental problem of discretionary policy, i.e. a policy that is not based on rules, arises as a consequence of (monetary) policymakers’ incentive to deviate ex post from ex ante announcements and to create surprise inflation to modify the real value of nominal contracts, for example to achieve short-term employment gains.
 Rational agents are aware of that incentive and pre-emptively ask for higher wages to secure the desired real wage. To avoid depressing economic activity, the policymaker then has to accommodate these price expectations and create the anticipated inflation. Finally, there are no employment gains but only the additional costs in terms of higher inflation. This is inefficient because society bears the costs of higher inflation without the benefits of even a temporary increase in employment following surprise inflation.

Besides an underlying desire for employment gains the inflation bias could reflect a number of different aspects, such as larger seigniorage revenues (Klein / Neumann, 1990, de Grauwe, 1996) or a concern about financial stability (Mankiw et al., 1987, Cukierman, 1990).
 In practise, the seigniorage motive seems to be only of minor relevance in OECD countries because relatively efficient tax systems are generally available for tax collection (White, 1999). Also, financial problems of banks, with the notable exception of some Asian countries during the recent financial crisis, seemed to have been mainly the result of idiosyncratic shocks ‑ which the central bank cannot noticeably influence through the creation of additional liquidity for the whole banking sector. Furthermore, most episodes of financial instability occurred during disinflationary periods that followed those of sustained inflation (Bordo / Wheelock, 1998). This suggests that control of inflation could enhance, rather than interfere with the stability of the financial system. Thus, the concern about employment gains does appear to be the most relevant motive for surprise inflation in actual practice (Walsh, 1998, ch. 8).
 

In principle, reputation could reduce the inflation bias when the time horizons of the central bank and the public are infinite. A reputational equilibrium with low inflation can be sustained by the threat that the public will ‘punish’ the central bank for surprise inflation with periods of high inflation expectations (Barro / Gordon, 1983). This points to the role the public plays in supporting a credible and stability-oriented monetary policy. If the public is decidedly averse to inflation, it is difficult for monetary policy to break inflationary expectations after a surprise inflation. This would make the subsequent process of disinflation more costly and thereby effectively discourage monetary policy-makers from using the means of surprise inflation in the first place.

3. Narrowing the mandates 

One important institutional change has been the narrowing of central banks’ mandates to achieving and maintaining price stability. As can be seen from table 1 several countries have gone in this direction in the 1990s. Canada, Sweden and the UK adopted an inflation targeting regime, and France and Japan changed their central bank laws to incorporate price stability as the final objective of monetary policy. This goes hand in hand with the fact that explicit targets for monetary policy have become more widely used in the 1990s than at any time since the Bretton Woods era in industrial as well as in transitional and developing countries (Sterne, 1999). The narrowing of mandates to achieving and maintaining price stability was achieved through a more explicit specification of price stability as the final objective of monetary policy. In the case of the adjustment requirements implied by the Maastricht Treaty price stability has to be specified as the primary and overriding goal of monetary policy of EU central banks.
 Examples are the legal regimes of the Banque de France and the Banco de España which have been amended to set price stability as the primary objective of monetary policy. These amendments took effect on January 1994 and June 1994. In September 1995 a new law redefined the primary objective of the Banco de Portugal to maintaining price stability. Although there are still no explicit statutory objectives in the field of monetary policy in the UK, in May 1997 the Chancellor announced that the Bank of England will have a specific monetary policy objective of delivering price stability. In the case of Sweden, maintaining price stability has become the prevailing objective of monetary policy in 1998.

Another way of narrowing the mandates to achieving and maintaining price stability consisted of the transfer of other responsibilities to different institutions altogether. For example, the objectives of maintaining price stability and financial stability may conflict with each other. Thus, the separation of the two responsibilities may imply a smaller incentive for the central bank to use monetary policy to ensure financial stability. This, in turn, could reduce the moral hazard problem commercial banks are faced with. Recently, the transfer of responsibility for financial stability from the central bank to another institution has been decided in the case of the Bank of England and discussed in the case of the Banque de France. The ECB has no supervisory responsibilities, too. Although there are still central banks that act as supervisory agencies (see table 2), the general trend seems to be towards a separation of the monetary and the supervisory function (Goodhart / Schoenmaker, 1995).

An important aspect of these institutional changes is that the allocation of relative responsibilities of monetary, fiscal and other authorities within the general macroeconomic and regulatory policy mix become more clearly defined. Assigning each institution a responsibility for which it is well-suited is a precondition for holding it accountable. Otherwise the monetary, fiscal and regulatory outcomes cannot easily be attributed to the actions of the individual institutions. An explicit (and narrow) mandate for price stability makes it clear, especially for the public, that inflation is ultimately a monetary phenomenon and that the responsibility lies with that institution which has been delegated the responsibility to control the money supply.

