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Abstract

Why do politicians change the legislation goveming the central bank to give this
institution operational independence in the setting of monetary policy? This thesis
examines the political debates over central bank independence in New Zealand, Canada,
Australia and New Zealand during the 1980s and 1990s. These cases were selected due
to the variation in their levels of central bank independence, while holding key
institutional variables constant. Four hypotheses are suggested by the political economy
literature to explain the timing of this legislative change: the need to signal
creditworthiness to international financial markets, in response to lobbying by domestic
interest groups opposed to inflation, in response to proposals from an epistemic
community of monetary experts or based on the self-interest of politicians concermed
with re-election. The case studies find that politicians delegate to the central bank when
this reform has the consensus support of an epistemic community of monetary experts,
and a key politician is willing to champion the legislation through parliament. This
epistemic community has increased influence during periods of economic uncertainty,
such as following a financial crisis. A key politician is motivated to support this reform
due to ideological or electoral reasons. This reform was facilitated by political
institutions characterised by few checks and balances that concentrated power in the
hands of the executive and offered few obstacles to changing the central bank’s statute.
Central bank independence was rejected in the cases where the epistemic community
did not hold a consensus on the need for reform, and politicians saw only electoral risks
from changing the central bank’s statute. This study finds that politicians retain room to

manoeuvre despite the rise of financial globalisation.
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Ch. 1 Distributional Politics and Central Bank Independence

Why do politicians change the legislation governing the central bank to give this
institution operational independence in the setting of monetary policy? Over the 1990s,
more than thirty countries increased the legal indépendence of their central banks, as
opposed to only three such changes during the 1980s (Maxfield 1997, p.3).! This trend
in central bank independence was witnessed in industrial countries such as France, New
Zealand and the United Kingdom as well as many developing countries, as seen in table
1. Independence refers to the power of the central bank to set the instruments of
monetary policy without the involvement of politicians. In other words, central banks
have been given independence to take interest rate decisions (instrument independence),
but not independence to determine the ultimate objectives of monetary policy (goal

independence) (Debelle and Fischer 1994).

Table 1 Changes in Legislation of Central Banks, 1989-1999 (years of
amendments)

Non-OECD OECD & EMU members ' OECD Ex-EMU
Argentina 1992  Austria 1998 Greece 1997
Chile 1989  Belgium 1993/98 Hungary 1991
Colombia 1992  France 1993/98 Japan 1998
Ecuador 1992  Finland 1998 Korea 1998
Egypt 1992  Germany 1993/94/98  Mexico 1994
Honduras 1995 Ireland 1998 New Zealand 1989
Indonesia 1998  Italy 1992/93/97  Poland 1991/97
Pakistan 1994  Luxembourg 1998 Sweden 1998
Peru 1992  Netherlands 1994/95/98  Turkey 1989
Philippines 1993  Portugal 1990/95-98 UK 1997
South Africa 1989  Spain 1994/97 Total 10
Uganda 1993  Total 11
Venezuela 1992
Total 13

1. The European Central Bank was formed in 1999.
Source: Cottarelli and Giannini (1997); Cukierman et al (1992); Maxfield (1997); national central banks.

Political control of monetary policy was the norm in the post-war period, with many

formerly independent central banks being nationalised. This institutional arrangement
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was seen as consistent with democratic principles. As elected officials, politicians in

the Ministry of Finance or Treasury took interest rate decisions and were held
accountable in elections for their stewardship of the economy. Central bankers were
civil servants, who gave advice on policy, but this advice was not made public and
central bankers were not directly accountable for the outcome. During the 1990s, this
division of responsibilities was changed dramatically. Independent central banks took
on a higher public profile and were delegated considerable discretionary power to
control inflation. Central bankers' judgement on monetary issues was not questioned
and the decision making process by which interest rate decisions were taken lacked
transparency. As a consequence, critics in opposition parties or the media have
questioned the democratic accountability of this independent central banks. Critics are
also opposed to having a single objective of price stability, as opposed to the pursuit of

multiple objectives that include employment and output.

1.1 Central Bank Independence in the 1990s
The trend in central bank independence in the 1990s has been driven by three main

forces: the founding of the European Central Bank (“ECB”); the desire of Latin
American countries to secure the gains from the stabilisation programs of the 1980s;
and the move by other countries to build the institutional structure for a market
economy (Cukierman 1994a, p.1446). Preparations for the introduction of the single
currency in Europe led to changes in the legislation of all eleven-member countries,
which were required by Article 108 of the Maastricht Treaty of 1992 to bring their
existing national legislation in line with the legislation for the ECB.? Countries on the

periphery of the Euro-zone were also active in reforming their central banks, such as

! This figure does not take into account the independent central banks set up in Central and Eastern
Europe following the collapse of the USSR.

