
Determinants and  
Effects of Central Bank  
Independence Reforms
Mats Landström

Department of Economics 
Umeå School of Business and Economics 
Umeå University, Sweden
Doctoral thesis 2013



Department of Economics 
Umeå School of Business and Economics  
Umeå University, SE-901 87 Umeå, Sweden
www.econ.umu.se

Determinants and  
Effects of Central Bank  
Independence Reforms
Mats Landström



Umeå Economic Studies, No. 869

© Mats Landström

Department of Economics, Umeå School of Business 
and Economics, Umeå University, Sweden.

ISBN 978-91-7459-768-4
ISSN 0348-1018

Electronic version available at http://umu.diva-portal.org/

Printed by: Print & Media, Umeå University.

Umeå, Sweden 2013/08019



Determinants and Effects of

Central Bank Independence Reforms

by

Mats Landström





Abstract

This thesis consists of four empirically oriented papers on central bank

independence (CBI) reforms.

Paper [1] is an investigation of why politicians around the world have

chosen to give up power to independent central banks, thereby reducing

their ability to control the economy. A new data-set, including the possible

occurrence of CBI-reforms in 132 countries during 1980-2005, was collected.

Politicians in non-OECD countries were more likely to delegate power to

independent central banks if their country had been characterized by high

variability in inflation and if they faced a high probability of being replaced.

No such effects were found for OECD countries.

Paper [2], using a difference-in-difference approach, studies whether CBI

reform matters for inflation performance. The analysis is based on a dataset

including the possible occurrence of CBI-reforms in 132 countries during the

period of 1980-2005. CBI reform is found to have contributed to bringing

down inflation in high-inflation countries, but it seems unrelated to inflation

performance in low-inflation countries.

Paper [3] investigates whether CBI-reforms are important in reducing

inflation and maintaining price stability, using a random-effects random-

coefficients model to account for heterogeneity in the effects of CBI-reforms

on inflation. CBI-reforms are found to have reduced inflation on average by

3.31 percent, but the effect is only present when countries with historically

high inflation rates are included in the sample. Countries with more mod-



est inflation rates have achieved low inflation without institutional reforms

that grant central banks more independence, thus undermining the time-

inconsistency theory case for CBI. There is furthermore no evidence that

CBI-reforms have contributed to lower inflation variability

Paper [4] studies the relationship between CBI and a suggested trade-off

between price variability and output variability using data on CBI-levels,

and data the on implementation dates of CBI-reforms. The results question

the existence of such a trade-off, but indicate that there may still be potential

gains in stabilization policy from CBI-reforms.

JEL classification: E52; E58; P48.

Keywords: Monetary policy; institutional reform; central banking;

price stability; political economy; delegation; institutional economics; in-

flation; time-inconsistency; accountability.
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Summary

1 Introduction

Monetary policy theories concern the effects of monetary instruments on the

growth and stability of macroeconomic variables. Recent theories on cen-

tral banking, however, are also concerned with the institutional structure

of the policy-making authority and how it affects the macroeconomy. An

important trend in international economic politics during recent decades is

the increase in central bank independence (CBI). Cukierman (2008, p. 723),

for example, notes that “most central banks in today’s world enjoy substan-

tially higher levels of both legal and actual independence than twenty years

ago or earlier”. This thesis asks why so many countries have implemented

CBI-reforms, and what the effects are of this change in the institutional

framework of the central bank.

Paper [1] investigates why politicians have chosen to delegate power from

themselves to an independent central bank, thereby reducing their own abil-

ity to influence the business cycle. At least from a public choice perspective

(Nordhaus, 1975), this decision seems puzzling. We therefore collected a

new data-set on the possible occurrence of CBI-reforms in 132 countries,

and investigated what factors determine the likelihood of a CBI-reform.

At the same time, with few exceptions, countries all over the world have

seen a remarkable improvement in inflation during the last three decades.