Laying down price stability as an explicit goal, especially when specified as the primary and overriding goal, strengthens the position of the central bank. This is especially true in situations of conflict when pressure groups want the central bank to put more emphasis on other objectives, such as reducing unemployment. Of course, this does not mean that the objective of achieving and maintaining price stability should be interpreted as the sole objective of monetary policy. Even when the objectives of monetary policy are defined relatively narrowly, the need for consistency of monetary policy with other macroeconomic policies is generally recognised. But it has to be clear to the public that price stability is the overriding objective. Provided the public is aware of a change in emphasis towards the maintaining of price stability and is convinced that it will not be easily reversed, it could help to attenuate the ”inflation bias”.

4. Augmenting independence

Rogoff (1985) suggested that delegating the responsibility for monetary policy to a conservative central banker, i.e. one that has a higher inflation aversion than society as a whole, could attenuate the inflation bias at only little costs in terms of higher output variability. This model comes closest to the general perception of independence: delegation of monetary policy to an inflation-averse central banker which can make independent use of its instruments. The interesting aspect is that when the degree of conservatism is chosen optimally, the central banker secures a welfare outcome that Pareto dominates both the case of discretion and of rules. Specifically, the central banker does not sacrifice too much flexibility in exchange for additional credibility. Using cross-section data, Alesina / Summers (1993) claim that countries with more independent central banks not only enjoy lower inflation without having to sacrifice growth, but also do not experience greater output variability.
 In a later paper, Alesina / Gatti (1995) provide a theoretical rationale for this result. Even though the ”conservative” central bank is less concerned about the stabilisation of exogenous output shocks (the original argument of Rogoff, 1985), being remote from the political sphere, it creates less policy-induced shocks. Thus, taken by itself, increasing the independence of central banks provides a ‘free lunch’ in the sense that average inflation is reduced with no costs in terms of higher output variability.

However, one should be careful not to overemphasise these correlation results. The tests applied may suffer from the problem of having omitted third variables. These may include the inflation preferences of the public (Fischer, 1995), the financial-sector opposition to inflation (Posen, 1995), the nature of the wage-bargaining process (Jenkins, 1995), unemployment persistence (Alberola et al., 1997) or the degree of openness of an economy (Fujiki, 1996). Controlling for some of those variables Temple (1998) finds that in high income countries central bank independence is associated with lower inflation. But his results are sensitive to the inclusion of ”outliers”. And in general and more importantly the empirical results are highly dependent on the choice of the independence index.

What defines a central bank’s independence in practice? While there is no unique empirical ‘independence index’, the European Monetary Institute (EMI) has identified four, commonly used, aspects: institutional, personal, functional, and financial. (EMI, 1996, ch. II,2).
. Institutional independence means that the central bank can autonomously use its instruments. Furthermore, the national authorities should have no mechanism at their disposal to ensure that their views influence decisions taken by the central banks, either through the right to interfere with any decision reached or the right to vote on decisions. Personal independence means that there is security of tenure, that the terms for members of the central banks’ decision-making bodies are longer terms than current political mandates and that the Governor cannot be arbitrarily dismissed (see also the discussion in Waller / Walsh, 1996). Functional independence means that the central bank can concentrate on its principal function. The EMI’s interpretation is that it has to be specified that ”maintaining price stability” is the primary and overriding goal and that other tasks and functions can only be performed to the extent that they do not interfere with the former. Finally, financial independence means that the central bank does not depend on the fiscal authority and can avail itself of the means to finance its activities. 

Table 3, summarising the application of the above four criteria to selected central banks, suggests that they have achieved a relatively high degree of financial, institutional and personal independence.
 The independence of central banks, measured according to these criteria, has been increased in several countries, such as France, Italy, Portugal and Spain in January 1994, in January 1992, September 1995 and June 1994, respectively (see table 1). More recently, in May 1997, the Bank of England was given (instrument) independence in the setting of interest rates to achieve the government’s inflation target. Also, in May 1997, a majority in the Swedish Parliament made a proposal to strengthen the Swedish Riksbanks’ independence. And the New Bank of Japan Law, which came into effect in April 1998, grants increased independence for the Bank of Japan.

5. Increasing performance through accountability

Another dimension of the central banks’ institutional design is accountability. The primacy that the independence dimension has gained in the reform of the institutional structures of central banks is recently challenged by a number of authors who stress the role of accountability (see e. g. Persson / Tabellini, 1994 and Walsh, 1995a). Following the Oxford English Dictionary Briault et al. (1996) emphasise two aspects of the definition of accountability: The obligation to give an explanation of one’s actions when carrying out a duty and the liability to be blamed for loss or failure. The typical approach to accountability has been a principal agent model in which the principal (the society or the legislature) has well-defined objectives and faces the task of designing a contract with the agent (the central bank) that makes the latter act in the principal’s interest. Walsh (1995a) proposed to tie the central banker’s personal compensation to inflation performance in order to increase the latter’s incentives to deliver price stability.

