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THE INSTITUTIONAL DIMENSION OF CENTRAL BANK INDEPENDENCE

INTRODUCTION

 Central banking is undergoing a wave of change around the world. Ten years
ago, only the Fed, the Bundesbak and the Swiss National Bank enjoyed legal
independence. Today, from Chile (’89), from Venezuela (’92) to Philippines (’93),
central bank independence has been embraced as a credible institutional
arrangement for a monetary policy committed t price stability. Member States of the
European Union have either amended (e.g., Belgium, France, Spain) or are in the
process of amending their central bank laws (e.g., Greece) in order to grant
independence o their central banks in compliance with the Maastricht requirements.
Even the United Kingdom, which is less than complacent with the Maastricht
requirements. Even the United Kingdom, which is less than complacent with the
monetary union proposals, is considering the idea of CBI. The Roll Report and the
House of Commons Treasury and Civil Service Committee Report designed specific
proposals to make the Old Lady independent from Treasury. The debate about CBI
spreads throughout the developed and the developing world (Mexico, Argentina,
Pakistan, South Africa, etc.). Former centrally planned economies, often encouraged
by IMF programs of technical assistance, are not alien to the debate, either.

 This paper intends to provide a comprehensive understanding of the
institutional dimension of CBI. The paper is divided into six sections. Section I
defines central bank independence. Section II defines central bank accountability.
Section III examines various arguments in favour of and against central bank
independence, surveying legislative provisions that guarantee both organic and
functional independence, and analyzing the different ways in which central banks
can be held accountable for their actions. Section V deals with the issue of central
bank independence as regards banking supervision (stable money and sound
banking). Section VI provides some concluding remarks.
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I. DEFINITION OF CENTRAL BANK INDEPENDENCE.

The relationship between a country’s central bank and its government and
parliament is a topic of intense discussion around the world. The central bank
can be dependent, autonomous or independent from the political authorities in
the conduct of its responsibilities. Dependence implies subordination to the
dictate of the Executive. Autonomy (etymologically, the ability to give norms to
itself) entails operational freedom in the carrying out of its functions.
Independence indicates lack of political interference and implies the widest
possible room for manoeuvre in the conduct of the policies delegated to the
central bank. Often, however, the terms independence and autonomy are used
interchangeably.

Central bank independence is not absolute, but relative. Accountability, as I
explain below, is essential in a democratic community. Central bank
independence, as opposed to the independence of the administration of justice is
not a constitutive part of the rule of law. Therefore, it is always subject to
mechanisms that limit the scope of its decisions. For this independence central
banks enjoy: “operational independence” (Collyns, 1983) “independence within
government” (Board of Governors, 1984), “instrumental independence” (Pöhl,
1990), “accountable independence” (Lastra 1992). These expressions tend to
reflect the fact that the central bank operates within the framework of the overall
objective of economic policy established by the Government.

Central bank independence is mainly advocated as regards monetary policy,
leaving aside other important central bank functions, such as lender of last resort
and banking supervision an regulation, oversight of the payment systems,
management of the official foreign reserves, and monopoly of note issue.

Though independent central banks are generally free to formulate and
implement monetary policy, they are less free to choose the final objective2,
which in many cases is price stability. AS a matter of fact, the debate about CBI
focuses on whether the central bank should be given the sole or primary task of
assuring price stability. In some countries (e.g., in New Zeland, where a
numerical target is impose), independent central banks cannot even choose the
intermediate target. The Bundesbank is committed by law to secure the domestic
value of the currency (final objective), but has freedom to choose the
intermediate target. The Federal Reserve System can choose from a variety of
final goals (there is no ranking among them): stable prices, growth, employment,
and from a variety of intermediate targets.

Central bank independence is a way of accomplishing a partial depolitization
of the money supply process (which can be achieved though other means, such
as legislated monetary rules). In this respect, CBI provides an intermediate

2 Fischer (1994, p.41) distinguishes between “goal independence” and “instrument independence”.
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solution between full depolitization, as advocated in the free banking
proposals3, and politization, in which all economic policy is under governmental
control.

A formal declaration of central bank independence can be contained in a
constitution, in a law or in a contract. To my knowledge, only Chile (1980) and
Philippines (1987) have “constitutionalized” the independence of their central
banks (Chile has also constitutionalized the prohibition to finance government
deficits via central bank credit)4. Most countries choose to grand independence to
their central banks through a law5. Legal independence is preferred, because
Parliament can always amend or repeal a law; a constitution can also be
amended, but it is generally a lengthy and complex procedure. New Zealand has
adopted a contractual approach to central bank independence; the Governor and
the Minister of Finance sign a contract, in which the Governor receives a “job
specification”. If he fails to meet the policy target fixed by the Minister of
Finance, he loses his job.

Central Bank Independence has three dimensions: organic, functional and
professional. The fist two dimensions require the protection of a legal binding
framework, that I describe below. The third dimension is part of the de facto
independence, which in my opinion, is determined by:

- The personalities of the Governor and the Minister of Finance (and in
some countries of other high officials).

- The political and economic circumstances (e.g., economic expansion or
recession).

- The experiences of the country concerned and national priorities.

- The depth and quality of monetary analysis.

- The rate of turnover of central bank governors.

- The actual practices of both Central Bank and Minister of
Finance/Treasury.

3 See Hayek (1937, 1976, 1978, 1986), White (1984, 1989), Selgin (1988, 1994), Glasner (1989) and Dowd
(1988, 1989).

4 The only reference to the Central Bank in the German Grundegesetz –article 88- “constitutionalizes”
the existence of the Bundesbank, no its independence. The reference to the Swiss National Bank in
article 39 of the Swiss Federal Constitution does not “constitutionalize” its independence either.

5 Even those countries that follow the “constitutional” path, such as Chile and Philippines, or the
“contractual” path, such as New Zealand, also proceed through a “legal” path. New Zealand and
Chile enacted legislation in 1989, Philippines passed its law in 1993.
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The measurement of CBI gnerally focuses on the legal framework, though
some studies also take into account elements of the de facto dimension of CBI6.

II. DEFINITION OF CENTRAL BANK ACCOUNTABILITY

Accountability, at a minimum, requires the central bank to explain and justify its
policies or actions, to give account for the decisions taken in the carrying out of its
responsibilities. An independent central bank needs to be accountable to another
authority. This authority may be executive, legislative or judicial. Accountability
should be “diversified”, i.e., dispersed through the three branches of the State,
through insitutions with differing obligations to the electorate in order to provide
the democratic legitimacy that the an independent central bank would otherwise
lack. By analogy with CBI, where its legal and de facto dimension complement each
other, the institutional articulation of accountability is accompanied by a factual
dimension: the support of public opinion. In order to maintain its status of
independence in the long term, the central bank needs the support of the financial
and non financial community7. A country like Germany –in which the population
keeps bitter memories of the painful experience of hyperinflation- experiences a
simultaneous causation between the dislike of the public for inflation and support
for CBI. Conversely, a country like the United States –where the deflationary
episode of the 1930s bear heavily on people’s memories –may support CBI, but not
necessarily the anti-inflationary policies that may bring higher interest rates and
higher unemployment in the short term (short-run Philipps curve). Because of this
less cohesive public support for price stability, legislation has provided for
institutional mechanisms of accountability for the Fed, as I explain below. The
possibility of reverse causation within a future independent European System of
Central Banks (ESCB) raises questions of democratic legitimacy in some European
countries, where public support for low inflation is lower than in Germany.

Though institutional accountability generally implies “ex post” control, there is
also an “ex ante” accountability. Parliament can reserve some powers to do
something about actions of the Central Bank that legislators do not like; ultimately
Parliament can always modify or abolish altogether legal CBI. The law can also
reserve “override” powers to the Government, as in the case of the Reserve Bank of
New Zealand, whose act reserves the Minister of Finance the power to alter policy
targets, overriding the central bank (section 9 of the Act).

Disclosure, i.e., transparency in the operation of monetary policy, is another form
of accountability, generally supported by countries, such as the USA or the UK,
which encourage strong financial market discipline and transparency. In the USA,
the minutes of the Federal Open Market Committee meetings are published with a
six-week delay. In the UK, though still lacking a legally independent central bank,
there has been a recent change in the relationship between the Treasury and the

6 See Cukerman, Webb and Neyapti (1992) and Cukierman (1992).

7 See Godman (1992)
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Bank of England providing for more accountability in terms of monetary disclosure.
The decisions on interest rates are now regularly taken at monthly meetings, and the
minutes of these monthly monetary meetings between the Bank of England and the
Treasury are published after a six –week interval8. Germany, whose model of
corporate governance fosters close ties between banks and corporations, with a
corresponding flow of confidential information, does not possess such a strong
tradition in transparency and disclosure9. The secrecy surrounding the
Bundesbank’s interest rate decisions may be understood in this context. Prompt
publication of the minutes of the Bundesbank’s meetings might also go against the
traditional German consensus-seeking approach, as dissensions among the members
of the central bank council could become apparent. The Bundesbank, however, does
publish in a monthly report its monetary aggregate targets since the mid-1970s.

Another dimension of accountability is performance10.  Performance is generally
measured with relation to the statutory goal/s to be achieved. Performance control is
facilitated first by the existence of one goal rather than multiple goals (or by an
unambiguous ranking of such goals) and secondly by the existence of a clearly
stated and narrowly defined statutory goal.

The Federal Reserve System’s mandate encompasses a variety of objectives with
no explicit ranking: stability and growth of the economy, maximum employment,
stable prices and the soundness of the financial and payments systems11. This lack of
explicitly defined priorities implies that the Fed can be frequently challenged on its
“performance accountability”, when its decisions do not satisfy certain sectors of the
public, or factions in Congress12.