2 The ECB, formed in 1999, is the central bank for the Euro-zone, whose members are Austria, Belgium,
France, Finland, Germany, Ireland, Italy, Luxembourg, Netherlands, Portugal, and Spain.
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Greece which failed to qualify for the first round; Sweden and the UK, who opted out

of the single currency; the Czech Republic, Hungary and Poland, who are among the
transition countries in the first wave to join the European Union; Turkey, which has
formally requested to join the EU; and several members of European Free Trade Area
which have remained outside the monetary union for domestic political reasons, namely
Norway and Switzerland. Two other OECD members — Korea and Mexico — increased
the independence of their central banks as part of the conditionality of IMF bailouts
following financial crises in 1997 and 1994, respectively.’ Finally, Japan's government
gave increased independence to the Bank of Japan following a political scandal that

tainted the Ministry of Finance, which subsequently lost many of its powers.

Why Do Paoliticians Delegate?

The decision by politicians to give up control of interest rates is puzzling, as monetary
policy is a powerful instrument for guiding the economy. Electoral studies have found
that the public votes with their pocketbook and rewards politicians for positive
economic performance, while punishing incumbents for poor management of the
economy (Hibbs 1977, Tufte 1978). By giving up control of monetary policy,
politicians have reduced the instruments at their disposal for managing the economy and
put their fate in the hands of central banks. Politicians lose the ability to manipulate
interest rates in the run up to elections in order to increase their electoral popularity, a
strategy that leads to political business cycles (Alesina 1989; Alesina and Roubini 1994;
Clark 1998; Nordhaus 1975). Even worse, delegation to an independent central bank
may lead to conflict between fiscal and monetary policies, which could cause negative
economic performance and damage the chances of re-election of incumbents. In other
words, it is not obvious why short-sighted politicians in democracies would choose to

undertake a reform that is designed to deliver predominantly long-term benefits.



When Do Politicians Delegate?

A second puzzle concerns the timing of this trend. The move towards central bank
independence was a feature of the 1990s but absent in the 1980s. The timing does not
appear to be closely related to any of the major structural changes in the international
financial system over this period. The increase in this trend occurred long after the
collapse of the Bretton Woods system of fixed exchange rates in the early 1970s, the
elimination of capital controls during the late 1970s or the Third World debt crises of
the early 1980s. Nor does the timing coincide with the rise of stagflation and the
response of monetary targeting which took place during the late 1970s and early 1980s.
One possibility may be that the trend in central bank independence results from
financial interdependence or ‘globalisation’, which is forcing a convergence of

economic institutions on one neo-liberal model. Such a view is contested.

Viewed from a historical context, this trend may be an effort by policymakers to regain
the credibility achieved under previous monetary frameworks such as the Gold Standard
or Bretton Woods. These frameworks relied on an external anchor to guide monetary
policy, and were successful in delivering price stability. Credibility is a central concept
for the study of monetary policy. A policy is said to be credible when private actors
believe that policymakers will deliver on an announced policy. In other words,
businesses, workers and financial markets become convinced that a policy will reduce
inflation and adjust their expectations accordingly. Such behaviour becomes self-
fulfilling, by guiding the inflationary expectations of private actors downward. With no
consensus existing on the optimal external anchor, policymakers have sought to find a
domestic anchor to provide monetary policy with credibility. Thus central bank

independence is one such solution capable of delivering anti-inflationary credibility to

? Indonesia also increased independence in its central bank due to IMF conditionality.
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monetary policy by 'tying the hands' of politicians. Other possible solutions are

establishing a currency board or joining a currency union.

This thesis does not suggest that central bank independence represent the ideal
normative arrangement for monetary policy. Instead it studies the process of legislative
change of the central bank in order to see how economic policy is influenced by
international and domestic factors. A large literature in political economy stresses that
economic choices are the result of a two-level game between the international system
and domestic politics (Gourevitch 1978; Milner 1997; Putnam 1988). The legal status
of the central bank results from different coalitions of domestic and international actors
seeking to influence the policies adopted by politicians, which Milner terms
“distributional politics” (Milner 1997, p.61). This interaction is conditioned by ideas
concerning economic policy and constrained by existing institutions (Goldfinch 2000;
Hall 1997). Institutions play a political role as they benefit some groups at the expense
of others by distributing wealth to some groups while forcing the costs of adjustment on
others. Domestic and international actors in this distributional game seek to put in place
the institutions that will benefit them most. Monetary institutions are important in this

distributional game as the welfare impact of monetary policy is so widespread.