This improvement is seen in the recent lower prevalence both of hyperinfla-

tion in less developed countries, and of high inflation in the OECD countries,

where double-digit inflation was not unusual three decades ago. The ques-

tion is whether this dramatic reduction in inflation can be explained by the
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implementation of CBI-reforms. Papers [2] and [3] investigate this issue, us-

ing two different empirical methods. In paper [2], a difference-in-difference

approach is used to study whether countries that implemented CBI-reforms

performed better in terms of inflation than those that did not. One prob-

lem with this approach is that it does not account for heterogeneity in the

effects of CBI-reforms on inflation. In paper [3], we therefore estimate a

random-effects random-coefficients model. This method has the advantage

that it accounts for country-specific unobserved heterogeneity in inflation,

as well as allowing for unobserved heterogeneity in the effects of CBI-reforms

on inflation. The questions whether announcement effects are present, and

whether the implementation of CBI-reforms affect inflation variability, are

also addressed in Paper [3].

Finally, paper [4] asks whether there exists a suggested relationship be-

tween inflation variability and output variability, and also whether CBI-

reforms influence any such trade-off.

The next section provides a theoretical background of the determinants

and effects of CBI reform. Section 3 presents the previous empirical re-

search concerning why CBI-reforms are implemented, and how such reforms

affect inflation, inflation variability and the suggested trade-off between in-

flation and output variability. Section 4 summarizes the four papers. Fi-

nally, Section 5 consists of a summary of the dissertation as a whole as well

as suggestions for further research.
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2 Theoretical Background

2.1 Determinants of CBI-reform

It is something of a puzzle that politicians choose to give up control over

monetary policy when they know that, at least in the short run, it can in-

fluence unemployment and output levels. It is particularly surprising from a

public choice perspective, since if it is possible to manipulate macroeconomic

variables before an election, we would expect opportunistic politicians to do

so. While not overwhelming, there seems to be some empirical evidence of

this (Mueller, 2003, p. 446-7).

The theoretical explanations as for why politicians indeed do imple-

ment CBI-reforms include the will to reduce high inflation due to the time-

inconsistency of monetary policy (Rogoff, 1985). But it has also been sug-

gested (Cukierman, 1994) that CBI-reforms might be implemented to main-

tain a low rate of inflation that has already been achieved i.e., as a safeguard

against future incautious politicians. Another theory is that CBI-reforms are

implemented, especially in less developed countries, to signal creditworthi-

ness to foreign investors, when government debt is relatively high (Maxfield

1997). Because many less developed countries have the problem of a high

debt-ratio, a delegation of monetary policy to an independent central bank

may signal creditworthiness. The International Monetary Fund (IMF) can

also demand more CBI as a prerequisite for obtaining funds. Further, Posen

(1993) has argued that the observed negative correlation between CBI in-

dices and inflation is not causal, because both are determined by financial

opposition to inflation, suggesting that CBI- reforms have been implemented
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in countries where the financial sector is influential. It is also possible that

the level of political stability of a country determines the level of CBI. A

high level of instability could imply delegation of policy to a more indepen-

dent central bank, in order to restrict possible policy actions of a future

administration, now in opposition. On the other hand, a high probability of

government change could make the current policymakers more short-sighted,

implying a more dependent central bank (Eijffinger and de Haan, 1996). It

has also been argued (Posen, 1993, Forder, 1996, Hayo, 1998) that CBI

and commitment to low inflation are jointly determined by social attitudes,

reflecting public opposition to inflation.

2.2 CBI and inflation

The relationship between inflation and employment has always been of in-

terest to macroeconomists. In a classic study, using historical data from

the UK, Phillips (1958) found a stable trade-off between wage changes and

unemployment. Samuelson and Solow (1960) presented this trade-off as a

menu for policymakers, suggesting that they could exploit it to lower unem-

ployment at the expense of higher inflation.

However, a consensus has emerged among macroeconomists, due among

other things to pioneering work by Phelps (1967) and Friedman (1968), that,

in the long run, the only goal that policymakers can successfully achieve

with monetary policy is price stability. This is because the equilibrium

unemployment rate, or natural rate, determines actual unemployment in

the long run. In the short run, however, monetary policy is non-neutral,

due to nominal rigidities (Galí, 2008), and therefore there is a short run
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choice between targeting inflation and targeting unemployment. But, if the

unemployment target of the policymakers is too ambitious, i.e. lower than

the natural rate, so that the target for output is higher than its natural rate,

then there will be an inflation bias (Kydland and Prescott, 1977).