The proclamation of a single goal (or a primary goal) rather than several
unranked goals13 enables authorities and public opinion to control performance
more effectively. Within the context of a single goal, it is easier to control a narrowly
defined target than a broadly defined objective. Therefore, it is easier to control

8 See Financial Times of 21 April 1994.

9 Though some important reforms have been undertaken in the last few years in order to improve
greater financial disclousure. In July 1994, the Second Financial Markets Promotion Act was adopted,
providing, among other things, for the prohibition of insider trading.

10 Fischer (1994) defines accountability as “adverse consequences for the central bank or the central
banker of not meeting targets”.

11 See introduction and Section 2ª. of the Federal Reserve Act

12 Recently, some Republicans, led by Senator Connie Mack of Florida, were calling for shrinking the
Fed’s mandate, signalling that the Fed’s sole goal should be to keep consumer price inflation below 2
percent.

13 It is also argued (Castello-Franco and Swinburne, 1991) that since monetary policy is essentially a
single instrument, it cannot simultaneously be assigned to more than one objective. Monetary tools
are best suited to achieve price stability, while other policies and mechanisms should be applied to
other objectives.
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performance in the case of New Zealand, with an inflation target of 0-2% annual
increase in the CPI14, than in Germany, where the Bundesbank broad statutory
mandate is to secure the value of the currency15. The Bundesbank is also required to
support the general economic policy of the Government without prejudice to the
primary objective of price stability. This secondary objective of supporting the
general economic policy of the Government can, under certain circumstances,
override the primary goal, as happened for instance in the case of German
reunification16. Nonetheless, under “normal” conditions, inflation-averse Germans
will not challenge the Bundesbank on accountability grounds as long as inflation is
in place; the courts will not challenge the Bundesbank either as long as inflation is in
place; the courts will not challenge the Bundesbank either as long as its decisions
and operations are in accordance with its mandate to achieve monetary stability.
Public support for CBI in Germany thus renders institutional and performance
accountability less essential than in less inflation-averse countries.

The listing of the statutory goals of the future ESCB follows the Bundesbank
pattern. However, to support the general economic policy of the Community
without prejudice to price stability (Article 105.1 of the Maastrict Treaty) may prove
to be the squaring of the circle. Member States of the European Union, such as
France (1993) and Spain (1994), also refer to the primary goal of price stability and to
the secondary goal of supporting the general economic policy of the Government.
Other countries with newly acquired legal CBI generally choose price stability as
their single or primary goal. The Chilean law (1989) refers to the safeguard of the
stability of the currency and the smooth operation of internal and external
payments. Argentina’s law (1992) refers to the safeguard of the value of the
currency. The Mexican law (1993) refers to the stability of the purchasing power of
money, and also to the healthy systems. The Hungarian Law (1991) refers to the
protection of the domestic and external purchasing power of the national means of
payment (sic). The Czech law (1993) refers to the safeguard of the stability of the
national currency.

However, the new law of the Central Bank of Philippines (1993) chooses a variety
of objectives: “primarily to attain internal and external monetary stability in the
Philippines and to preserve the international value of the peso into other freely
convertible currencies; and to foster monetary, credit and exchange conditions
conductive to a balanced and sustainable growth the economy”.

14 Though in the case of New Zealand, that single objective need not be price stability. Section 12 of
the 1989 Act states that the Bank may be direct to formulate and implement monetary policy for
different economic objective than the one specified in Section 8, i.e., stability in the general level of
prices.

15 Article 3 of the Bundesbank Act: “The Bundesbank regulates the amount of money in circulation
(...) with the aim of safeguarding the currency”.

16 Fildes (1999) wrote: “[T]here is a thing that Germans care about even more than inflation:
reunification”.
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Multiple objectives or vaguely defined ones, as well as the absence of any explicit
statutory objective17, not only hinder the control of CBI but also undermine the
credibility of the central bank’s policies, which is after all one important rationale
underlying CBI.

One problem is the design of an “accountable independence” lies in the possible
reversal of the intended objective of “depoliticizing” the institution. If too much
independence may lead to the creation of a democratically unacceptable “state
within the state”, too much accountability threatens the effectiveness of
independence; an independent central bank which is fully accountable to all three
branches of government may be constrained in its room for manoeuvre.  There must
be an optimal trade-off between independence and accountability. Independence
and accountability can be seen as opposite ends of a continuum18 or as sides of the
same coin.

To some extent, the debate about independence and accountability resembles the
philosophical debate about freedom and responsibility; independence without
accountability would be like freedom without responsibility.

III. THE ARGUMENTS FOR AND AGAINST INDEPENDENCE.

A. The Arguments for Independence.

1. Economic Arguments

One of the most common arguments in favour of central bank independence
is that governments and parliaments are tempted to succumb to monetary
expansions to meet their financial needs, thus neglecting the risks and detriments of
inflation. Inflation is a non-legislated tax, not subject to parliaments approval. In
order to prevent the monetary financing of government deficits, the central bank
should be granted independence19.

A variation of this argument maintains that the separation of powers between
the legislative an executive branches of the state has a differente meaningo now than
it did in the nineteenth century. Although parliaments once excercised effective

17 This is the case for instance in Belguim (1993).

18 I am grateful to Benjamin Cohen for observations on this point. He further asked me in his
comments on my article on the independence of the ESCB: Where does independence leave off and
where does accountability begin?. I provide a tentative answer in this paper, aware that further
research on this issue is still needed.

19 Posen (1993, p.45) downgrades the importance of this argument: “Since seigniorage is far more an
issue for developing countries than for countries with ... functioning tax collections systems, the
empirical relevance of this factor to a discussion of inflation in industrialized democracies is
questionable”. Goodhart (1993c, p.23) points out: “Weak governments without the ability to raise
taxes or bond revenues have to turn to the printing press”.
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control of government budgets, today parliamentary control and approval of a
government’s budget ca be more of a “formality” than a real check20, at least in some
European countries (though certainly not in the USA). In this respect, the
independence of the central bank could operate like a check on the government
(particularly over its fiscal policies), and prohibit financing of government deficits.

Central bank independence is seen as a means to achieve the goal of price
stability. Analysis of the costs of inflation21 as well as a general acceptance of the
vertical longer-term Phillips curve22 have contributed to the priority given by
economists and policy-makers to price stability in the last two decades. Much of the
theoretical and empirical justification for CBI is rooted in the conviction that the
conduct of monetary policy should be primarily aimed at controlling inflation.

The time inconsistency literature23, by explaining the inflationary bias of the
political authorities, provides a theoretical economic rationale for CBI. This literature
emphasizes the need for a credible and binding pre-commitment to a particular
mandate that effectively prevents violations ex post. Without such commitment,
rational agents will disbelieve the authorities and behave in ways that prevent them
from achieving their original goals24.  Central bank independence is one way
(though not the only way) of formulating a credible and binding commitment to
price stability. Other ways of formulating such a commitment include legislated
monetary rules, an exchange rate peg, a currency board, etc.

The empirical evidence –through a series of econometric/statistical tests –
appears to confirm that there is a negative correlation between central bank
independence and inflation25.  However, a number of qualifications should be made:

20 See Holtferich (1988, p.130).

21 See Fischer (1986, 1994)

22 Goddhart (1993, 1994) argues that the current enthusiasm for CBI rests importantly on general
acceptance of the vertical longer-term Phillips curve. I would claim that the unexploitable trade-off
between inflaction and unemployment in the medium or longer term has instead ignited support for
a monetary policy directed towards price stability, with or without CBI. Friedman (1962, 1978) for
instance has opposed the independence of the Fed, favouring instead legislated monetary rules to
achieve price stability.

23 Most of the recent economic literature on central bank independence has followed the time
inconsistency argument, first forumulated by Kydland and Prescott (1977) and further developed by
Barro and Gordon (1983). This literature brings the discussion on CBI back to a key discussion in
monetary policy: the issue of rules versus discretion.

24 The importance of credibility for an independent central bank is emphasized in the work of
Cukierman (1992). He argues that a policy is credible if it is dynamically consistent, i.e., if the private
agents –the public- believe that it will be carried out.

25 See Prkin and Bade (1978), Banaian, Laney and Willet (1983), Alesina (1988, 1989), Alesina and
Summers (1989), Grilli, Masciandaro and Tabellini (1991), Cukierman (1992) and Cukierman, Webb
and Neyapti (1992).
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(1) None of the studies provide data after 198926. Therefore, the
conclusiveness of the evidence is limited by the fact that until 1989 the only three
central banks with legal CBI were the Federal Reserve System, the Bundesbank and
the Swiss National Bank. Only in these three cases is the time period long enough to
draw relevant conclusions. To my knowledge, none of the studies takes into account
the experience of newly independence central banks in Chile and New Zealand
(1989), Argentina and Venezuela (1992), Mexico, Philippines and France (1993) and
others. As time passes, the analysis of the relation between CBI and inflation will
acquire more relevance, with an extended sample of legally independent central
banks, both in the developed and in the developing world.

Early indications on the relation between inflation and legal CBI appear to
provide encouraging signs in the cases of Chile, New Zealand and Argentina and
less optimistic results in Venezuela. However, it can be argued that the “success”
stories are so because of other economic reforms adopted concomitantly with legal
CBI; e.g., radical labour market deregulation and fiscal prudence in New Zealand27,
the convertibility law and privatization of public utilities in Argentina, financial
liberalization and pension system reform. Credibility is hard to gain, easy to lose,
and very sensitive to uncertainty. The Venezuelan case clearly exemplifies the
threats that newly independent central banks face; the former Governor, Ruth de
Krivoy resigned in April 1994, citing Government’s actions compromising CBI.
Recent developments in Mexico raise interesting questions about the ability of its
central bank, independent since December 1993, to maintain monetary stability in
the aftermath of the peso devaluation28.

