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Is There a Cost to Having an
Independent Central Bank?

In recent years, many economists have argued
that average inflation can be kept low if central
banks are insulated from political pressures. Po-
litically independent central banks, it is argued,
will be less likely to give in to pressures to adopt
expansionary monetary palicies for political pur-
poses, and, therefare, will be able to deliver
lower average inflation. Indeed, using a variety
of measures of independence, a number of re-
searchers have documented empirically the
association between greater central bank in-
dependence and lower average inflation (for a
survey, see Cukierman 1992).

But are there costs associated with keeping infla-
tion down? This Weekly Letter examines recent
evidence on the relationship between measures
of real economic performance, such as output
growth, and measures of central bank independ-
ence. The evidence suggests that central bank
independence, while associated with low infla-
tion, is not associated with either slower of more
volatile economic growth. Mareover, given that
low inflation helps to reduce arbitrary wealth
transfers and economic uncertainty, an inde-
pendent central bank is likely to enhance eco-
nomic welfare.

Independence and the conduct

of monetary policy

The usual reason cited to explain the correlation
between independent central banks and lower
average inflation is that independent central
banks are often viewed as more concerned with
achieving and maintaining low inflation than pol-
iticians are, Thus, independent central banks

are similar to other systems of *“checks and bal-
ances” in a democratic society: An independent
central bank would tend to offset a bias towards
excessive inflation that is commonly thought to
characterize monetary policy that is not guided
by a specific mandate or rule on inflation. While
society benefits from lower average inflation as a
result, it also gets a less activist monetary policy.
By placing greater weight on its inflation goals,
the central bank might be willing to tolerate
greater fluctuations in real economic activity
and unemployment.

A recent study of 16 major industrial economies
by Alesina and Summers (1993) attempts to de-
termine if central bank independence is associ-
ated with either slower real growth or greater
economic fluctuations, Perhaps somewhat sur-
prisingly, they find that the degree of central bank
independence is not related to average real GDP
growth or average unemployment, nor to meas-
ures of the volatility of economic growth or
unemployment, nor to the average level of real
interest rates. These are important findings, since
they would seem to indicate that central bank in-
dependence yields lower and less volatile infla-
tion at no cost in terms of slower average real
growth, higher average unemployment, or in-
creased economic fluctuations,

Before drawing very strong policy conclusions
from this work, however, it is important to deter-
mine whether these findings hold for a larger set
of countries. And since economists have disa-
greed over how to measure central bank inde-
pendence, it is also of interest to determine if
these results still hold when using different in-
dexes to measure central bank independence.

What is central bank independence?

Most research has focused on two dimensions of
central bank independence. One, usually called
political independence, represents the degree to
which a country’s central bank has policy objec-
tives that are insulated from political pressures to
expand aggregate demand rapidly. Political inde-
pendence is influenced by institutional structure,
such as the process for appointing the bank’s pol-
icymaking board, and the existence of explicit
policy goals, such as price stability. For example,
a central bank with government representatives
and political appointees with short terms of of-
fice on its policymaking committee would be clas-
sified as having a low degree of independence.

The second dimension of independence, called
economic independence, is the degree to which
the central bank is free to use its policy instruments
to pursue its objectives. In some countries, the
central bank must finance government deficits;
suchacentral bank lacks economic independence,
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since it cannat control the extent to which gov-
ernment deficits are monetized.

Alesina and Summers employ as their measure of
central bank independence an index that is an
average of measures of political and economic
independence. Among the 16 countries exam-
ined, Germany and Switzerland are ranked as
having the most independent central banks, with
New Zealand having the least (prior to the 1989
reform of the Reserve Bank of New Zealand).
The U.S. is ranked just below Germany and
Switzerland.

Formal institutional independence may bear no
relationship to the actual degree of independ-
ence enjoyed by a central bank. For example,
Cukierman, Webb, and Neypati {1992) con-
structed a measure of independence based on
the legal description of the bank’ structure and a
measure based on surveys of experts in each coun-
try who were asked to assess the independence
the central bank had in practice. The analysis
covered 24 countries and found no correlation.
That is, a central bank ranked as highly inde-
pendent by one measure was no more likely to
be highly ranked than lowly ranked on the other
index (see Walsh 1993).

The Bank of Japan (BQ)J) provides an interesting
case in point, The BOJ is legally subordinate to
the Ministry of Finance. For this reason, Cukier-
man, Webb, and Neypati (CWN) rank it as hav-
ing little formal independence. In fact, they rank
it below even the pre-reform Reserve Bank of
New Zealand, the Bank of italy and the Bank of
Spain. In contrast, Alesina and Summers rank the
BO)J as having a degree of independence slightly
above the average in their sample, because, over
the past 20 years, it has operated much like the
mast independent central banks in keeping infla-
tion at low levels. Part of the explanation may lie
in the connection found by Cukierman, Edwards,
and Tabellini (1992) between inflation and politi-
cal instability. Countries with unstable political
cultures, with frequent changes in office by com-
peting political parties, are more likely to gen-
erate pressures on the central bank to follow
inflationary policies. Until the elections of 1993,
Japan had been governed by a single party for
nearly 40 years. Cargill and Hutchison (1990)
argue that, with the LDP party holding a monop-
oly on power, it was unnecessary to exploit the
government’s control over the Bank of Japan to
engage in expansionary policies. It will be inter-

esting to see if more competition for electoral
control also leads to greater political pressure on
the Bank of Japan.