Alternatives to Delegation

A third puzzle relates to the countries that chose not to legislate greater operational
independence for their central banks. Within the OECD, politicians in seven out of 29
countries resisted pressure to changed the legislation governing their central banks:
Australia, Canada, Denmark, Iceland, Norway, Switzerland, and USA. While the US
Federal Reserve, the Swiss National Bank and the National Bank of Denmark are seen
as among the most independent central banks, the others generally fall into the category

of central banks that are subject to political control (figure 2). For example, Eijffinger
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and Schaling (1993) classify the Bank of Canada and the Reserve Bank of Australia as
among the most politically controlled central banks based on the involvement of
politicians in the determination of monetary policy. A large body of empirical research
on central bank independence would suggest that these countries stood to gain the most
from delegation. Instead, both these countries adopted alternative monetary frameworks
based on inflation targets in order to increase the anti-inflationary credibility of their
policymaking, which continues to involve politicians and targets a diverse set of
objectives. This alternative strategy raises the question of whether politicians have

alternatives to delegating to the central bank for making monetary policy credible.

Table 2: Legal Indices of Central Bank Independence during the 1980s

Country Bade & Grilli Cukierma Eijffinger = Avg. Stand. Coef. of

Parkin et al netal and Dev.  variation®

(1987) 2 (1991) (1992) Schaling

(1993)

Germany 100 100 100 100 100.0 0.0 0
Switzerland 100 92 93 100 96.3 43 4
USA 75 92 70 60 74.2 13.6 18
Netherlands 50 77 61 . 80 66.9 14.1 21
Canada 50 85 65 20 55.0 273 50
Japan 75 46 26 60 51.8 20.8 40
France 50 54 35 40 447 8.8 20
UK 50 46 39 40 43.8 52 12
Australia 25 69 52 20 41.6 23.2 56
New Zealand n.a. 23 35 n.a. 29.0 n.a. n.a.
(pre-1989)

1. Re-scaled as percentage of the highest score, which in all cases was Germany.
2. Scores shown include additions made by Alesina (1989).
3. Standard deviation divided by average score.
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degree of change of legal central bank independence over the past two decades, while

holding key institutional and cultural variables constant.

1.2 The Role of Central Banks

Before continuing, it is important to be clear about the function and responsibilities of
central banks. Central banks have a direct impact on the economy leading to wide-
ranging distributional effects both domestically and — in the case of the Fed or the
Bundesbank — internationally. Central banks first emerged during the 17™ century, with
the founding of the Swedish Riksbank in 1668 and the Bank of England in 1694. The
modem central bank as currently conceived developed during the 19™ century, which
saw the widespread founding of central banks across Europe, the emergence of the
Classical Gold Standard and the adoption by central banks of a greater role in the
financial system (Capie, Goodhart, and Schnadt 1994, p.5). Following the First World
War, central banks came to be considered an essential element of statehood along with

the national currency and flag, leading to the founding of many central banks.*

Central banks are charged with the implementation of monetary policy, which together
with fiscal policy are the twin instruments of macroeconomic policy. Central banks may
set monetary policy independently or in consultation with politicians, generally the
Ministry of Finance (or Treasury). Monetary policy is defined as the setting of monetary
instruments to achieve some macroeconomic objective for the economy, usually defined
in terms of price stability, output or the exchange rate. The main instrument of monetary
policy is a short-term interest rate. Changes in this benchmark rate affect key economic

variables indirectly such as the term structure of interest rates, the foreign exchange

* The interwar years saw a worldwide trend towards establishing central banks in the newly independent
countries and former British colonies, which increased the number of central banks from 22 at the
outbreak of W.W.1, to 41 in 1940 (and ultimately 173 in 2000) (Capie, Goodhart, and Schnadt 1994;
King 1999).