(2) Cukierman, Webb and Neyapti (1992) argue that legal independence is
inversely related to inflation in industrial but not in developing countries; in
developing countries, the rate of turnover of central bank governors is a better proxy
for CBI. However, this statement overlooks two facts:

(i) Until 1989, no developing country had passed legislation
granting independence to its central bank; Chile, the “pioneer”
of developing countries in enacting legal CBI only did so in 1989.

(ii) Law enactment always needs to be accompanied by an effective
system of law enforcement. The level of compliance with the law
affects the success or failure of legislative provisions. The

26 Alesina and Summers provided data until 1988. Grilli, Masciandaro and Tabellini until 1989 and
Cukierman, Webb and Neyapti until 1989, too.

27  See Financial Times (Monday Interview with Donald Brash, Governor of the Reserve Bank of New
Zealand), 14 June 1993.

28 Though Mexico’s CPI rate of inflation was 7% in 1994 (average of first, second and third quarters,
according to International Financial Statistics, IMF, January 1995), Mexico’s CPI inflation in the fist
half of January rose to 2,3T (which would give an annual rate of 55,2%), according to REUTERS, 25
January 1995.
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foundations of the rule of law (division of powers, independence
of the judiciary, recognition and protection of human rights) are
often less established and respected in developing countries than
in the developed world. The frequency of change of central bank
governors is an element of the de facto independence, generally
related to a poor level of compliance with the law.

(3) Correlation does not imply causation29. Japan’s inflationary record is
excellent, despite the political dependence of its central bank.

(4) Independence alone does not guarantee price stability30. Other factors and
institutional arrangements need to be in place in order to make independence
effective in terms of inflation control; fiscal restraint and a credible program of
economic stabilization, labour market discipline31, the support of the financial an
non-financial community to anti-inflationary measures and the political stability of
the country.

2. Political Arguments

Painful experience with the manipulation of monetary policy for short-term
political ends, such as hyperinflation in Germany during the Weimar Republic, or in
Argentina in the 1980s, suggests that monetary stability is common ground which
should be accepted by different political forces, rather than an object of political
struggle.  Some German economists have argued that non-political money should be
considered as an essential, quasi-constitutional part of the general economic order
and not just one of several objectives of economic policy32. Thus, an independent
central bank, operating without regard to the day-to-day business of politics, can be
a guarantor of continuous stabilizations policy.

This argument is rooted in a belief that central bankers, because of their
expertise and relative insulation from political pressures, are more prepared to
pursue the objective of price stability than politicians. The skills, expertise, and
superior economic qualifications of central bankers compared to politicians

29 Goodhart (1993 a, p.12) argues that the true underlying correlations may be between the priorities
of the electorate and the economic outturn. Posen (1993) argues that both central bank independence
and low rates of inflation are determined b national differences in the political efficacy of financial
opposition to inflation.

30  The experience of inflation rarely comes in isolation of other economic problems. As Fischer (1994,
p.18) points out, it is usually associated with other problems, supply shocks or a lack of fiscal control.

31 Hall (1994) argues that the institutional structures underpinning wage bargaining affect rates to
inflation and economic performance as much as central bank independence. In his opinion,
Germany’s system of coordinate (and centralized) wage bargaining has contributed to Germany’s
success in controlling inflation.

32  See Caesar (1990)
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recommend an independent central bank, which may better guarantee a more
objective, more “neutral”, and faster decision-making process. This “technical”
argument is based on the belief that the slow and heavy machinery of the
Government lacks the necessary flexibility and swiftness to adapt to changing
circumstances.

Politicians tend to focus on the near future, and may be prone to force
extensive monetary accommodation in the short term, risking long-run
destabilization of the economy. In addition, politicians are usually subject to the
pressures of public opinion and special interest groups and tend to exhibit an
inflationary bias when elections approach33.

One problem with this political argument is that its logic could theoretically
justify the “depolitization” of other economic policies, converting a democracy into a
technocracy. Holtham (1993) claims:

If monetary policy can be taken out of politics, why no take fiscal policy, too?
In fact, there is much more international evidence of fiscal policy being
manipulated for electoral ends than in the case with monetary policy. Yet,
none proposes that fiscal policy should be put in the hands of independent
functionaries34.

There are also some political counter-arguments. To begin, despite the
economic merits of central bank independence, the actual decision to grant
independence is a political one. Moreover, as Toma (1986) and others have pointed
out, the political authorities may have an interest in maintaining CBBI because it
allows them to blame the central bank for unpopular policies. According to this line
of thought, the Fed may often be portrayed as the villain and used as a scapegoat by
the Government. Goodhart (1993a) argues that in fact CBI throws the central bank
back into the political arena; an independent central bank in fact becomes another
political actor, who needs to justify its actions “with the full gamut of political and
presentational skills”.

B. The Arguments Against Independence.

1. Democratic Legitimacy

33  The political and economic argument really collapse into one. Today’s discussions on CBI centre
on how the central bank’s non-political, non-partisan positions can contribute to credibility and long-
sightedness of monetary policy.

34 Hopkin and Wass (1993) also maintain that if monetary policy is to be taken out of the hands of
politicians because they cannot be trusted to give inflation the priority that it deserves, then other
instruments of policy which have a bearing on inflation (they cite government borrowing, taxation
competition policy and public sector pay) should also be taken out of their hands.
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The main argument against central bank independence is that an institution
which is free from the direct effect of political control lacks democratic legitimacy35.
Concern about the so-called “democracy deficit”, which is often raised about the
actual organization and powers of EU institutions, is also present in the debates
about the yet-to-be-created ESCB (Lastra, 1992). In order to redefine the democratic
balance of EU institutions, some authors favour enlargement of the European
Parliament’s role and restriction of the Commission’s power.

However, arguments based on democratic legitimacy overlook several points
about institutional independence. To begin with, legal independence is not absolute.
One statue may be removed by another, and Parliament is entitled to modify
existing legislation and to change the contents of the rules of the central bank
governing statues.

Moreover, a possible democratic deficit can be prevented by providing
adequate sources of accountability.

The legitimacy of independent institutions may be also be understood by
reference to the “Robinson Crusoe” paradigm36. Just as an individual –recognizing
his own imperfection in the face of possible temptations- imposes constraints upon
himself, in order “to channel his own expedient behaviour toward rationally
selected norms”, so does a government limit itself by allowing or creating
autonomous or independent bodies, recognizing its own weakness in the face of
“temptations”. Parliament’s willingness to submit itself to restrictions –by legislating
on CBI- will provide a considerable degree of democratic control.

The state’s exemption of an institution from the usual mechanisms of a
democracy (most typically the majority voting rules) can be justified either by the
need to protect the very existence of democracy (e.g., protection of human rights, or
prohibition of the suppression of democracy) or by the need to maintain the stability
of the existent democratic system. Monetary stability, it is argued, is a necessary
condition for a working market economy. Pöhl (1990), in debates about European
Monetary Union, raised the question of whether politically managed money is an
essential democratic principle.

2. Consistent Economic Policy

The second major objection posed to the independence of central banks is that
it hinders the maintenance of a consistent economic policy. Some economists fear
that “friction losses” would result from uncoordinated monetary and fiscal policy.
The formulation of the guidelines of general economic policy should be entrusted to
one single decision-making body, in one comprehensive political direction.

35 See Blunden (1990), Friedman (1962), Samm (1967), Uhlenbruck (1968).

36 See Buchanan (1975, p.3)
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Consequently, they argue that the central bank should be subordinated to the
government.

Goodhart (1993a, pp.15-16) points out that,

“[T]he argument is not really about co-ordination, but about which policy
instrument should move first and have primacy. Under Keynesian policy
modalities of the 1950s and 1960s, fiscal policy had primacy; the fiscal
deficit was decided first, and monetary policy then adjusted to achieve the
desired level of interest rates, given the deficit. With an independent
Central Bank, monetary policy is aimed at achieving stable prices. The
government, and Treasury, can still vary fiscal policy as they prefer. But in
so far as such fiscal measures are assessed by the Central Bank as affecting
the course of inflation, the Central Bank will vary interest rates in a
counter-vailing fashion”.

Consistency is also needed between interest rate policy and exchange rate
policy (almost invariably in the hands of Treasury/Minister of Finance). As Fischer
contends (1994, p.55), the very effectiveness of central bank independence will
depend upon the choice of exchange regime made by the Government. A system of
fixed exchange rates greatly curtails the room for manoeuvre of an independent
central bank in the conduct of monetary policy.

3. Incentives and Bureaucratic Behaviour

“Bureaucratic theory”, in line with public choice theory, suggests that the
central bank will seek its own benefit and prestige instead of the general welfare
(Toma, 1986). This argument can be reversed however, if the prevention of inflation
is regarded as the central bank’s primary task, central bankers will maximize their
reputation by striving for price stability. The New Zealand contractual approach
offers the central bank governor a great incentive to achieve the policy target fixed
by the Minister of Finance; if he fails to meet the target he loses his job37. The
introduction of a monetary incentive would also reinforce the governor’s incentive
to accomplish his target.

C. Conclusion: Accountable Independence

In my opinion the arguments in favour of central bank independence outweigh
those against it. The main argument against independence is the democratic
legitimacy of such an institution free from political control. However, a possible
democracy deficit can be prevented by providing adequate sources of
accountability. Central bank independence can never be absolute. In a democratic

37 The New Zealand contractual approach has been the object of recent game theory studies under the
principal-agent model. The governor is seen as an agent of the political principals. See Walsh (1993)
and Persson and Tabellini (1993). Appendix I provides a copy of the “Policy Targets Agreement” (the
“contract”) signed by the governor and the Minister of Finance in December 1992.
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state it needs to be an “accountable independence”. I claim that this necessary
accountability should be a “diversified accountability”, as I explain below, certainly
including parliamentary control, but also including control by judicial tribunals, as
well as cooperation with, but no subordination to, the Executive.