In general, the challenge is to structure the contract in such a way that by trying to increase his own resources, the central banker maximises social welfare in the process. Such a contract could take a variety of forms, but essentially must have the feature that the central banker pays more attention to inflation (or less attention to output stabilisation) than society does. This again reflects Rogoff’s notion of a conservative central banker. The first difference is that in Rogoff’s framework, society chooses a central banker who has the right degree of ”conservatism”, whereas the contract approach gives any arbitrarily chosen central banker the appropriate incentives to produce low inflation - ”like” a ”conservative” central banker. The second difference is that a conservative central bank reduces the inflationary bias, whereas an accountable central bank removes the inflationary bias (Svensson, 1997a). 

All central banks are accountable in practice, but the degree of accountability differs considerably among them. The most prominent real world analogue close to such a contract is probably the institutional design of the Reserve Bank of New Zealand where the Governor is subject to possible dismissal by the government if the (inflation) target is breached. Nevertheless, this option has not been used in practice yet despite the fact that the target was breached. Another example may be the Full Employment and Balanced Growth Act of 1978 (Humphrey-Hawkins Act), specifying that the Chairman of the Federal Reserve Board has to report to the Congress every six months about the envisaged monetary and credit developments. The Fed is, however, not required to meet these targets and failure to do so does not impose any well-defined penalties. Therefore, the accountability effect of that Act is limited consisting mainly of reputation losses on the part of the institution or its head. These are more noticeable when the failure has to be officially recognised within a formalised procedure. For example, in the case of the Bank of England, a deviation from the target exceeding one percentage point requires the Bank of England to write an official letter to the Chancellor to explain the reasons for the failure. 

The specification of an override clause (like in Australia, Canada and New Zealand) has also been interpreted as a device to make the central bank more accountable (Briault et al., 1995). However, its main purpose is to act as a ”circuit breaker”. This set-up is close to the variation of the Rogoff (1985) model proposed by Lohmann (1992). In this model responsibility is delegated to an independent central bank, but the government retains an override clause whereby it can intervene in monetary policy in situations of ”large” supply shocks to secure more effective output stabilisation. So far, such an option has not been used anywhere, and it is generally understood that it would be done so only in exceptional circumstances. Moreover, in order to prevent the government from misusing this option, it has to be used in a transparent way. For example, in Canada the government would have to explain its reasons for using this option before parliament and publish its exact directive. However, despite such provisions, the existence of an override clause provides some limits to the degree of independence of the central bank from the Government since the threat of its use, even if not exercised, may influence the central bank’s behaviour. To that extent, an override clause may be an example where independence and accountability, especially if specified towards the government, interfere with each other. On the other hand, democratic accountability should not necessarily be regarded as a restrictive mechanism limiting the independent position of the central bank but can be seen as a validating mechanism legitimising independence of the central bank (Haan et al., 1999). In this sense an accountability indicator based on central bank laws alone may me misleading. It has to be supplemented by actual policy measures.

In any case, accountability does not necessarily have to be formalised. For example, the Bundesbank, for which no formal accountability is specified, has held itself voluntarily accountable by commenting regularly to the public on the development of monetary aggregates against the background of the announced targets. This was especially important when monetary targets were not met. Through this and the announcements of the monetary targets as such (inclusive of the determinants of the target), the Bundesbank created a benchmark against which its own performance can be judged. Persson / Tabellini (1994) argue that, even though such announcements may carry no essential information for the public, they may be important because they create a standard against which the central bank can subsequently be held accountable. Thus, the announcements may have important effects on the incentives of the central bank if its behaviour and the monetary outcomes will be judged with reference to its previous announcements. Similarly, Issing (1992) explains that through its announcements of monetary targets the Bundesbank ”enters into a certain commitment vis-à-vis the public”. And, as Issing (1999) stresses, it is finally accountability to the general public which is essential for a central bank, especially the ECB. 

6. Revealing private information through increased transparency

Increasing transparency could be linked in part to efforts to increase accountability. Greater transparency about the strategies employed, the actual decisions and the decision-making process could improve private agents’ understanding of the current stance of monetary policy. It could help them to assess whether monetary policy actions taken are a consistent means to achieve the desired objectives. Hence, transparency about central banks’ strategies and their assumed transmission mechanism of monetary policy can be seen as a precondition for accountability
.