Independence and economic activity
Converting a description of a central bank’ in-
stitutional and policymaking structure into an
index of independence of necessity involves
judgment calls. Therefore it is useful to see if
measures of central bank independence other
than the one employed by Alesina and Summers
display any relationship to average real growth
or measures of economic fluctuations. To investi-
gate this, | used the CWN index of legal inde-
pendence which covers 68 countries, compared
to the 16 analyzed by Alesina and Summers. Data
on real per capita GDP were obtained from the
Penn World Table (Summers and Heston 1991).
Focusing on the period from 1971 to 1985 yielded
a sample of 60 countries for which both the
CWN iindex and real per capita GDP data were
available,

To explore the effects of using an alternative
measure of central bank independence the aver-
age growth rate of real per capita GDP and its
standard deviation (a measure of its volatility)
can be compared to the CWN index of inde-
pendence for the same countries used by Alesina
and Summers, Such an analysis shows a slight
negative relationship between central bank inde-
pendence and average GDP growth. However,
this is the result of one data point—Japan—
which had the highest average growth rate over
this period and has the least independent central
bank according to CWN. If Japan is dropped
from the sample, or if the BO) is reclassified ac-
cording to Alesina and Summers’ ranking, any
relationship between growth and central bank
independence disappears.

Using the CWN index of central bank independ-
ence in place of the Alesina-Summers measure,
therefore, provides some further evidence in sup-
port of their finding that, for the industrialized
countries, the degree of central bank independ-
ence is unrelated to average real economic
growth or its fluctuations. This result, however,

is based on a small group of countries. Since the
CWN index is available for a large number of coun-
tries, one can examine the robustness of the find-
ing when the number of countries in the sample
is greatly expanded. Figure 1 shows the average
growth rate of real per capita GDP and its stand-
ard deviation for 60 countries for 1971 to 1985.

Figure 1 shows no apparent relationship between
central bank independence and either average
income growth or its volatility. More formal sta-
tistical analysis is consistent with the absence of



Figure 1
GDP Growth and its Standard Deviation
1971-1985: CWN-Based Sample
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any relationship. This holds even if the two out-
liers with extreme output fluctuations (Nicaragua
and Uganda) are excluded.

Conclusions

Using an alternative measure of central bank in-
dependence and examining a larger sample of
countries serves to confirm the findings of Ale-
sina and Summers: There appears to be no as-
sociation between a country’s real economic
performance, as measured by average growth or
its volatility, and the degree of political and eco-
nomic independence enjoyed by its central
bank. Many researchers, however, have docu-
mented a negative association between average
inflation and central bank independence. While
both the degree of independence granted the
central bank and the average inflation rate reflect
fundamental attitudes of the population, coun-
tries that insulate their central banks from direct
political pressure do not seem to suffer adverse
effects on real incomes.

Inflation imposes significant costs on an econ-
omy, particularly by causing arbitrary wealth
redistributions and heightened economic uncer-
tainty. These costs clearly lower the level of real
income and overall economic welfare, and there
is some evidence that inflation may even lower
long-term average real growth (see Motley 1993).

[

Consequently, a policy of price stability is seen
by many as the most important contribution
monetary policy can make to ensuring desirable
real economic performance. While there cer-
tainly may be important transitional costs to
eliminating existing inflation, greater political
control over the conduct of monetary policy
seems to result in higher average rates of inflation
with no apparent gain in average real economic
performance.

Carl E. Walsh
Visiting Scholar, FRBSF
Professor of Economics, U.C. Santa Cruz

References

Alesina, A., and L. Summers. 1993, “Central Bank In-
dependence and Macroeconamic Performance.’
Journal of Money, Credit and Banking, 25 (May)
pp. 151-162.

Cargill, TF., and M. Hutchison. 1990. “'Monetary Pal-
icy and Political Economy: the Federal Reserve and
the Bank of Japan!’ In The Political Economy of
American Monetary Policy, ed. T. Mayer, pp. 165—
180. Cambridge University Press.

Cukierman, A. 1992, Central Bank Strategy, Cred-
ibility and Independence. Cambridge: MIT Press,

. S. Edwards, and G, Tabellini. 1993.
“Seigniorage and Political Instability!” American
Economic Review 82, pp. 537-555.

. 5. Webb, and B. Neypati. 1992. “The
Measurement of Central Bank Independence and
its Effect on Policy Qutcomes.” The World Bank
Economic Review 6, pp. 353--398.

Motley, B. 1993. “Growth and Inflation: A Cross-
Country Study’’ Federal Reserve Bank of San Fran-
cisco Working Paper 93-11.

Summers, R., and A. Heston. 1991. “The Penn World
Tables (Mark 5): An Expanded Set of International
Comparisons, 1950-1988." Quarterly Journal of
Economics 106 (May) pp. 327-368.

Walsh, C.E. 1993. *'Central Bank Strategy, Credibility
and Independence: A Review Essay” Journal of
Monetary Economics 32 (Qctober).

Opinions expressed in this newsletter do not necessarily reflect the views of the management of the Federal Reserve Bank of
San Francisco, or of the Board of Governors of the Federal Reserve System. o
Editorial comments may be addressed 1o the editor or to the author. . . . Free copies of Federal Reserve publications can be

obtained from the Public Information Department, Federal Reserve Bank of San francisco, P.O. Box 7702, San Francisco 94120.

Phone (415) 974-2246, Fax (415) 974-31341.

-.l -