IV. THE LEGAL ARTICULATION OF ACCOUNTABLE CENTRAL BANK
INDEPENDENCE.

Despite the importance of the de facto independence, CBI requires the protection
of a binding legal and institutional framework. Legal provisions, on the one hand,
should be directed towards the organization of the central bank and to its
institutional relationships with the Government. I will call such provisions “organic”
safeguards. Other provisions should legislate both the functions of the central bank
and the scope of powers entrusted to it. I will refer to these latter provisions as
“functional” or “operational” guarantees. Legal provisions should also refer to the
different ways in which central banks can be held accountable for their actions.

Where appropriate I use examples of several central bank laws, especially of the
Federal Reserve Act and the Bundesbank Act. I also refer to some provisions of the
Maastricht Treaty and the ESCB Statue38.

There is no single model for CBI. There is no magic recipe for “perfect” CBI.
However, a law on CBI should take into account the different categories that I
analyze in this section, which can be regarded as a blueprint for the legal articulation
of accountable CBI.

A. Organic Safeguards of Central Bank Independence.

1. Appointment

The central bank appointment process should be pluralistic39. By that I mean
participation by other bodies or economic agents besides the Government:
representatives of the central bank itself; others from the regions, Member States or
geographic areas of the country; representatives of the regulated sectors of the
economy (for example, banking and financial institutions); interest groups (e.g.,
consumers, farmers, workers employed in different sectors of the economy); and the
shareholders in those Central Banks in which ownership is, either completely or
partially, private. The particular nature of such non-governmental participation will
vary from country to country.

38 For a list of the legislative instruments used in the preparation of this paper see Appendix 2.

39 Typically a central bank may have up to 2 or 3 tiers of governing bodies. One level is generally a
supervisory level (in the USA the Board of Governors, in Germany the Central Bank Council) and the
other level is generally a regular decision-making or executive body (in the USA the Federal Open
Market Committee, in Germany the Directorate). The president, chairman or governor of the Central
bank generally chairs the governing bodies.
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One might even consider the appointment by Parliament of some of the
members of the Board of Directors40. This proposal, which addresses in principle the
“democratic deficit” concern, might, however, lead to undesirable results: If
Parliament is dominated by the Executive, i.e., by the political party in power, it
might be tempted to make appointments purely on the basis of political patronage
or by willingness to adhere to the government’s economic policy, thereby
undermining the purpose of independence.

A good example of a pluralistic structure is given by the new French
Monetary Policy Council. The French law on CBI (1993) prescribes that Governor
and other members of the Monetary Policy Council will be appointed by the Council
of Ministers, and shall be selected from a list of three candidates for each of the
members to be appointed. The list is to be jointly proposed by the President of the of
the Senate, the President of the National Assembly, the Vice President of the
“Conseil d’Etat”, the President of the Economic and Social Council, the “premier”
President of the “cour de Cassation” and the “premier” President of the “Cour des
Comptes” (Court of Auditors).

In Germany, according to the Bundesbank Law, the President of the
Bundesbank and its Directorate are appointed by the President of the Federal
Republic, on nomination by the Federal Government, which in urn consults the
Central Bank Council.  The Central Bank Council consists of the Directorate together
with the Presidents of the “Land Central Banks”. The latter are nominated by the
Bundesrat (Parliament) and appointed by the Government, based on proposals from
an appropriate authority of the “Land” concerned, pursuant to consultations with
the Central Bank Council.

In the United States, under the Federal Reserve Act, the seven members of the
Federal Reserve Board of Governors are appointed by the President, with the advice
and consent of the Senate. The President designates two members of the Federal
Reserve Board of Governors are appointed by the President, with the advice and
consent of the Senate. The President designates two members to be the Chairman
and Vice-Chairman respectively, whose designations must also receive the Senate’s
advice and consent. The Federal Open Market Committee comprises the seven
members of the Board of Governors and five Reserve Bank presidents, one of which
is the President of the Federal Reserve Bank o New York. Three members are known
as Class A directors, who are required to be representatives of the member banks,
and may themselves be bankers. Three others are known as Class B directors, who
must represent industry, commerce and agriculture in the district and must no be

40 This is the case in Denmark, whether eight members of the Board of Directors are appointed by
Parliament. In Sweden, all members of the Riksbank’s Governing Board, except for the Governor, are
appointed by Parliament (Sparve, 1992). Sweden is the only OECD country to have membership of its
Board divided along political party lines. After each general election to Parliament, the members of
the Governing Board are appointed. In this manner, changes in public opinion are immediately
reflected in the make up of the Governing Board. It is usually argued in Sweden that the desire for
change should be reflected not only in fiscal policy, but also in monetary and exchange rate policy
(both of which are the responsibility of the Riksbank).
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officers, directors or employees of any bank. The other three are known as Class C
directors and are appointed by the Board of Governors of the Federal Reserve
System. From among these Class C directors, the Board appoints the regional
Chairmen and Vice-Chairmen.

Under the Maastricht Treaty, the Council of the European Union, after
consultation with the European Parliament and the Governing Council of the ECB,
will recommend candidates for President, Vice President, and other members of the
Executive Board of the ECB. These officers then shall be appointed by common
accord of the governments of the member States at the level of Head of state.

2. Terms of Office

Central bankers should have a sufficiently long term of office to safeguard
independence and to avoid politization and short-term perspectives. A tenure
longer than that held by legislators serves these ends. A shorter term of office could
make central bankers vulnerable to political pressures.

In the Bundesbank, for example, the President, the Directorate and the
presidents of the Land Central Banks are appointed for a term of eight years (which
is renewable). Within the Federal Reserve System, the members of the Board of
Governors are appointed for fixed terms of 14 years. The Chairman and Vice-
Chairman are appointed for four-year terms. The nine members of the Board of
Directors of the Federal Reserve Banks hold office for three years.

In the ESCB, the President, the Vice President and the other Members of the
Executive Board shall be appointed for a period of eight years. The Governors of the
national central banks shall have a term of office of no less than five years. Some
Member States, such as Spain and France have already amended their legislation to
comply with this requirement.

3. Dismissal

CBI is enhanced if the governor and other members of the governing bodies
cannot be dismissed by the political authorities in the event of displeasure with the
policies of the bank. Reasons for dismissal should be clearly defined and may
include: criminal offence or serious misconduct, permanent incapability, serious lack
of fulfillment of their obligations (to be judged by independent courts of justice, not
by the Government).

The members of the Bundesbank Directorate cannot be removed from office
before their term except for reasons which lie in their person (interpreted as guilty of
crime or serious misconduct) and if the initiative comes from themselves or the
Central Bank Council. Under the Federal Reserve System, each member is subject to
removal “for cause” by the President.
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The governor of the Reserve Bank of New Zealand can be removed from
office if he fails to meet his target (section 49 of the RBNZ Act).

Article 11.4 of the ESCB Statue provides that: “If a member of the Executive
Board no longer fulfills the conditions required for the performance of his duties or
if he has been guilty of serious misconduct, the Court of Justice may, on applications
by the Council or the Executive Board, compulsorily retire him”, and article 14.2
provides that: “The Governor –of a national central bank- may be relieved from
office only for serious cause resting in his person”.

4. Suitability and Salary

Central bankers should have professional skills that correspond to their
functions (monetary policy and banking supervision, for example) and should also
have “professional independence”. The “suitability” of candidates would be
enhanced by adequate tests of their experience, knowledge and ability to accomplish
central bank policies.

Monetary incentives can be used to attract talented candidates to a central
bank, to reward high performance and foster dedication. Indeed, a monetary
incentive mechanism acts, in this way, both as an “organic” and a “functional”
guarantee of central bank independence. Specifically, it would require high initial
salaries which are then increased or decreased according to the individual’s ability
to perform tasks properly and to achieve stipulated goals. The Governor’s success in
controlling inflation, for example, would be rewarded with a bonus or increase in
salary. On the other hand, should the Governor fail to achieve price stability he or
she would be “penalized” in some way41.

5. Prohibitions Applicable to Central Bank Officials While in
Office.

To avoid conflicts of interest, central bankers must not be diverted from their
professional responsibilities during their terms of office. To ensure full-time
dedication, a list of incompatible or disqualifying activities should be established.
For example, a central banker should not simultaneously be a financial adviser to a
private company, an employee of a bank, or a member of Parliament.

In Germany, Bundesbak directors “hold office under public law” and
therefore are precluded from simultaneously holding private-sector jobs”42. Within
the Federal Reserve System, “members of the Board shall devote their entire time to

41 Goodhart (1994b, p.1442) points out that as an external advisor to the Reserve Bank of New
Zealand before the 1989 Act, he advocated relating bonus to senior officials to the outcome, relative to
the target.

42 See Bundesbank Law, Article 7 (4).
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the business of the Board”. In addiction, the Federal Reserve Act provides: No
member of the Board of Governors of the Federal Reserve System shall be an officer
or director of any bank, banking institution or trust company; and before entering
upon his duties as a member of the Board he shall certify under oath that he has
complied with this requirement43.

The ESCB Statute provides similar restrictions. Paragraph 2 of article 11.1
stipulates that: “Members shall perform their duties on a full-time basis. No member
shall engage in any occupation, whether gainful or not, unless exemption in
exceptionally granted by the Governing Council”.

6. Restrictions on Central Bank Officials After They Leave Office.

Central bank officials should also be limited in their ability to pursue private
employment in credit and financial institutions for a reasonable period following
their term of office. These restrictions are designed to preclude their susceptibility to
“private” incentives while in office. Such provisions are particularly necessary for
central banks that are responsible for regulating the banking industry, to avoid the
“capture” of the regulator by the regulated institutions.

Central bankers should also be temporarily ineligible to become government
officials after their term in office. This limitation is aimed at avoiding or mitigating
political influence during their tenure with the central bank.