9

value of the currency and the rate of inflation. > This ultimate target may be specified

in the central bank’s statute or may be left to the discretion of policymakers. Generally
the ultimate target is to protect the value of the currency, which has been interpreted
under a floating exchange rate regime to mean the pursuit of price stability. Central
banks find it difficult to pursue their ultimate target directly due to the lag in the
operation of monetary instruments, uncertainty about the accuracy of data on thé
economy, and disturbances caused by exogenous shocks. Central banks may therefore
target an intermediate variable that is chosen based on its relationship with the long
term objective, such as the money stock, short term interest rates, nominal GDP or the
exchange rate.’ Progress towards the long-term objective may be checked periodically
using other ‘indicator’ or ‘information’ variables, such as the growth of commodity

prices or interest rate spreads, which are used to calibrate the setting of instruments.

Central banks perform a variety of other functions, such as managing the supply of
currency, managing the payments system, acting as the government’s fiscal agent,
advising the government on the exchange rate or the public debt, supervising and
regulating the domestic banking system, and stabilising the banking system by acting as

lender of last resort (Economist 1999b; Swinburne et al. 1991, p.441).7 The central bank

5 The central bank conducts monetary policy by setting its instruments, such as open market operations,
the reserve requirement and the discount rate. Indirect instruments are the use of capital controls, credit
controls, or moral suasion (Downes and Goodman 1985). The central bank controls the money supply
directly by adjusting the level of reserves which banks are required to hold against their liabilities (the
“reserve requirement”), or by using the central bank’s balance sheet to purchase or sell government
securities in the open market (“open market operations™). Selling securities reduces the amount of money
in circulation while buying securities increases it. This activity also changes interest rates. The central
bank may ‘print money’ by buying new debt which is issued by the government, increasing the money
supply and thus monetising the deficit. Short term interest rates can be targeted directly using open
market operations, or indirectly by changing the rate at which the central bank lends overnight funds to
the domestic banking system (“the discount rate™) or the reserve requirement. Among the leading central
banks, the interest rate is the primary instrument.

¢ Bryant et al summarises research on different policy regimes (Bryant et al. 1993, p.30-31).

7 The central bank may have responsibility for controlling the money supply, but not always
responsibility for issuing the currency. Some countries have a currency board for the later, and a central
bank for the former such as Argentina, Estonia and Lithuania (Balino et al. 1997, p.2). In the OECD, 19
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may be required to finance the government in the form of securitized loans,

purchased directly in the primary market or indirectly through open market operations,
or unsecuritized loans in the form of cash advances. Legal limits to government lending
are considered important for preserving central bank independence, as government
fiscal policy can unduly constrain monetary policy by forcing the central bank to fund
budget deficits (Masciandaro et al. 1988; Sargent et al. 1981). The central bank may
also play an international role, cooperating with other central banks through
international organisations such as the International Monetary Fund (“IMF”) and the
Bank for International Settlements (“BIS”), and taking part in international forums such
as meetings of the G7 or the G30. The publications and statistics created by national
central banks are the primary source of data for cross-national studies of monetary
policy and the financial system. In some cases, the central bank is also the compiler of

national statistics.

The central bank’s success in fulfilling its various roles is seen as a function of the
clarity of its mandate, how it uses the instruments under its control, and the credibility it
holds with private actors. The central bank’s ability to manoeuvre depends on the
monetary framework in operation, and the degree of independence from politicians who
might seek to control the central bank. In particular, the choice of exchange rate regime
has fundamental implications for the scope of monetary policy. With fixed (or pegged)
exchange rates, perfect asset substitutability and no exchange controls, a small country
has no autonomy in monetary policy and must accept the inflation rate of its larger
trading partners (Downes et al. 1991,p.47). Such was the case with non-US countries
under the Bretton Woods system or the Exchange Rate Mechanism (“ERM”) of the

European Union. Imperfect substitutability or exchange controls provides some

central banks were responsible for supervising the domestic banking system of which five shared the
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autonomy in the short run but not in the long run, as the currency will become

overvalued, or undervalued, causing pressure through the balance of payments. With
flexible exchange rates, monetary policy can be used autonomously to target domestic
variables in the manner discussed above. Foreign exchange intervention may be
'sterilised’, in which case the central bank offsets the effect on the domestic money

supply, or unsterilised such that the money supply fluctuates.