Inflation bias means that there will be a higher inflation rate in equilib-

rium than the inflation target, due to time-inconsistency of optimal mon-

etary policy.1 The reason for this is that the policy rule that monetary

policymakers follows might not be credible, even though it may be optimal.

Optimal means that the rule, if followed by the policymakers and acted upon

by the public in determining contracts, would result in the target level of

inflation. However, the mere announcement of a low-inflation target, and

an associated policy rule, is usually not enough to achieve credibility if the

public has reason to expect future expansionary monetary policy. If the

public expected contractionary monetary policy, and hence lower inflation,

and was expected to act on that belief, then monetary policymakers would

have an incentive for an expansionary monetary policy. A rational public

will foresee this possibility and negotiate contracts under the expectation

that monetary policy will in fact be expansionary. Hence an inflation bias,

due to time-inconsistency.

Barro and Gordon (1983a,b) argued that the solution to this problem

was to subject monetary policymakers to a strict low-inflation rule. But

again, for this solution to work, following the rule must also be credible,

and this is not the case if pure reputational forces are weak. Therefore,

1 It has been noted (Bofinger, 2001) that the first-best solution for policymakers to
achieve an unemployment rate close to the target would be the removal of microeconomic
distortions in the labor market. This issue is not investigated in this thesis.
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researchers have focused on designing institutional arrangements to make a

low-inflation rule credible. This has usually meant some removal of monetary

policymaking authority from elected politicians. Rogoff’s (1985) solution

involved the delegation of monetary policymaking to a conservative central

banker, that is, one that would put a lower weight on the loss associated with

unemployment than would society at large, resulting in lower inflation in

equilibrium. Conservative might also mean taking a longer view, discounting

the future less in a repeated policy-game context (Cukierman, 1992; Bofinger

2001).2

One such institutional design is for politicians to delegate monetary pol-

icy to an independent central bank, thus removing decisions about monetary

policy from short term policy pressures. Giving more independence to a cen-

tral bank can thus be seen as a commitment device for the government.

However, this can be questioned on various grounds. It has been sug-

gested, for example, that time-inconsistency is not solved by CBI reform,

but only relocated (McCallum, 1997), because politicians can always revoke

their delegation of monetary policy. Thus, to solve the time-inconsistency

problem, the costs of revocation must be high enough to make the delegation

credible.

It has also been argued that low inflation does not depend on CBI.

Blinder (1998, p. 41), for example, claimed that lower inflation “came from

determined, but discretionary, application of tight money. Rather than seek-

2There has also been research on performance contracts, beginning with Persson and
Tabellini (1993) and Walsh (1995), concerned with subjecting central bankers to incen-
tives so as to achieve optimal monetary policy and thus remove inflation bias, but this is
peripheral to the issues discussed here.
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ing short-term gains, central banks paid the price to disinflate. As in the

Nike commercial, they just did it”. It has also been suggested that CBI and

a commitment to low inflation are both determined by social attitudes, and

that a statistical correlation between CBI and inflation then says nothing

about causality (Forder 1996; Hayo, 1998).

2.3 The inflation-output variability trade-off

Most modern macroeconomic models imply neoclassical behavior in the long

run. More specifically, while the models leave room for a short run trade-off

between the level of real activity in the economy and inflation, no such trade-

off exist in the long run. In the long run, the "Phillips-curve" relationship

between inflation and output is thus vertical, as already emphasized by

Friedman (1968) and Phelps (1967). Hence, the only variable whose level

monetary policymakers can successfully influence in the long run is inflation.

However, a number of papers have emphasized that there may still be a

trade-off between inflation variability and output variability for policymak-

ers (Taylor, 1992, 1993, 1994, 1998). Such a trade-off has also been noted in

some policy discussions (Bernanke, 2004). This is consistent with the nat-

ural rate hypothesis that monetary policy cannot affect average output, and

means that policymakers face a choice from a policy menu of variability in

the macroeconomic variables that they may care about, but not their levels.

There have been some theoretical papers (Dittmar et al., 1999; Svensson,

1999), exploring the consequences of such trade-offs for the conduct of mon-

etary policy. The theory behind the derivation of the trade-off can be stated

as: Policymakers in an economy being affected by an aggregate supply shock
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can move the economy faster towards the long run level of output, but at

the expense of higher volatility in inflation levels. Or the policymakers can

choose to decrease the inflation variability, but at the expense of an increased

variability in output. Hence, they face a policy menu, from which they can

choose an optimal point, depending on their preferences.