As a general rule, increasing transparency reveals private information. The information could be about the state of the economy, such as knowledge of supply or money demand shocks (Canzoneri, 1985), or they could be about the monetary authorities’ own preferences (Backus / Driffill, 1985). The finding of Romer / Romer (1996) that the Fed has consistently displayed superior forecasting ability with respect to inflation lends some support to the hypothesis of the existence of private information on the state of the economy. However, probably quantitatively more important is the central banks’ private information about its own preferences (Briault et al., 1995), e. g. about the relative weights the central bank attaches in its reaction function to price stability on the one hand and short-term employment stabilisation on the other. In this context, revealing information on its own assessment of the inflation outlook, together with the observed measures taken provides information about the central bank’s reaction function. This could allow a central bank to reveal itself as a conservative central bank (Begg, 1997), as less conservative central banks will find it more difficult to mimic conservative central banks under increased transparency. In this way, increasing transparency can be used by conservative central banks to distinguish themselves from ”soft” central banks. This helps to achieve a separating equilibrium where the public is able to distinguish between the two types. Thus, revealing private information simplifies the agents’ signal extraction problem and a lower ‘inflation bias’ will result.

Transparency has increased at a number of central banks (see table 3). Since their adoptions of formal inflation targets in 1992 and 1993, respectively, the Bank of England and the Swedish Riksbank each publish an Inflation Report, which even include the banks’ own inflation forecasts.
 Also, since 1994 and 1998, minutes or summary records of meetings of the monetary policy decisions making body are published in the UK (after a delay of six weeks) and Japan, together with detailed voting records.
 As can be seen from table 3 the most transparent central banks are the Bank of England and the Fed. 

While the Bundesbank has not undergone any major change aimed at increasing its formal transparency, Mishkin / Posen (1997, 21) note that a key element of the Bundesbank policy has always been a ”strong commitment to transparency and to communication of monetary policy strategy to the public.”
 Indeed, although there was no legal requirement in the Bundesbank Act or in later legislation for the Bundesbank to give a formal account of its policy to any public body, except that it may at its discretion publish the monetary and banking statistics that it collects, the Bundesbank has traditionally been making heavy use of this opportunity. This was not designed to give any detailed information about the preferences of the Bundesbank. It aimed more to give a rapid feedback about the state of monetary conditions so that general policy uncertainty was reduced. These explanations were extremely important in phases of important monetary policy challenges, such as the German unification and the EMS crises in the 1990s which were characterised by an increase in the number of speeches held by Bundesbank officials. 

The move towards greater transparency has been even more widespread as regards the day-to-day implementation of policies (Borio, 1997, ch. 5). Several central banks have shifted to more explicitly signalling their intentions about the desired interest rate levels, e. g. through the choice of fixed rate tenders. For example, from the beginning of 1996 to the end of 1998 the Bundesbank, used only this tender. And the ECB exclusively applies fixed rate tenders for its main refinancing operations up to now. These examples have to be seen against the background of the rapid internationalisation of financial markets which has brought central banks under increased scrutiny of an internationally wider and more diverse group of market participants. The latter are often less familiar with the interpretation of statements and policy measures of individual central banks, thus increasing the probability of misinterpretations. Moreover, the actors on financial markets have the capacity to initiate large and rapid capital movements resulting in large fluctuations in interest rates and exchange rates. This has been recognised by central banks. For example, when the Federal Open Market Committee decided at its first meeting of 1994, to announce the short-term policy decision promptly after the meeting, it stated that the purpose of the announcement was to ”avoid any misinterpretations of the Federal Open Market Committees’ actions and its purpose” (Pakko, 1995).

Traditionally, secrecy has been a distinctive feature of central banking, and something which has always been guarded. The FOMC won a legal case in which public disclosure was at issue, claiming that public disclosure would raise the variability of interest rates and thus the risk premium to compensate for that additional variability. And this in turn would harm the commercial interests of the Treasury (Goodfriend, 1986). The theoretical rationale is well known. Any revelation of more private information - more ”news” - increases the unconditional variance of forward looking asset prices if they are priced rationally and efficiently. However, comparing the (unconditional) variances of interest rates around FOMC meetings before and after the shift to the new immediate disclosure regime de Vijlder / Valckx (1996) did not find evidence for a significant change. This lends some support to the proposition that the immediate public disclosure does not raise the variability of interest rates (or that no news were revealed in the FOMC meetings). In any case, as Dotsey (1987) pointed out, transparency reduces the conditional variance of interest rates since it increases the information available to agents and thus induces smaller and less frequent forecasting errors. Recent research at the Bank of England seem to confirm this. Haldane / Read (1999) find that bond market interest rates indeed react systematically to changes in the Bank of England official rates. But the magnitude of these reactions has fallen significantly since 1992 when the Bank of England started to increase its transparency.