1.3 Inflation Control

Inflation is defined as an increase in the price level of goods, services or assets. The rate
of inflation can be measured using the consumer price index, the producer price index,
the GDP deflator or the asset prices of securities and real estate. During the 1960s,
policymakers believed in a trade-off between inflation and unemployment, where lower
unemployment could be achieved at the cost of higher inflation, graphically represented
by the Phillips curve. A decade later, two leading monetarists - Milton Friedman and
Edmund Phelps - argued in separate papers that the trade-off implied by the Phillips
curve did not exist and expansionary monetary policy would only create inflation
(Economist 1991). Their view was given support by the rise of stagflation in the late
1970s, which discredited the reigning Keynesian paradigm and led to rising support for
monetarism. While external shocks such as the OPEC oil shock combined with faulty
economic analysis were partly to blame for the rise of inflation, the “interaction of
Keynesian economics with democratic politics...was the real problem” (Willett et al.

1988, p.3).

Economics of Inflation

The following is a purely economic discussion of inflation. A more political view of
inflation is provided below. Monetarists believe inflation is purely a monetary

phenomenon that is due to excessive growth of the money supply (Friedman 1969a).

responsibility with another agency (Goodhart et al. 1993).
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While monetary policy is a potent tool for stimulating the economy in the short run,

due to the long and variable lags associated with fiscal policy, excessive stimulus only
raises prices in the long run (18-24 months) without affecting real variables such as
output or employment. Friedman therefore argued that monetary policy should be used
to prevent money from being a major source of economic disturbance, to provide a
stable background for the economy by reducing uncertainty and increasing business
confidence, and to offset major external shocks (Friedman 1969a,p.106). There is little
general disagreement with this view, or with the view that high and sustained inflation
(“hyperinflation”) is damaging to the economy. The real disagreement concems the
costs arising from low to moderate inflation (inflation below 10 per cent), the cost-
benefit trade-off during a disinflation and the benefits from accommodating inflation in

the short run.?

Table 3: Theoretical Costs of Inflation

Anticipated Inflation Unanticipated Inflation

o Tax on cash holdings « Money illusion

o Shoe-leather costs to minimise cash o Redistribution of wealth
holdings

» Intergenerational redistribution from old to

Menu costs from revising prices

Decline in value of nominal income streams
Reduced value of nominal contracts
Erosion of subsidies & fixed grants

Distortions due to non-indexed tax systems
& nominal accounting

Distortion of exchange rate affecting traded-
sector

Costs of deflationary policies, in terms of
lost output, increased cost of capital &
increased unemployment

young

Distortion in relative price signals

Loss of credibility by monetary authorities
Increased risk premium demanded by savers

Increased wage premium demanded by
workers

Increased cost of capital for firms

Ilusion of a real increase in company profits
Misallocation of capital

Risk of government intervention in economy
Increased search & information costs
Increased risk of bankruptcy

Source: Briault (1995), Fischer (1986, 1994)
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Inflation represents a redistribution of wealth from those on fixed incomes to those on

indexed incomes, from creditors to debtors, from savers to borrowers and from the
private-sector to government when the government is a net debtor. The most obvious
distributional costs of anticipated inflation are the decline in the purchasing power of
cash holdings (referred to as the “inflation tax™ or “seignorage”) and the menu costs
associated with changing prices. Anticipated inflation also creates distributional costs
when the tax system is unindexed, lowering the rate of capital accumulation,
misallocating capital among sectors and affecting the labour supply.9 In a modem
economy, inflation costs an estimated 2 to 5 per cent of GDP annually when inflation is
running at 10 per cent (Fischer 1994c, p.276). This figure concems the economic costs,
but not the distributional costs among groups within society. Inflation below 5 per cent
that is anticipated is seen as having moderate costs, a controversial view which lacks

empirical support.

Inflation has more significant costs when it is not expected. Unanticipated inflation
creates greater uncertainty, causing a misallocation of resources as investors shift from
nominal assets into real assets, and investments are put off. For individuals,
unanticipated inflation has significant wealth effects, with a redistribution from nominal
creditors to nominal debtors and an intergenerational redistribution from the older
generation to the younger.'® Finally, high inflation in the past has led governments to
intervene in the economy, by imposing wage and price controls, or credit controls. This
intervention produces distortions in the economy that are ultimately destabilising as

they lead to disintermediation and misallocation of funds.

“

¥ Inflation may be accommodated to ease the crowding out effect caused by rising deficits, to adjust to
external shocks to the economy and to avoid raising interest rates.

® While numerous, these tax distortions can be avoided by indexing the tax system (Fischer 1986).

' The decline in value of government debt is a tax on the savings of the older generation, benefiting the
next generation that face a lower tax bill.


































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































