Other studies have been more critical to the existence of a trade-off

between price variability and output variability. Ball (1994), for example,

questions whether policymakers really face such a trade-off since a successful

policy should be able to reduce both variances, and that the implications

for policy depend on Taylor’s quadratic loss function. Friedman (2006) also

questions the existence of a Taylor-curve on the basis that it is not inferred

from experience, but rather depends on the assumption that central banks

have both a price-stability target and an output-stability target. According

to Friedman (2006, p.4): "The Fed exists to define a monetary system, In my

opinion, it has one and only one function: to keep the price level steady".

Implied in this critique is the possibility of monetary policy being far from

efficient, that is, far from an (implicitly efficient) trade-off curve.

3 Previous Empirical Research

3.1 Why Implement CBI-reforms?

Although over the years there have been many theoretical explanations as to

why politicians might implement CBI-reforms, there have until recently been

very few systematic empirical studies regarding this question. Early studies

(de Haan and Van’t Hag, 1995; Cukierman and Webb, 1995; de Haan and
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Siermann, 1996; Bagherei and Habib, 1998) used cross-country data, and

investigated what determines a given CBI-level. Note that these studies

only explain cross-country differences, and not why politicians choose to

implement CBI-reforms. What is needed then are studies that gather data

on the occurrence of CBI-reforms, to be able to identify what the factors

are that determine the likelihood of CBI-reform.

Acemoglu et al (2008), although concerned mostly with the effects of

CBI-refoms, noted the interaction of policy reforms and the political insti-

tutions of a country. They report evidence that CBI-reforms reduced infla-

tion in countries with intermediate political constraint, but not where the

constraints were strong or weak. Although they note the potential benefits

from economic reform, their study also suggests other political-institutional

factors that might influence the policymakers´ decision of whether or not to

implement reforms, that are not directly connected to the potential benefits

of reform.

Alesina (2008) noted in his comments to their paper that the same polit-

ical factors that might determine whether a reform is successful or not will

be important for whether the reforms are adopted in the first place. From

this follows the suggestion that, not only will reforms be more effective if

the underlying political conditions are right, it is also likely that potentially

beneficial reforms will only be made when the political conditions are right.

Connected to this is also the questions on how inefficient institutions

and policies came about in the first place. Acemoglu et al (2008) argue

that analysis of policy reform should start with an understanding of such

distortional constraints. They note accidents/mistakes, or that politicians

9



Summary

have preferences distinct from the public, or that reforms are hard to imple-

ment due to, for example, politically powerful beneficiaries of the inefficient

policy, as examples of such constraints.

3.2 CBI and Inflation

Most of the early studies investigating the connection between CBI and

inflation used different CBI indices to measure the degree of legal central

bank independence (CBI). These studies (e.g., Cukierman, 1992; Alesina

and Summers, 1993; and Grilli et al., 1991) found a negative correlation

between average inflation and the degree of legal central bank independence

using cross-country data from developed countries, suggesting that inflation

might be brought down by CBI reform. On the other hand, for a group of

less-developed countries, no such relationship was found (Cukierman et al.,

1993).

More recently there have been numerous studies questioning these earlier

results for various reasons. First, the validity of CBI indices is problematic,

because researchers using them must choose which aspects of independence

to include, and how much weight to give them. CBI indices might thus differ

a lot when it comes to ranking countries. Forder (1996, 1998), for example,

showed that the results were not robust since small and plausible changes of

the CBI indices resulted in no correlation between CBI and inflation. Klomp

and De Haan (2010a) summarized the empirical literature on the relationship

between inflation and CBI using meta-regression analysis, also showing that

the estimated relationship between inflation and CBI was sensitive to the

choice of CBI-index.

10
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There have also been a few empirical studies which found that the degree

of CBI did not determine inflation. For example, Hayo (1998) found that

public attitudes determined a low-inflation culture, with the formal design

of central banking institutions being only one aspect. Posen (1995) argued

for the importance of societal support for CBI, and identifies in particular

financial sector support for CBI as important for the achieving price stability.