However, if central bankers are temporarily ineligible for government
positions and for posts in financial institution, how are they going to make a living
when they leave the office? One possible solution is given by the Bank of Spain
Autonomy Law, which entitles central bankers to receive 80% of their salary for two
years after they leave office, “unless the individual holds a paying post or activity in
the public or private sector, except for teaching” (Article 26).

In the Federal Reserve System, “members of the Board shall be ineligible
during the time they are in office and for two years thereafter to hold any office,
position, or employment in any member bank, except that this restriction shall not
apply to a member who has served the full term for which he was appointed”. The
only such restriction in the ESCB Statute is found in Article 38.1, which calls for
professional secrecy “even after... duties have ceased”. The Statute, however, does
not specify what central bankers should not do after their terms expire.

7. Liaisons with Treasury/Minister of Finance.

There is a trade-off between, on the one hand, consistency in the conduct of
general economic policy and the need for cooperation between the central bank and
the government, and on the other hand, some of the guarantees that protect central

43 See 12 USC @241 and @244.
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bank independence. Thus, by preventing a member of the government from being at
the same time a member of the central bank governing body w sacrifice greater
cooperation to achieve a greater degree of independence. This quandary over
restrictions on the interchange and liaison of staff is one of the most difficult and
controversial issues in the discussions about guarantees of central bank
independence.

In Germany, according to article 13 (2) of the Bundesbank Law: “The
members of the Federal Government shall be entitled to attend meetings of the
Central Bank Council They shall have no right to vote, but may propose motions. At
their request decisions shall be deferred for up to two weeks”. And, article 13 (3)
states: “The Federal Government should invite the President of the Deutsche
Bundesbank to attend its discussions on important monetary policy matters”
Although there is no formal liaison or interchange of staff members, the Bundesbank
and the Ministry of Finance work together closely in national and international
bodies such as the International Monetary Fund.

This right to attend meetings, but no to vote has also been adopted by the
new central bank laws in Spain and France.

In the Unites States, there is some interchange of staff between the Fed and
the Treasury. In addition, there are numerous committees that provide formal
liaison functions between the two organizations.  The Chairman meets from time to
time with the President of the United States and regularly confers with the Secretary
of the Treasury and the Chairman of the Council of Economic Advisers. A luncheon
meeting with Treasury officials is generally held each week, attended, as availability
permits, by the Chairman or Vice-Chairman of the Board of Governors and perhaps
another Board member, and by the Deputy Secretary of the Treasury or the Under
Secretary of the Treasury for Monetary Affairs, as well as by senior staff of both
institutions. Members of the Board’s staff are in close touch with their counterparts
throughout the government. They have frequent, informal contacts with the staffs of
such agencies as the Council of Economic Advisers, the Treasury and the Office of
Management and Budget on economic matters, and with the Treasury and the Office
of Management and Budget on economic matters, and with the Treasury, the
Comptroller of the Currency, the Federal Deposit Insurance Corporation, the
Federal Home Loan Bank Board, and the National Credit Union Administration on
regulatory and legal matters.

Because of the EU’s unique structure, the ESCB will have to maintain liaison
with public authorities on two levels:

a. Liaison with Community Institutions:

The President of the Council of the European Communities and a member of
the Commission may participate, without having the right to vote in meetings of the
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Governing council of the European Central Bank (ECB). The President of the
Council may submit a motion for deliberation to the Governing Council of the ECB.

The President of the ECB shall be invited to participate in Council meetings
when the Council is discussing matters relating to the Objectives and tasks of the
ESCB.

The ESCB cannot seek or take any instructions from Community institutions.
The Community institutions may not seek to influence the ECB or the national
central banks. According to the declaration of Article 107 of the Maastricht Treaty,
the ESCB will be independent in performing all its tasks and duties, and not only in
its monetary policy functions. An implication of this article is that the independence
of the ESCB has to be based upon the independence of the ECB and of each of the
participating national central banks. Therefore, the Member States of the EU are to
change their legislations and make their central bank independent from their
correspondent national governments (as required by article 108 and 109 e.5 of the
Maastricht Treaty).

b. Liaison with national Governments:

Under 107 of the Maastricht Treaty, neither the ECB nor any national central
bank may seek or take any instructions from governments of Member States. In turn,
the Member States cannot seek to influence the ECB or the national central banks.

B. Functional Safeguards of Central Bank Independence.

1.  Limitations on Lending to the Public Sector.

The government’s access to borrowing from the central bank is governed both
by central bank laws and regulations implementing them. A prohibition or
limitation on financing the public sector’s deficits or monetizing public debt is a
classic indication of central bank economic independence. This prohibition refers
both to:

 (a) Direct credit to the Government. If such credit were to be allowed it
should only be (i) in a limited amount, (ii) subject to the discretion of the central
bank, i.e., not automatic, (iii) at a market interest rate (discount rate) and (iv)
explicitly temporary44.  (b) Purchases of Government securities directly form the
issuer (in the primary market). The prohibition does not generally extend to
purchases of public sector debt in the secondary market.

 The Maastricht Treaty prohibits the financing of government deficits via
central bank credit (both though direct overdrafts and through purchases of public
debt instruments in the primary market). This ban on deficit monetization is to be
applied in the course of State 2 of European Monetary Union (which started on 1

44 See Grilli et al. (1991)
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January 1994)45.  Maastricht contains other measures to promote fiscal restraint, such
as the prohibition of privileged access by the governments to financial institutions.
Moreover, according to Maastricht, a country needs to have a sustainable
government financial position – among other convergence criteria- in order to be
considered fit for EMU (such sustainability is defined as 3% of Government deficit
to GDP and 60% of Government debt to GDP).

 The Chilean case probably represents one of the strictest prohibitions on
central bank financing of Government expenditures46.

 German legislation on the monetary system includes decisive measures that
forbid the access by the state to central bank credit47. In the United States, because
the Fed enjoys independence from the Treasury Department, it is not compelled to
monetize the Government’s budget deficits.

2. Conduct of Monetary Policy.

An independent central bank should be responsible not only for
implementing monetary policy, but also for determining or formulating its
substantive content. This requires freedom to use a sufficient array of market
instruments whose application is not restricted by administrative regulations or
political interference.

This independence in the conduct of monetary policy will be conditional
upon the statutory goal. When such a goal is broadly defined, as in Germany, the
central bank has at its disposal a variety of instruments and possible intermediate
targets. When such a goal is narrowly defined, as in New Zealand, the central bank
is constrained in its operational freedom by the policy target fixed by the Minister of
Finance. The issue of a possible optimal trade-off between independence and
accountability is raised again; what is lost in independence is gained in
accountability and vice-versa.

The U.S. Federal Reserve System is responsible for the determination and
implementation of monetary policy (to achieve a variety of goals that include stable

45 See Article 104 in combination with article 109e. In accordance with article 104 of this Treaty,
overdrafts or any other type of credit facility with the ECB or with the national central banks in
favour of Community institutions or bodies, central governments, regional, local or other public
authorities, other bodies governed by public law or public undertakings of Member States shall be
prohibited, as shall the purchase directly from them b the ECB or national central banks of debt
instruments.

46 Such prohibition has been even “constitutionalized”. Article 98 of the 1980 Constitution says that
no public expenditure or loan can be financed with direct or indirect credit form the central bank,
unless in case of war or danger of war. See also Article 27 of the 1989 Chilean Central Bank Law.

47 Following the Maastricht requirements, the authorization which permitted the Bundesbank to
grant short-term cash advances to public authorities (section 20.1) has been revoked. See Bundesbank
(1994).
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prices, but also growth and employment). However, as monetary policy is decided
by the Federal Open Market Committee which is comprised of seven members of
the Board who are appointed by the President (and of five Reserve Bank Presidents,
who are appointed by the Board), there is still some room for political influence. The
Treasury Department also influences monetary and credit conditions through,
among other things, its revenue and expenditure policies, its debt management, and
the size of its money balance.

As for the ESCB, according to article 3 of the ESCB Statute, one of the tasks of
the System is “to define and implement the monetary policy of the Community”.
One of the principles embodied in the ESCB Statue is that responsibility for
monetary policy is indivisible. Monetary policy will be a single unity, “one piece”
that cannot be shared. The ECB will have the responsibility both for the formulation
and implementation of monetary policy, with the goal of achieving price stability.

3. Regulatory Powers

The legitimacy of statutory instruments and regulations issued by the central
bank, as opposed to those issued by the Government, is especially contentious is
some civil law countries. However, if we are to entrust and independent central
bank with powers and responsibilities, it seems logical to accord it a rule-making
role. In particular, the central bank should be permitted to issue regulations both as
part of its banking supervisory and monetary policy functions.

4. Financial Autonomy

The powers of the governing bodies of an independent central bank with
respect to the Treasury or Ministry of Finance may be extended through the
provision of financial and budgetary autonomy to the Bank. Most central banks
have power over their own resources, even if they lack monetary policy
independence. Central Banks, unlike other public institutions, often generate
considerable profits. In the United States, the Fed enjoys full financial and budgetary
autonomy. In Germany, the Bundesbank has the power to prepare and approve its
own accounts.

5. Decisional Autonomy

The powers of the Governor and Board of Directors with respect to the
Ministry of Finance or Treasury are also defined by the decision-making processes
of the central bank’s governing bodies. Typically, a dependent central bank is
required by law to secure prior government approval of its policies, particularly
monetary policy. An independent central bank, on the other hand, should be subject
only to informal contacts or, preferably, non-binding consultations with the
government in order to carry out its policies. In terms of the extent of government
intervention in central bank activities, I consider “non-binding consultations” to be a
middle ground between a requirement of prior approval (the most intrusive) and a
requirement simply to maintain “informal contacts” (the least intrusive).  Subjecting
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the central bank to such consultations would require greater cooperation, and hence
more accountability, than simply allowing the bank to proceed on the basis of
informal contacts with the government.