7. Designing the institutional framework: The example of the ECB 

While, in principle, all of the theoretical considerations discussed above apply to the ECB as well, the ECB’s situation is special in at least two aspects. First, unlike in the case of existing central banks, a reputational equilibrium with price stability was not available when the ECB took up its responsibility for monetary policy in January 1999 because it did not have an own inflation track record. The current environment of low inflation and low inflation expectations is an advantage for the ECB. However, for many countries participating in Stage 3 there is simply no or only very recent experience of how the private and public sector behave in an environment of sustained and credible low inflation. Nevertheless, to the extent that the ECB succeeds in being associated with those national central banks that have acquired a good reputation over a long period, it could, at least partly, take over their reputation. This can be seen as one aspect of the rationale behind the adoption of an institutional design that follows closely the example of the Bundesbank. However, this effect will at best be transitory.

Second, the ECB is not a national institution but a supranational institution charged with conducting monetary policy for (initially) eleven sovereign countries. This has further implications regarding independence, transparency and accountability. One aspect is the relationship of national wage and fiscal policies with the common monetary policy. Will these policies, still decided at the national level, take into account the new monetary environment characterising the euro area as a whole? Against this background it could be argued that the ECB has to react more flexibly than national central banks in the past to inflationary cost push and fiscal policy shocks due to the uncertainties inherent in the regime shift to EMU and the differences in the financial structure of the 11 Euro countries. 
Drawing lessons from sections 2 – 6 for the ECB would be facilitated if there was a unique model of the central bank structure to which all central banks are converging. Two observations can be made in this context. First, the need for major institutional changes seemed to have differed across central banks. In the case of those central banks which had already gained a high degree of reputation there seemed to have been less need for change. Examples are the Bundesbank, the Swiss National Bank and the Federal Reserve. Elsewhere major changes in the institutional structures have occurred (see table 1). Second, the institutional structures of central banks have changed towards a model which is characterised by a high degree of independence, a narrow definition of their mandates and, albeit to a lesser extent, by an increased degree of transparency. By contrast, there does not seem to be a unique model regarding formal accountability and increases therein have been confined to only a few central banks.

Has there been an alternative to these changes? Sometimes policy has been changed so that reputation could be built up, e. g. by tolerating a temporary ”stabilising recession” to signal that the central bank is more “conservative” and to regain credibility and reputation (Bofinger et al., 1996, 576 ff.). But this solution is very costly in terms of output and employment losses. Another means for the ECB to acquire the necessary reputation may be the choice of the monetary policy strategy. The chosen strategy rests on three elements. The first element (“the anchor”) is the quantification of the primary objective of price stability, specifically as a year-on-year increase in the Harmonised Index of Consumer Prices (HICP) for the euro area of below 2%. This clearly states that inflation (increases beyond 2%) and deflation (negative growth rates of the HICP) are incompatible with price stability. The second element of the strategy is the prominent role assigned to money, reflecting the insight that the origins of inflation over the longer term are monetary in nature. For that purpose the ECB announced a reference value for the growth of the broad monetary aggregate M3 of 4½ % for 1999 and 2000. The third element is a broadly based assessment of the outlook for price developments and the risks to price stability, using indicators ranging from output gaps to asset prices and business surveys. By placing particular emphasis on monetary aggregates in its monetary policy strategy, the ECB may be able to appropriate some of the reputation acquired by the Bundesbank – which always stressed that inflation is ultimately a monetary phenomenon. However, in supplementing this pillar with the third element the ECB signalled that it recognises the uncertainty facing a common monetary policy. This is especially true for the uncertainties regarding money demand behaviour. 

Another means to ensure high credibility has been the choice of a large degree of independence. According to table 3 the ECB is the most independent central bank in the world. The Eurosystem (the national central banks of the Euro area and the ECB) are independent from both national governments and institutions of the European Union. Its primary task is to maintain price stability, which, however, does not mean that this is the sole objective of monetary policy. But the Maastricht Treaty clearly spells out that the support of the Eurosystem for the general economic policies in the Community must be without prejudice to the objective of price stability. 
Independence of central banks is not an end in itself but only a means of achieving the objective set by legislature. This implies that the central bank is to be held accountable for its decisions. Even in the absence of formal requirements this means accountability to the general public. For the ECB as a new institution accountability is a prerequisite for establishing credibility and reputation. Especially, it has to disclose and justify the progress it has made in attaining price stability, its monetary strategy and its ongoing monetary policy measures. Furthermore, the Governor of the ECB will present an annual report to the European Parliament and the members of the ECB Executive Board can be called to report before the relevant committees of the European Parliament. The ECB clearly stated that the most important aspect of accountability is the actual inflation track record. To ensure successful policy, it is essential to convey to the public a sense of reasoning behind the decisions of the Governing Council and a coherent summary of the information upon which decisions are based. For this purpose a press conference will be given every month in which a detailed analysis of the economic situation in general and especially the outlook for price developments will be presented. In addition the ECB publishes a monthly bulletin in every language of the Euro area and an annual report as well as more technical staff reports. In December 1999 the Governor of the ECB even announced to publish an inflation and growth forecast of the Bank in the near future. But, of course, transparency does not mean publishing the maximum amount of information available.
 