The question of causality has also been raised, because statistical corre-

lation says nothing about whether the level of CBI determines inflation, or

whether causality might run in the other direction. A study by Daunfeldt

and de Luna (2008) of implementation dates of CBI-reforms in OECD coun-

tries showed that, in most countries, price stability was actually achieved

before CBI-reforms were implemented. Stabilization of inflation also seems

to have preceded CBI-reforms in some Latin American countries (Jácome

and Vasquez, 2008). Furthermore, the probability that a central bank gov-

ernor would be replaced was positively related to inflation (Dreher et al.,

2008), perhaps suggesting that causality ran from inflation to turnover.

Campillo and Miron (1997) found evidence suggesting that formal insti-

tutional arrangements, such as CBI, also may be relatively unimportant

compared to less formal ones such as openness or political stability.

It has been argued (Walsh, 2008) that the difference between de facto

independence, defined as independence of the central bank as actually imple-

mented, and de jure independence, defined as CBI based on legal documents,

is small in highly developed countries; whereas large differences might exist

in more developing countries. Cukierman et al. (1992) therefore argued that

the turn-over rates of central bank governors would better reflect de facto

11
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CBI than CBI-indices. Cukierman et al. (1992) and De Haan and Kooi

(2000) are examples of studies that have used the turn-over rates of central

bank governors, instead of CBI-indices, to investigate how the independence

of central banks influences inflation rates. Both found that higher turn-over

rates of central bank governors in general are associated with higher inflation

in developing countries, but not in more developed countries.

There seems to be a pattern in the literature, where many later studies

are in general somewhat less optimistic than earlier studies about whether

CBI lowers inflation. Also, many later studies evaluated the effect of CBI

on inflation from other methodological perspectives. For example, Klomp

and de Haan (2010b), using a random coefficient model, analyzed how in-

flation was related to turn-over rates and a CBI-index in over 100 countries

from 1980-2005. They found no significant relationship between CBI and

inflation, and therefore concluded "that CBI may be less important than

generally thought"(p. 453).

Siklos (2008) used both ordinary least squares and quantile regression

techniques to investigate how CBI has influenced inflation performance in

107 countries from 1990-2004. His results indicated that the influence of

CBI on inflation was not significantly statistically different from zero. But

several different components of CBI (e.g., clarity in the central bank´s objec-

tive and the presence of explicit numerical targets) were related to inflation

performance, suggesting that researchers should analyze multidimensional

factors of CBI rather than a single measure.

Acemoglu et al (2008) used the years when CBI-reforms were made, but

investigated whether the efficacy of CBI-reforms depended on the constraints
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faced by the executives. The results indicated that CBI-reforms reduced in-

flation in countries with intermediate constraints on politicians, whereas it

had no (or a small) effect on inflation in countries that had either strong or

weak constraints. Hielscher and Markwardt (2012) analyzed the change in

the CBI-index of 63 countries between 1989 and 2003. Their results indi-

cated that CBI-reform seemed to reduce inflation only if certain conditions

were fulfilled. More specifically, granting the central bank more indepen-

dence reduced inflation if the change in CBI was large, and the quality of

institutions was sufficiently high.

3.3 CBI and the Inflation-Output Variability Trade-Off

As mentioned in section 2.3, there have been several theoretical papers

(Dittmar et al., 1999; Svensson, 1999), exploring consequences of the trade-

off between inflation variability and output variability for the conduct of

monetary policy. Such a trade-off has also been noted in some policy discus-

sions (Bernanke, 2004). However, somewhat puzzlingly, there is a lack of em-

pirical studies exploring the possible existence of a long run inflation/output

variability trade-off, and whether such a relationship might change due to

changes in the policy framework.

One exception is Ow-Yong (1996), who analyzed the question of a possi-

ble trade-off between inflation variability and output variability empirically

by regressing inflation variability on output variability, finding no significant

evidence of any trade-off. However, once the regression controlled for the

level of central bank independence (CBI) using a CBI-index constructed by

Cukierman et al. (1992), a robust significant trade-off was found. Ow-Yong

13
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therefore suggests that CBI is a variable that captures the relative efficiency

on central banks in stabilizing inflation. The results were robust to the

inclusion of additional control variables.