The Bundesbank is independent from the Government in the conduct of
monetary policy, but it must cooperate with the Government. The Bundesbank
needs the Federal Government’s approval in order to participate in institutions
serving the purposes of supranational monetary policy or international payments
and lending.

In the United States, monetary policy decisions are made by the Federal Open
Market Committee of the Federal Reserve System, which also enjoys formal
independence form, but is subject to informal contact with, the Executive. In theory,
each regional Reserve Bank can determine the discount rate applicable to the short-
term loans it provides to its members, subject to review and determination by the
Board. In practice, however, the integration of regional markets into one national
market and the establishment of national economic goals have meant that the Board
accepts only one national discount rate. The regional officers’ decisions on the use of
the discount window are also coordinated through periodic meetings of the Reserve
Bank’s lending officers48. Decisions of the Board are reached by simple majority
vote.

In theory, an independent central bank should be able to pursue objectives
that may conflict with those of the government. This is particularly true if the bank
is the only authority responsible for monetary policy. However, in order to avoid the
debilitating emergence of a “state within the state”, the laws should clearly define
the circumstances and conditions under which such conflict and disagreement is
permissible.

In principle, the Bundesbank can act contrary to the government’s economic
objectives. In practice, however, the conflict may be resolved in favour of the
government’s goals, as shown by the process of German reunification when the
Bundesbank was overruled by the government, with an expansion of government
expenditure that threatened price stability. The Act contains no provisions for cases
where serious differences of opinion and tensions may arise between the
Government and the Central Bank, but it does include regulations which commit
both sides to cooperation and mutual consultation.

Conflicting interests are also possible under the Federal Reserve System.
Policy conflicts may be discussed in different forums, typically between the
chairman of the Board of Governors, the Secretary of the Treasury, the Chairman of
the Council of Economic Advisers, and the Director of the Office of Management
and Budget. In addition, the Federal Reserve Act refers to the “Reservation of
powers of the Secretary of the Treasury”, stating: “wherever any power vested by
this Act in the Federal Reserve Board ... appears to conflict with the powers of the

48 See Fair (1980).
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Secretary of the Treasury, such powers shall be exercises subject to the supervision
and control of the Secretary”49.

The Maastricht Treaty does not require formal approval of ESCB’s monetary
policy, or any other decisions taken in performance of the ESCB’s tasks, either by the
EU institutions or national governments. As previously noted, article 107 explicitly
forbids the members of the ECB and national central banks from receiving any
instructions from either the Community or national political institutions.

Article 4 of the ESCB Statute requires that Community and national
authorities consult the ECB in relation to any proposed Community act or any draft
legislative provision within its field of competence. It also provides that the ECB
may frame opinions for submission to the appropriate Community institutions or
bodies or to national authorities or matters within its field of competence, and that it
may publish it decisions.

Article 25.1 of the ESCB Statute proclaims that the ECB shall be entitled to
offer advice and be consulted on “Community legislation” relating to the prudential
supervision of credit institutions and to the stability of the financial system”. Article
25 (2) further provides that “in accordance with any decisions of the council under
Article 105 (6) of this Treasury, the ECB may perform specific tasks concerning
policies relating to the prudential supervision of credit institutions and other
financial institutions with the exception of insurance undertakings.”

C. Accountability

Although independence is one side of the coin, a central bank also must be
accountable in a democratic state. Such accountability should be “diversified”,
including both parliamentary and judicial control and a certain degree of
accountability to executive bodies.

1. Accountability to Executive Bodies

To avoid an undemocratic “state within the state”, the central bank should
provide certain information, reports and advice to the government upon demand.
This is particularly necessary when cooperation between the central bank and the
government is not strong, that is when there are only informal contracts, when there
is no interchange of staff between the Treasury and the central bank, and when no
member of the Government is part of the central bank’s Board of Directors.

Examples of this type of accountability are found in Germany and in the
United States. New Zealand offers the strongest example of accountability to the
Executive. In Germany, the Bundesbank Law (Article 13.1) provides: “The Deutsche
Bundesbank shall advise the Federal Government in monetary policy matters of
major importance and provide it with information on request”. In the United States,

49 See 12 USC @246.
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the Fed formally reports to Congress but also gives advice and information to the
Executive upon demand. In New Zealand, the Minister of Finance fixes the policy
targets to be met by the Governor. The Minister may alter those policy targets.
Ministerial control and the possibility of political “override” in New Zealand benefit
accountability to the detriment of independence.

2. Accountability to Legislative Bodes.

Making a Central Bank answerable to the legislature could mean one of two
things: (a) Either direct control by Parliament, if we exempt the central bank form
the government’s general responsibility; (b) Or reporting requirements to
Parliament, both on a periodic (ordinary) and extraordinary basis. However, if
Parliament is dominated by the Executive, as it is often the case in the United
Kingdom and in Spain, this source of accountability may in fact make the Central
Bank responsive only to the ruling party. Such a result would be directly contrary to
the goal of insulating the central bank from pressures inherent in partisan politics.

The solution to this problem is not readily apparent, since it would imply a
change in the current functioning of the democratic state in many countries. There
are, however, mechanisms to alleviate this problem. One such mechanism is the
strengthening of the role of minorities in Parliament, for example by requiring that a
member of the opposition be chairman of the relevant parliamentary committee or
sub-committee that is in charge of reviewing the central bank’s performance50. More
radical proposals include proportional representation or other methods for greater
direct participation by citizens in the governance of a country.

Accountability, however, des not necessarily politicize a central bank. It
means that the central bank should provide a justification of its actions. Parliament
would not be allowed to change decisions that are made legally, and therefore its
supervision would mean that the central bank must simply account for its actions,
both before Parliament and before the public. The central bank will be judged for the
reasonableness of its actions, not only by the Parliament and by the Executive, but
also by society, since the central bank will need the support of the financial and non-
financial community.

The Bundesbank publishes an annual report, which is presented to
Parliament (though the Bundesbank does not have a formal accountability to the
Bundestag and Bundesrat). However, Parliament is always empowered to change
legislation, to remove its independence, and to dissolve the Bundesbank.

In the United States, the Fed is formally accountable to Congress, as the Fed is
an institution under Congress. The Board of Governors is required to submit an
annual report of its operations to the Speaker of the House of Representatives, “who
shall cause the same to be printed for the information of the Congress”, and special
reports twice each year on the state of the economy and the System’s objectives for

50 See Congdon (1991).
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the growth of money and credit. The Chairman [representing the Board] is
responsible for reporting on the on the goals and conduct of monetary policy twice a
year to both Houses of Congress51. Both the Chairman and the Other Board
members often testify before the Joint Economic Committee of Congress and other
Congressional committees.

If the main source of democratic accountability is parliamentary control, the
ESCB would clearly suffer from a “democratic deficit” if the role of the European
Parliament were insignificant. However, the Maastricht Treaty strengthens the role
of the European Parliament, thus diminishing the extent of such a “deficit”.

It is also argued that the existence of the ESCB would be democratic,
legitimate and accountable once the Maastricht Treaty has been approved by the
Member States and ratified by their national parliaments. In my opinion, however,
accountability cannot be guaranteed by the fact that the initial stage of its creation is
democratic. It is in its continuing operations and policies, in the “life” of the ESCB,
that the System must be subject to democratic control.

3. Accountability to Judicial Bodies.

The Judiciary should control the lawfulness of the Central Bank’s operations
and decisions in the fulfillment of is functions. Moreover, the Court of Auditors
should control the accounts and practices of the Central Bank, in order to avoid lack
of transparency, particularly if the Bank enjoys budgetary and financial autonomy.

In Germany, the Bundesbank Act refers to the representation of the
Bundesbank in court and to jurisdictional issues. The annual accounts are audited
first by one or more auditors appointed by the Central Bank Council in agreement
with the Federal Court of Auditors. Then the audit report of the auditor servers as
the basis for the audit which the Federal Court of Auditors carries out.  Finally, the
audit report of the auditor together with the comments of the Federal Court of
Auditors thereof shall be communicated to the Federal Minister of Finance.

In the United States, the Fed, as an administrative agency set up by Congress,
is subject to judicial review of its decisions. The General Accounting Office annually
audits Fed’s accounts.

Article 35 of the ESCB Statute ensures that the acts of the ECB are subject to
the same judicial control as the acts of other Community institutions52. Article 35.6 of
the Statute refers to the jurisdiction of the European Court of Justice in disputes

51 These are the Humphrey-Hawking hearings, under the Full Employment and Balanced Growth Act
of 1978. The Chairman of the Fed testifies in front of the Senate Committee on Banking, Housing and
Urban Affairs, and the House Committee on Banking, Finance and Urban Affairs.

52 In accordance with Article 173, 175 and 184 of the Maastricht Treaty have been modified, providing
for the review of the legality of the decisions of the ECB by the Court of Justice.
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concerning the fulfillment of obligations under this Statute by a national central
bank.

In terms of auditing and transparency, article 27.1 of the ESCB Statute refers
to the need for the accounts of the ECB and the national central banks to be audited
by independent external auditors recommended by the Governing Council and
approved by the Council.

V. STABLE MONEY AND SOUND BANKING

Though independence is often advocated as regards monetary policy, I claim
that it is also necessary in the conduct of banking supervision and regulation.
Independence to pursue stable money should be accompanied by independence to
pursue sound banking (in the long-run stable money and sound banking go hand in
hand)53. If the Government delegates the conduct of monetary policy recognizing its
own limitations in the face of inflationary temptations, similarly, it can delegate the
conduct of prudential supervision, acknowledging its own limitations in
safeguarding the safety and soundness of the banking system. If the central bank is
not directly in charge of bank regulatory activities, then I would claim that the bank
regulatory agency also needs to be independent from political guidelines.