As regards accountability, Jensen (1997) has shown that delegation improves suboptimal outcomes only to the extent that there are important “reappointment costs”. These are the costs of changing the conditions under which monetary policy operates. As the EU Treaty can only be amended unanimously by all EU member states, the costs of reappointment seem likely to be higher for the ECB than for a typical national central bank before EMU. And weight conservatism might be especially important if fully state-contingent delegation is impossible which is especially true for the Eurosystem in the first years of its existence (Herrendorf / Lockwood, 1997). 

8. Summary and conclusions

Central banks of OECD countries and especially those of EU countries have undergone substantial changes in their institutional design. But the better the inflation track record the lesser these changes were. For example, the changes in the institutional framework of the Bundesbank were only minor. Regarding formal transparency, several central banks have also undergone significant changes while the Bundesbank has hardly changed in the past. Until the end of 1998 it could be characterised by a comparatively low degree of formal transparency about its actual decision making process and short-term monetary policy implementation strategies. This reflects the fact that the Bundesbank traditionally had a reputation of being a ‘conservative central bank(er)’ and that not much additional credibility could be ‘gained’ from revealing private information. It may also reflect a certain scepticism about the virtues of transparency as well as the view that more transparency about the decision-making process does not necessarily make the signal extraction problem of private agents easier (see also Issing, 1999). 

This sheds new light on the recent discussion about publishing the minutes of the meetings of the ECB council. To the extent that voting behaviour of the members of the central bank council of the ECB would depend on whether the minutes are published or not, efficacy of monetary policy would be reduced. As an alternative, the Bundesbank used its strategy of monetary targeting as a method of communicating monetary policy to the public. The objectives of monetary policy were always clearly stated by the Bundesbank, thereby enhancing transparency of monetary policy and accountability of the central bank. In this sense accountability of central banks is a necessary complement to granting central banks independence. The ECB clearly stated that the most important aspect of accountability is the actual inflation track record. To ensure successful policy, it is essential to convey to the public a sense of reasoning behind the decisions of the Governing Council and a coherent summary of the information upon which decisions are based. But of course, transparency does not mean publishing the maximum amount of information available. 

The changes which have taken place on the part of central banks and are reflected in the institutional design of the ECB clearly have an impact on the behaviour of the private and public sector. Especially, inflation expectations are influenced. In this sense all these changes may mark a structural break in the monetary policy transmission process. The monetary policy strategy chosen by the Eurosystem which may be interpreted as a combination of rules and discretion seems to be the right answer to this challenge. But only time will show whether the Eurosystem will be successful. 
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Table 1:
Recent changes of institutional structures of central banks in selected OECD 


member countries

Country
Year
Summary of changesa

Canada
1991
(t)
formal inflation target.b

France
1994
(o)
price stability as explicit objective;

(i)
instrument and goal independence;

(i)
government cannot give instructions to the Banque de France.

Italy
1992
(i)
terminating the automatic extension of central bank credit to the government.

Japan
1997


(o)
price stability as explicit objective; 

(i)
independence of the Bank of Japan in formulating and implementing monetary policy; 

(i)
assignment of the decision making in monetary policy to a single body ‑ the Policy Board ‑ in which government representatives have no vote; government influence on choice of Policy Board members reduced;

(i)
Board members cannot be dismissed in cases of conflict with government;

(t)
minutes and records of the Policy Board meetings will be publicly disclosed.

(t)
every six months the Bank must report on its activities to the Diet.

Sweden
1989
(i)
reduction of political influence on appointment of Governor;

(i)
lengthening of the Governor’s term of office.


1993
(t)
formal inflation target is specified by the Bank of Sweden;b
(t)
inflation report.


1998
(o)
explicitly lays down price stability as objective of monetary policy;

(o)
some responsibility for exchange rate regime transferred to government; the government will have authority to decide, after consultation with the Riksbank, on the choice of the exchange rate regime. The Riksbank has the responsibility for the implementation of the exchange rate system adopted by the government;

(i)
the Bank is no longer required to consult but only to inform the government on important monetary policy decisions;

(i)
Governor cannot be dismissed in cases of conflict with government.

United Kingdom
1992
(t)
inflation target set by Chancellor of the Exchequer and Bank of England (BoE)b;

(i,t) BoE produces independent assessment of progress in meeting inflation targets.


1993
(i)
Bank of England is given discretion over timing of changes in interest rates.


1994
(i,t) publication of the minutes of the meetings between the Bank of England and the Chancellor in which the former gives its independent advice to the latter.