There have been a number of studies that used time series analysis and

had a short run focus. These studies allowed for shifts in an implied trade-off

and/or for policy inefficiency. Policy inefficiency then means that actually

realized outcomes are far from an implied efficient policy menu. Lee (2004)

estimated the trade-off between output and inflation variability, using data

from 22 OECD-countries. In the study, statistically meaningful estimates

that supports a trade-off are found for about half of the countries. This

mixed support for a trade-off can, the author argues, be explained by inef-

ficient monetary policy. Olson and Enders (2012), using historical US data,

explicitly treats the output/inflation trade-off as an efficiency frontier from

which actual monetary policy might diverge. In their analysis they conclude

that the US economy was far from this efficiency frontier for much of the

period following World War II. Friedman (2006) also questions the existence

of a Taylor curve, which theoretically depends on the assumption that cen-

tral banks have both a price-stability target and an output-stability target,

but which not observed empirically. On the contrary, Friedman presents

some descriptive statistics that the relationship between inflation and out-

put variability is in fact positive, which is consistent with policy inefficiency.

No trade-off thus seems to exists, and reduction in output variability might

be a direct cause of lower inflation variability.
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4 Summary of the Papers

4.1 Paper [1]: Why Do Politicians Implement Central Bank

Independence Reforms?

Over the two last decades many countries, including New Zealand, Lesotho,

England, Kazakhstan, Sweden and Chile, have implemented institutional

reforms which granted their central banks more independence from the po-

litical process. It is something of a puzzle, however, that politicians have

chosen to give up control over monetary policy when they know that it, at

least in the short run, could influence employment and production levels.

There are many possible theoretical explanations. It has been suggested,

for example, that central bank independence (CBI) reforms occur in coun-

tries with high and persistent inflation (Rogoff, 1985); where price stability

has already been achieved (Cukierman, 1994); where government debt is

relatively high (Maxfield, 1997); where the political system is highly com-

petitive (Cukierman, 1994); or where the financial sector is relatively influ-

ential (Posen, 1993). It is also possible that the level of political stability

of a country determines the level of CBI. A high level of instability could

imply delegation of policy to a more independent central bank, in order to

restrict the potential actions of a future administration. On the other hand,

a high probability of government change could make the current policymak-

ers more short-sighted, implying a more dependent central bank (Eijffinger

and de Haan, 1996).

Previous empirical studies (de Haan and Van’t Hag, 1995; Cukierman

and Webb, 1995; de Haan and Siermann, 1996; Bagherei and Habib, 1998)
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used various CBI indices to investigate instead the factors that determined

a given level of independence (i.e., not a change). Thus these studies could

only explain cross-country differences, but not why politicians choose to

implement CBI-reforms.

The purpose of this paper is to study the determinants of CBI reform us-

ing a new dataset covering its possible occurrence in 132 countries, of which

86 had implemented such a reform during 1980-2005. Thus, the literature

on the time-inconsistency of monetary policy (Kydland and Prescott, 1977;

Barro and Gordon, 1983a, b), and Rogoff’s (1985) suggestion that politi-

cians should delegate power to a more inflation-averse central bank, seems

to have been very influential.

It was found in this study that non-OECD countries with a history of

high variability in inflation were more likely to implement CBI reform, sug-

gesting that politicians in those countries had become strongly averse to

inflation and therefore implemented CBI reform to establish credibility for

a price-stability rule. In addition, the likelihood of CBI reform seems to

have increased when politicians in non-OECD countries faced a high prob-

ability of being replaced. No such effects were found for OECD countries,

where politicians may not have felt a need to tie the hands of incoming gov-

ernments, or that the credibility of a low-inflation goal could be achieved

by other means. Finally, countries that were members of an economic co-

operation organization (such as the EU) seem to have been more likely to

implement CBI reform if other countries in the organization had recently

done so.
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4.2 Paper [2]: Do Central Bank Independence Reforms Mat-

ter for Inflation Performance?

The purpose of this paper is to study, using a difference-in-difference ap-

proach, whether countries that implemented CBI-reforms during the study

period performed better in terms of inflation than those countries that did

not. Legal changes that can be considered examples of CBI-reforms are

those that formally decreased the influence of politicians on monetary pol-

icy. The analysis is based on a dataset compiled for Daunfeldt et al. (2013),

covering the possible occurrence of CBI-reforms in 132 countries from 1980-

2005, involving data from more countries than in any other previous study

on CBI and inflation performance. In this study, countries that implemented

CBI-reforms are compared to those that did not.