I divide the banking supervisory process into four stages: licensing (stage 1),
monitoring of asset quality, and key liquidity and capital requirements during the
healthy life of the bank (stage 2 or supervision stricto sensu)54, sanctioning (stage 3)55

and crisis solving (stage 4), which includes the lender of last resort role (4a) in the
case of illiquidity, and deposit insurance in the case of insolvency (4b). The
Government often delegates some supervisory functions to the Central Bank, though
it can retain responsibility for some of the stages (e.g., licensing and closing of
banks) and it can also delegate responsibility for some of the stages to another
agency or institution.

The discussion of the issue of independence in banking supervision, requires
the previous analysis of the issue of whether or not the central bank should have a
micro-supervisory role56. Goodhart and Schenmaker (1993) put forth that the main

53 Cukierman (1994, p.1445) argues that in the short-run, there may be a temporary trade-off between
financial stability and price stability.

54  My claim that independence is also necessary in banking supervisions mainly refers to this stage 2,
or supervision stricto sensu.

55 The ultimate sanction is the revocation of a bank license, i.e., closing the bank.

56 However, even if one believes that central banks must have some responsibility for banking
supervision, it does not follow that central banks should be independent in the conduct of this
function. Friedman (1962) raises the “capture” of the regulators by the regulates as an objection
against an independent central bank, suggesting that it wound “give undue weight and emphasis to
the point of view of bankers since, in modern societies, although analytically distinct, credit and
interest rate and monetary policies are closely related to each other”. It may be worth recalling,
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arguments for separating monetary and supervisory functions are the potential
conflicts of interest (e.g., if interest rates are kept low because of concern with the
prefrability of the banking system, while purely monetary concerns suggest higher
rates) and the likely preferability of a single financial regulator (in a context of
increasing blurring of frontiers between different types of financial intermediaries).
They also contend that the main arguments against separation are the central bank’s
lender of last resort role (especially in the case of systemic failure) and its oversight
function in the payment system (whether or not the central bank participates in the
operation of that system).

Another argument against separation is the need for consistency between
monetary policy and banking supervision. Those formulating monetary policy must
have a comprehensive and intimate understanding of the workings of the banking
system, and the supervisors of banks must understand the policy environment
within which they operate. Monetary policy, the quintessential central bank function
today, clearly affects the working of the banking system, no only when it operates
through instruments of direct monetary control, such as interest rate controls or
credit limits, but also when it operates through market related instruments, such as
open market operations, reserve requirements and discount policies, that modify the
reserve positions of banks. Even those central banks without de iure prudential
responsibilities over individual banks, such as the Bundesbank, keep a constant
relation and exchange of information with the supervisory agency (in the case of
Germany, the Federal Banking Supervisory Office).

There are also advantages of synergy in placing banking supervision under
the central bank, because of the knowledge that central banks possess about the
health of individual credit institutions and of the financial system as a whole (due to
its lender of last resort role, the central bank has a keen interest in monitoring the
solvency of the institutions to which it may eventually have to lend to). These
advantages of synergy can particularly be exploited in some developing countries,
where the scarcity of qualified economists and financial experts may justify pacing
supervision under the central bank’s umbrella. Salaries and other benefits tend to be
better for central bankers than for other public officials. Therefore, central banks are
likely to attract higher quality recruits than other public institutions. Moreover, in
many developing countries, the research department of the central bank is often the
best and sometimes the only policy research group in the country.

The debate about central bank’s supervisory responsibilities (and about CBI
as regards banking supervision) is linked to the discussion about central bank goals
and their history. The Federal Reserve System was set up in 1913 “to establish a

however, that Friedman (1982) opposed the independence of the Fed not only in banking
supervision, but also in monetary policy and that he suggested that it would be better “to make the
Federal Reserve a bureau in the Treasury (...) or to put the Federal Reserve under direct congressional
control. Either involves terminating the so-called independence of the system”.
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more effective supervision of banking”57, following the banking crises of the XIX th
and XX th century (attributable to the inability of banks to convert their demand
deposits into cash). Fed conceives of its monetary policy as having been largely
grafted onto its supervisory functions58, and regards its supervisory and regulatory
functions as a prerequisite and complement to its monetary policy responsibilities.
The debate in 1993 about consolidation of the supervisory agencies was also a
debate about the extent of Treasury’s involvement in the regulation and supervision
of the banking system; while the Office of the Comptroller of the Currency (OCC) is
an agency under Treasury, the Federal Reserve System enjoys independence from
Treasury. The Bundesbnk was set up in 1957 and was granted independence in the
conduct of monetary policy in order to fulfil its mandate of securing the domestic
value of the currency. The Bundesbank does not have direct supervisory
responsibilities; arguably, by focusing on monetary policy, the Bundesbank avoids
the risks of damage to its own reputation59. The Bank of England lacks formal
independence both in monetary policy and in banking supervision (its original
ratinale was government finance). Although the Bank of England has long had
influence over the commercial banks and their activities, the Bank only acquired
formal supervisory responsibilities in 1979, which were then strengthened in 1987,
following the Johnson Matthey Bankers’ crisis. The short history of banking
supervision in the UK has been tainted by the criticism the Bank of England received
about its handling of the BCCI affair60, which is a reminder that banking
supervision, whether in the hands of the central bank or of another agency, is
generally a thankless task, criticized by many, appreciated by very few.

In order to upgrade the quality of international banking supervision, central
bankers of the extended “Group of Ten” (G-10) countries set upon in 1975 the Balse
Committee of Banking Supervision, to coordinate prudential supervisory matters.
Central bankers in this forum exercise a considerable degree of independence in the
design of international banking rules (monetary policy remains the main function of
these central bankers in their domestic domains; the Committee as such discusses
only prudential issues). It is interesting to observe the attention paid to supervisory
issues –within this Committee- by central bankers of countries where prudential
supervision is the responsibility of another agency61; it evidences the connectios

57 See introduction to the Federal Reserve Act of 23 December 1913.

58 See Goodhart (1988, p.7).

59 Posen (1993, p.48) argues that central bank supervision of the banking system is detrimental to anti-
inflationary policies, and that financial sector opposition to inflation tends to be higher where a
universal banking system is in place. Since this assertion is based on the experience of mainly one
country –Germany- I find Posen’s evidence on this point inconclusive.

60 See Bingham report (1992).

61 Though in those cases where banking supervision is the responsibility of another agency, such an
institution is also represented on the Balse Committee. E.g., in the case of Germany, both the
Bundesbank and the Federal Banking Supervisory Agency are represented. In the case of the USA,
the institutions represented on the Committee are the Federal Reserve Board, the Federal Reserve
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between the conduct of monetary policy and issues of systemic risk in the banking
system. The discussions require technical competence and the accords adopted so
far have been formulated with a considerable degree of political insulation. The risk-
weighted capital framework adopted in 1988 has become a market test for bank
solvency62.  Therefore, at the international level, there is an implicit acceptance of a
degree of practical “independence” of central bankers when regulating and
supervising the activities and operations of international banks.

By analogy with the practical independence enjoyed by central bankers at the
Basle Committee of Banking Supervision, the exercise of supervision stricto sensu
(i.e., the monitoring of asset quality and key liquidity and capital requirements)
should be, in my opinion, depoliticized too, on grounds that it will help foster and
sound banking system, which is a necessary condition for maintaining monetary
stability. A certain degree of independence is needed to protect regulators from
political pressures. I would argue that the S&L debacle might have been prevented
or at least mitigated if non-political considerations would have prevailed more
firmly.

Once a situation explodes into a crisis, however, especially if it has systemic
implications, some63 governmental assistance or involvement may be needed,
because of the potential disruptive effects on the nation’s economy as a whole and
the possible social unrest. Central banks, with or without fully-fledged supervisory
responsibilities, do generally have a lender of last resort role (stage 4a). Though
theoretically the LOLR provides assistance to illiquid, but still solvent banks, in
practice the distinction between illiquidity and insolvency is difficult to make64, due
to the non-marketability of loans (unless securitized), funded by short-term liquid
liabilities, and to the existence of information asymmetries. Moreover, in the case of
a bank run, a situation of illiquidity may quickly turn into insolvency, because once
the bank has depleted its inventory of liquid assets, it will start selling its illiquid
assets at a loss. Though the central bank should exercise its discretion in the
provision of emergency liquidity assistance with a certain degree of insulation from

Bank of New York, the Office of the Comptroller of the Currency and the Federal Deposit Insurance
Corporation.

62 Goodhart (1993b) interestingly argues that there is an inbuilt conflict between the imposition of
generalized prudential regulations. (e.g., the Basle Capital Accord) and the macro monetary stability,
since the former must bite harder at times of (asset price) deflation, and chance must, to some extent,
aggravate the accompanying credit contraction.

63 I emphasize “some”, because “too much” governmental assistance (or involvement) would
certainly create problems of “moral hazard”.

64 Goodhart and Schoenmaker (1993, p.18) argue that “with an efficient money and inter-bank
market, a commercial bank that is generally believed to be solvent, can; almost always, obtain
sufficient additional money to meet its liquidity difficulties... Thus, the exercise of the Lender of Last
Resort function... will generally occur in circumstances where the solvency of the borrower is subject
to doubt”.



POR: ROSA MARÍA LASTRA.

33

the political authorities, the decision cannot be totally depoliticized when the failure
of an individual institution is prone to trigger a contagious, systemic failure65.

Whether or not licensing (stage 1) and closing (stage 3) of banks, within or
without the domain of central banks, should be under political control will depend
on the economic and political circumstances, the level of corruption and nepotism
and other considerations66. Further research on the optimal allocation and degree of
political insulation of these stages of the supervisory process is needed.