1997
(i)
Bank of England is given authority over the setting of interest rates;

(i)
policy decisions are made by a new Monetary Policy Committee (MPC), the members of which will be appointed by the Governor and the Chancellor; a representative of the Treasury will attend the meetings of the MPC, but has no vote;

(i)
government cannot give instructions to the new committee;

(o)
responsibility for banking supervision will be transferred to a separate institution;

(o)
responsibility for debt management transferred to the Treasury. 

a) Changes affecting the objectives, the degree of independence and transparency are identified by (o), (i) and (t) respectively. When an institutional change had implications for more than one of these aspects, an additional identifying character is included. For example, in October 1992 the Chancellor of the Exchequer asked the Bank of England to produce an independent assessment of progress in meeting the inflation targets (resulting in the publishing of the Inflation Report). This measure increased the Bank of England’s independence and its transparency, thus identification (i,t).

b) The adoption of formal inflation targets is obviously in the first instance a choice regarding strategies. But the fact that, in practice, it has been associated with an increase in transparency, suggests to categorise it under the measures increasing transparency.

Table 2: Central banks acting as supervisory agency

yes
no

France
United States

Italy
Japan2

Australia
Germany

Greece
United Kingdom1

Ireland
Canada

Luxembourg
Austria

Netherlands
Belgium

New Zealand
Denmark

Portugal
Finland

Spain
Norway


Sweden


Switzerland

1. The responsibility for banking supervision was transferred to a new institution in 1998.

2. Although the Bank of Japan has no official supervisory function it shares some responsibility for financial stability through its mandate to ensure stability of the payment system.

3. Although in a legal /administrative sense, the Financial Supervision Authority is part of the Bank of Finland, in its actual supervisory work, i.e. in performing its own statutory duties, the Financial Supervision Authority acts as an independent administrative unit exercising public authority.

Source: Goodhart / Schoenmaker (1995), Bank of Finland (1996).

Table 3: The independence and transparency of central banks


ECB
Fed
Bank of Japan
Deutsche Bundesbank
Banque de France
Banca d'Italia
Bank of England
Bank of Canada

A.  Independence of central banks









Institutional independence: absence of rights









of 3rd parties









- to give instructions
Y
Y
Y
Y
Y
Y
N
N

- to approve, suspend, annul or defer









decisions
Y
Y
Y
Y
Y
Y
Y
Y

- to vote
Y
Y
Y
Y
Y
Y
Y
Y

- to be consulted ex ante
Y
Y
Y
Y
Y
Y
Y
Y

Personal independence (of Board members)









- Minimum term of office five years1
Y
Y
Y
Y
Y
Y
N
Y

- No dismissal other than for serious









misconduct or unfitness
Y
Y
Y
Y
Y
Y
Y
Y

- Conflicts of interest arising from other









functions
Y
Y
Y
Y
Y
Y
Y
Y

Functional independence









- Price stability as explicit objective
Y
Y
Y
Y
Y
Y
Y
Y

- No ambiguity as to primacy of price









stability objective
Y
N
N
Y
Y
Y
Y
N

Financial independence









Can avail itself of the appropriate









material means
Y
Y
Y
Y
Y
Y
Y
Y

B.  Transparency of central banks









- Formal scheduling and publication of calendar of monetary policy decision making process
Y
Y
Y
Y
Y
N
Y
N

- Interest rate decisions taken at scheduled meetings under normal circumstances
Y
Y
Y
Y
Y
N
Y
N

- Publication of explanatory press releases at the time of each official interest rate change
Y
Y
Y
N
Y
Y
Y
Y

- Minutes or summary of meetings of monetary policy decision making body published
N
Y
Y
N
N
N
Y
N

- Voting behaviour of individual members published
N
Y
Y
N
N
N
Y
N

- Regular publication of monetary policy or inflation report
Y
Y
Y
Y
Y
Y
Y
Y

- Publication of internal forecasts for intermediate or final target variables
N
N
N
N
N
N
Y
N

- Reporting to/monitoring by the Parliament
Y
Y
Y
N
Y
Y
Y
Y

Note:
Y = Yes (aspects enhancing independence/transparency are present); N = No (aspects enhancing independence/transparency are not present).

1. In the United Kingdom, the Governor and Deputy Governor are appointed for 5 years. The other members have 3 year terms.







(	This paper has benefited from comments by J. Elmeskov, M. Feiner and M. Kennedy of the OECD’s Economics Department. The paper does not necessarily reflect the opinion of the OECD’s Economics Department, and the authors are solely responsible for any errors.


�.	For more formal oriented surveys on the institutional design of central banks see Persson / Tabellini (1999) and Prast (1996). 