The paper addresses problems in earlier empirical studies on CBI and

inflation, regarding the scarcity of data, possible endogeneity, and subjec-

tivity. As in the previous paper, the focus is on possible changes in the legal

independence of central banks, not on their levels. As the reforms increased

CBI by definition, the subjectivity that plagues the most commonly-used

indices of CBI (see also Daunfeldt and de Luna, 2008) is reduced.

In accordance with Ball and Sheridan (2005), the statistical phenomenon

of regression to the mean is controlled for. This is done by including inflation

during the first year in the dataset as an explanatory variable. Also, to

study whether the efficiency of CBI-reform depends on previous inflation,

countries are included or excluded from regressions, depending on its level

in the pre-reform period. The difference-in-difference approach responds
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to possible endogeneity connected to unobservable time-invariant country-

specific effects on the level of inflation. That is, since differences are used,

these effects are cancelled out.

It is found that countries that implemented CBI-reforms reduced infla-

tion more than countries that did not. No such effect, however, is found for

countries with previously low inflation. On the contrary, for some of those

countries the CBI-reforms seems to be associated with higher post-reform

inflation. The overall results thus seem to be driven by countries with a

high rate of pre-reform inflation, perhaps suggesting that the efficiency of

CBI-reforms is related to recent experience with inflation.

4.3 Paper [3]: Are Central Bank Independence Reforms Nec-

essary for Achieving and Maintaining Low Inflation?

The purpose of this paper is to study the effect of CBI-reforms on inflation

rates, using a data-set compiled by Daunfeldt et al. (2013). In contrast to

paper [2], as well as previous studies, we estimate a random-effect, random-

coefficient model to account for the heterogeneity in the effects of CBI-

reforms on inflation levels. This method has the advantage that it accounts

for country-specific unobserved heterogeneity in inflation levels, while also

allowing for unobserved heterogeneity in the effects of CBI-reforms on infla-

tion levels. This estimation strategy addresses two potential problems with

the estimation strategies that were used previously. First, the critique of

CBI indices for being arbitrarily constructed, and second, the problem with

assigning the same value, and thus treating as equal, two different reforms.

This research strategy also makes it possible to rank countries based on the
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success of their CBI-reform. Finally, we also analyze how CBI-reforms have

affected price stability.

We estimate two models to analyze whether CBI-reforms reduced infla-

tion, one of them allowing for announcement effects. The results suggest

that CBI-reforms have reduced inflation, but only when countries with his-

torically high inflation rates are included. The reduction in inflation due to

the CBI-reforms is, on average, 5.04%, but only 3.31% when announcement

effects are allowed. We find that part of the reduction in inflation occurred

before reforms were actually implemented. This is especially noticeable in

low-inflation countries, where CBI-reforms seems to have been implemented

after low inflation had already been achieved. The results call into question

the time-inconsistency case for CBI, which implies that the announcement

of a CBI-reform is not sufficient for reducing inflation.

The time-specific fixed effects and contingent-specific time trends show

a clear trend of reduced inflation during the study period, in addition to the

results for CBI-reform. Furthermore, the estimated random-coefficient term

indicates considerable heterogeneity among countries with regard to the ef-

fects of CBI-reform. Though on average the reform led to reduced inflation,

in some countries it led to higher inflation, indicating that the reform might

not have been sufficient to affect the underlying cause of inflation.

Turning to the control variables, countries with a high GDP per capita

and a high degree of openness had lower inflation, whereas debt and political

instability had no effect on inflation.

Finally, we find no evidence that CBI-reforms have reduced inflation

variability.
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We conclude that CBI-reforms do not seem to be necessary for achieving

low and stable inflation. One possible reason for this is that the high inflation

in many countries during the 1970s, might have made policymakers more

inflation-adverse. If so, politicians might reduce inflation merely by declaring

that low and stable inflation is the primary goal for economic policy.