In Germany, licensing, supervision and closing of banks are often regarded as
governmental functions, which is why they should not be conducted by an
independent central bank. Thus, Germany opposes –at least in theory- both the
central bank’s direct involvement in supervision and also the depolitization of
banking supervision. It is interesting to note that, mainly due to German opposition,
the yet-to-be-created European System of Central Banks is not entrusted with a clear
supervisory role (Lastra, 1992). The practical implication of the present arrangement
is that if the ESCB is set up, all supervisory responsibilities (including licensing,
supervision, sanctioning, lender of last resort and deposit insurance) will remain at
the national level, and, generally, under a “political umbrella”. Therefore, those
central banks with supervisory responsibilities will continue to exercise them at a
national level (no with supervisory responsibilities will continue to exercise them at
a national level (no “centralized” banking supervision). Yet, an integrated financial
market, based upon the directives and principles that constitute the banking policy
of the European Union, should alleviate some of the shortcomings of different bank
regulatory systems throughout the Member States of the Union. The principle of
mutual recognition is based on a prior minimum harmonization of essentials to be
supervised or regulated across the Union, which is intended to provide a degree of
convergence in the provision of banking and financial services across the
Community67.

Besides the German opposition to a supervisory role for the ESCB (the ESCB
is largely patterned upon the Bundesbank model), there are two interesting issues in
Germany that I am presently exploring in my research: bank-securities and bank-
corporate relations. The German financial system, hich is basically equivalent to the
German banking system due to the predominance of banks and to the lack of

65 As regards Stage 4b (deposit insurance), Goodhart and Schoenmaker (1993) provide a study of the
allocation and funding of deposit insurance schemes.

66 When I was working at the IMF, I participated in a number of technical assistance projects which
recommended to some countries in Africa the development of a depoliticized bank regulatory and
supervisory system. The prevention of corruption and the safeguard of some degree of technical
competence and expertise (rather than political considerations) were some of the motives underlying
such recommendations.

67 I am presently conducting research on the implications of this WU policy for Member States and
prospective Members.
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independent securities firms, has undoubtedly played a key role in the industrial
development of the country. The existence of cross-shareholding relationships as
well as the participation of executives of the largest banks in the supervisory boards
of German multinationals are two interesting features of the German system of
corporate governance, that may also justify Government’s concern as regards the
supervision of banks, thus purposely circumscribing the independence of the
Bundesbank to the pursuit of price stability.

VI. CONCLUDUNG REMARKS

Though the concept of central bank independence has political, economical,
legal, constitutional and sociological implications, in this paper I generally refer to
CBI as a credible institutional arrangement to conduct a monetary policy directed
towards price stability. In my opinion, CBI has three equally important dimensions:
organic, functional and professional. The first two dimensions require the protection
of a legal binding framework. The third dimension is part of the de facto
independence which is determined by personality issues, political circumstances,
actual practices and other issues.

Independence is only one side of the coin. In a democratic community,
accountability is also necessary. In my opinion this should be a “diversified
accountability”, including parliamentary control, but also encompassing judicial
control. It should also include cooperation with the executive to ensure a flow of
information and advice.  This institutional articulation of accountability (dispersed
trough the three branches of the State), needs to be complemented by the other
dimensions of accountability, namely public support, disclosure and performance
control.  The latter is conditional upon the statutory goals.

There are arguments in favour and against central bank independence. In my
present view, the former outweigh the latter. The main argument against
independence is the democratic legitimacy of such an institution free from direct
political control. Yet, a possible democratic deficit can be prevented by providing
adequate sources of accountability. The main argument for independence –the need
for credibility and long-sightedness of monetary policy- is supported by economic
theory, and seemingly by empirical evidence. However, I raised a number of
observations on the conclusiveness of such evidence, given the fact that legal
independence before 1989 only existed in the USA, Germany and Switzerland. I also
pointed out that law enactment without law enforcement is useless, which is an
important consideration for the success of legal CBI in the developing world.
Moreover, I emphasized that CBI alone does not guarantee rice stability. Other
factors and institutional arrangements need to be in place in order to make
independence effective in terms of inflation control.

I provided a detailed statutory framework which protects, through specific
legislation or regulations, the “democratic depolitization” of the central bank. Legal
provisions, on the one hand, should be directed towards the organization of the
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central bank and to its institutional relationships with the Government. I called such
provisions “organic safeguards”. Other provisions should legislate both the
functions of the central bank and the scope of powers entrusted to it. I referred to
these latter provisions as “functional” or “operational” guarantees. Finally, legal
provisions should also refer to the different ways in which central banks can be held
accountable for their actions.

There is a trade-off between independence and accountability that I pointed out
throughout the paper. Too much independence may lead to the creation of a
democratically unacceptable “state within the state”. Too mucho accountability
threatens the effectiveness of independence. Some legal provisions enhance
independence to the detriment of accountability. Some other provisions benefit
accountability to the detriment of independence, such as the political override
permitted in the Reserve Bank of New Zealand Law. The optimal trade-off between
independence and accountability varies from country to country.

Though independence is generally advocated as regards monetary policy, I claim
that independence is also necessary in the conduct of banking supervision and
regulation. Independence to pursue stable money should be accompanied by
independence to pursue sound banking, because a sound banking system is a
necessary condition to maintain monetary stability. I briefly surveyed in this paper
the reasons for independence in banking supervisions and the issue or whether or
not the central bank should be in charge of banking supervision.

CBI is no panacea. There is no single model for CBI, nor a single recipe to
guarantee success in controlling inflation. But CBI is a useful institutional
arrangement, which helps support the credibility of a country’s commitment to
stable money and sound banking.
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APPENDIX 1

POLICY TARGETS AGREEMENT

This agreement replaces that signed under section 9 (4) of the Reserve Bank of New
Zealand Act 1989 (the Act) between the Minister of Finance (the Minister) and the
Governor of the Reserve Bank of New Zealand (the Governor) on 19 December 1990.

It is made under section 9 (4) of the Act, and also under section 9 (1) of the Act, so
that it shall also apply during the Governor’s next term of office.

In terms of section 9 of the Act, the Minister and the Governor agree as follows:

1. Price Stability Target

Consistent with section 8 of the Act and with the provisions of this agreement,
the Reserve Bank shall formulate and implement monetary policy with the
intention of maintaining a stable general level of prices.

2. Measurement of Price Stability

(a) In pursuing the objective of a stable general level of prices, the Bank
will monitor prices as measured by a range of price indices. The
formal price stability target will be defined in terms of the All
Groups Consumers Price Index (CPI), being the measure that is
monitored most closely by the public.

(b) For the purposes of this agreement, 12-monthly increases in the CPI
of between 0 and 2 percent will be considered consistent with price
stability.

3. Derivations from the Targets

(a) There is a range of possible price shocks arising from external
sources, certain government policy changes, or a natural crisis
which are quite outside the direct influence of monetary policy. The
Banks shall generally react to such sifts in relative prices in a
manner which prevents general inflationary pressures emerging.

(b) This approach means that the CPI inflation rate can be expected to
move outside the 0-2 percent range in response to particular shocks.
The principal shocks are considered to be:
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1. Significant changes in the terms of trade arising from an
increase or decrease in either import or export prices.

2. An increase or decrease in the rate of GST, or a significant
change in other indirect tax rates.

3. A crisis such as a natural disaster or a major disease-
induced fall in livestock numbers which is expected to
have a significant impact on the price level.

4. A significant price level impact arising from changes to
government or local authority levies: and

5. A movement in interest rates that causes a significant
divergence between the change in the CPI and the change
in the CPI excluding the interest costs component.

(c) In the event of such shocks, the Reserve bank shall be fully
accountable for its handling of the price effects, and in particular,
for any movements outside the 0-2 percent bank. In each Policy
Statement made under section 15 of the Act, the Bank shall detail
fully its estimate of the direct price impact of any such shock and
the impact on the Bank’s achievement of the price stability target.
The Banks shall also detail what measures it has taken, or proposes
to take, to ensure that the effects of such shocks on the inflation rate
are transitory.

4. Renegotiation of the Targets

The policy targets are established on the understanding that the monetary
policy instruments available to the Bank are adequate to achieve the
objective. The Governor shall inform the Minister if he considers that any
changes in the availability or effectiveness of theses policy instruments
impair the conduct of monetary policy. The Minister and the Governor
may then set new policy targets.

5. Implementation

(a) The Bank shall implement monetary policy in a sustainable,
consistent and transparent manner.

(b) Each Policy Statement released by the Bank under section 15 of the
Act shall contain a statement of how the Bank proposes to
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formulate and implement monetary policy to ensure that price
stability is maintained over the succeeding five years.

16 December 1992
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APPENDIX 2
LEGAL DATA ON CENTRAL BANK INDEPENDENCE

US Federal Reserve Act. 191368

Swiss National Bank Act, 1953

German Bundesbank Law, 1957

Reserve Bank of New Zealand Act, 1989

* Law of the Central Bank of Chile69, 1989 (only available in Spanish)

Maastricht Treaty on European Union (including ESCB Statute), 199270

* Law of the Central Bank of Argentina, 1992 (only available in Spanish)

* Law of the Central Bank of Venezuela, 1992 (only available in Spanish)

Organic Law and Statutes, national Bank of Belgium, amended in 1993.

Statutes of the Banque de France, 1993

Law of the Central Bank of Philippines, 199371

* Law of the Central Bank of Mexico, 1993 (only available in Spanish)

Czech Central Bank Act of 1993

Law of Autonomy of the Bank of Spain, 1994.

68 The Fed’s objectives were further articulated by Congress in the Employment Act of 1946 and the
Full Employment and Balanced Growth Act of 1978.

69 The law was enacted following a constitutional mandate: Article 97 of the Constitution of the
Republic of Chile

70 Though the Treaty was signed on February 2, 1992, it only came into force on November 1, 1993,
following ratification by all Member States in accordance with their constitutions.

71 The Law was enacted following a constitutional mandate: Article XII of the Constitution of the
Philippines, 1987.