�.	See e. g. Kydland / Prescott (1977) and Barro / Gordon (1983). The relevance of this, however, has also been questioned. For example, Blinder (1997) argues that it is a purely theoretical phenomenon because modern central bankers never try to cheat the private sector. Their only objective is achieving price stability or controlling inflation. Furthermore, McCallum (1997) claims that it is inappropriate to presume that central banks will, in the absence of any tangible precommitment technology, inevitably behave in a discretionary fashion that implies an inflationary bias and that there is no necessary trade-off between flexibility and commitment. And Romer / Romer (1997) argue that limited knowledge about how the economy operates and the effects of monetary policy has been a much more pervasive obstacle to good policy than dynamic inconsistency. On the other hand, Ireland (1999) empirically validates the long-run implications of the time-consistency problem for inflation in the US. 


�.	The Maastricht Treaty explicitly mentions that one of the basic tasks of the European System of Central Banks (ESCB) is promoting the smooth operation of the payments system. To that extent, one could argue, the ESCB should share a concern for financial institutions’ stability. 


�.	A new reason why monetary policy may be subject to a persistent inflationary bias was introduced by Kasa (1999). He shows that when a central bank must balance optimisation and learning and recognises that its current actions influences its future beliefs, there is no guarantee that it will discover the true nature of the (exogenous) data-generating process of the economy. This may lead the central bank to believe that there is an exploitable relationship between inflation and unemployment, even when no such relationship exists.  


5.	This is also true for the countries applying for membership in the EU. 


�.	An exception is Finland. Although the monetary and supervisory responsibilities are officially still separated, de facto there has been a move towards combining the two as a reaction to the domestic banking crisis. 


7.	Temple (1998) shows that the negative relationship between inflation and central bank independence vanishes for high inflation countries from the developing world. One reason for this might be that in these countries measures of central bank independence are no good indicators of institutional credibility. Campillo / Miron (1997) argue that institutional arrangements do not by themselves be of much help in achieving low inflation. Economic fundamentals such as openness, political instability, and tax policy seem to play a much larger role for developed as well as for developing countries. For a discussion of the relationship between central bank independence and inflation performance see also the special issue in the Oxford Economic Papers (1998). 


�.	This is in contrast to Walsh (1995b) who shows that an increased focus on inflation objectives by the central bank can raise the degree nominal wage rigidity (and thus lead to a flatter short-run Phillips curve) by inducing less nominal wage indexation. But if one interprets independence and conservatism as being associated with a lower target for inflation rather  than a greater weight on inflation objectives, increased independence will lower average inflation without leading to an increase in the variability of output (Svensson, 2000). Tambakis (1999) derives a threshold for the initial degree of effective central bank independence below which the absolute change in inflation variability following a change in central bank independence exceeds that in output variability. 


�.	The first formal attempt to quantify degrees of central bank independence can be found in Bade / Parkin (1982). Grilli et al. (1991) and subsequently Cukierman (1992) and Cukierman et al. (1992) extend this index to cover a greater range of the central bank / government relationship. Eijffinger / Schaling (1994), Jenkins (1995) and Schaling (1995) compare various indices with each other. Often, an explicit distinction is made between ”goal independence” - the central bank setting its own goal - and ”instrument independence” - the central bank choosing and setting the instruments to achieve that goal - following Fischer et al. (1994). The Bank of England currently only possesses the latter, the government being responsible for setting the former. This distinction is helpful in the discussion of accountability that follows. Strictly speaking, a central bank with only goal independence cannot be formally held accountable. 


�. 	Nevertheless, according to this framework, independence is still limited in some cases due to the existence of a kind of ”override clause” (e. g. in the case of the Bank of Canada or the Bank of England) and the fact that price stability is not unambiguously specified as the primary and overriding objective of monetary policy (Bank of Canada, Bank of England, Bank of Japan).


�.	The Governor of the Bank of Canada points out that link: ”The adoption of measurable targets serves to clarify the aim of monetary policy, making the Bank more accountable for its actions and helping to enhance the credibility of monetary policy.” (Notes for remarks by G.G. Thiessen, Governor of the Bank of Canada, at the École des Hautes Études Commerciales in Montreal, Quebec on 9 October 1996).


�.	The adoption of inflation targets may also be judged as a further solution to the inflation bias problem in that it imposes limitations on the central bank’s flexibility (Walsh, 1998, ch. 8.3). The most common such restriction is a targeting rule that requires the central bank to achieve a preset rate of inflation or imposes a cost related to deviations from this target. 


�.	This procedure has been criticised because then monetary policy actions often influence the economy twice. Once the actions were undertaken and the second time when the minutes were published. This may be jugded negative if at the time of the second influence this is no longer warranted. 


�.	On the other hand Faust / Svensson (1999) develop a model in which, under commitment, a sufficiently patient central bank with sufficiently low average inflation bias will always choose minimum transparency. 


�.	In a recent paper Buiter (1999) offers a wide-ranging critique of the institutional arrangements and operating practices governing the activities of the Eurosystem. See also the reply in Issing (1999). 
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