4.4 Paper [4]: Central Bank Independence and the Price-

Output Variability Trade-off

The purpose of this paper is to investigate whether a trade-off exists, what

has been called a Taylor Curve, between inflation variability and output

variability, and to test whether institutional reform that delegates power

form elected politicians to independent central banks can improve such a

trade-off.

Ow-Yong (1996) analyzed the existence of a trade-off between inflation

variability and output variability, by regressing inflation variability on out-

put variability, finding no significant evidence of any trade-off. However,

once the level of CBI was included as a control variable, using a CBI-index

constructed by Cukierman et al. (1992), a robust significant trade-off was

found. This implies that any reform that increases the level of CBI, also

could determine the position of the Taylor Curve, thus improving the trade-

off between output variability and inflation variability. This trade-off was

also found to be robust to the inclusion of other variables that might affect

inflation variability.

This paper contributes to the literature in following ways: First, Ow-
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yong’s (1996) study was based on data from Cukierman et al. (1992), show-

ing the level of CBI in only 58 countries during the 1980s. We study whether

Ow-Yong’s (1996) results hold when using Arnone’s et al. (2007) more com-

prehensive and newer data-set on the level of CBI in 2003, covering 163

countries in total.

Second, a large number of countries have implemented CBI-reforms,

during the last three last decades. As noted by Cukierman (2008, p. 723):

"Most central banks in today´s world enjoy substantially higher levels of both

legal and actual independence than twenty years ago or earlier". Therefore,

noting the importance of CBI in the study by Ow-Yong, changes in the legal

status of central banks are used to investigate whether countries that have

implemented CBI-reforms have improved the trade-off between price-output

variability more than countries that have not implemented such reforms.

This is done using the CBI-reform dates from Daunfeldt et al. (2013).

The results indicate that there is no trade-off between inflation variability

and output variability, even after controlling for the level of CBI. On the

contrary, there is a significant and positive correlation between variation

in inflation and variation in growth levels irrespective of which indicator

of CBI is used. This contradicts Ow-Yong’s (1996) results and questions

the existence of a Taylor curve. The level of CBI is neither correlated with

the variances in inflation nor in output during the study period. This calls

further into question the relevance of using the Taylor curve to analyze the

conduct of monetary policy.

On the other hand, there does seem to exist a role for institutional re-

forms. Countries that have stabilized the output variability, and imple-
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mented CBI-reforms during the study period, have been able to stabilize in-

flation variability more than countries that did not implement CBI-reforms.

Friedman’s (2006) statement that what is involved is not a trade-off, but

rather a direct cause-effect between output variability and inflation variabil-

ity, is thus supported.

5 Summary and notes for further research

"I am willing, for now, to accept the broad outline of the

standard doctrine on the subject. But I want to argue that those

who accept it should accept it with rather less confidence than

they seem to exhibit [ ]" (Solow, 1998, p. 4).

This thesis is an attempt to contribute to the CBI-literature by focus-

ing on why countries choose to delegate power from elected politicians to

independent central banks, and how these changes in the legal framework

of the central banks have influenced inflation, inflation variability and the

relationship between output variability and inflation variability.

The research questions addressed in the thesis are in a sense familiar

from the earlier literature, since the effects of CBI on inflation is one of the

most studied topics in empirical macroeconomics. However, in this thesis,

those questions are adressed using econometric methods that until now have

not been extensively used, in this literature. More specifically, a difference-

in-difference approach is used in one of the papers, and a random-effect,

random-coefficient model in another.

Also, contrary to most previous studies, all of the papers in this thesis
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are based on a data-set that covers the occurrence of CBI-reforms in 132

countries. This data-set was initially collected for paper [1] in order to make

it possible to investigate why countries choose to delegate power from elected

policymakers to independent central bankers. The focus on CBI-reforms

means that we analyze changes in the institutional framework of the central

banks, whereas previous studies have primarily investigated cross-country

differences in the level of CBI. Note, finally, that in all of the papers in

the thesis we use data from more countries than are commonly used in the

literature.

A short summary of the results for the dissertation as a whole, based on

the results reported and the conclusions reached in the individual papers,

might be stated as follows:

• Non-OECD countries with a history of high variability in the rate of

inflation were more likely to implement CBI reform, suggesting that

politicians in those countries might have become strongly averse to in-

flation and therefore implemented CBI reform to establish credibility

for a price-stability rule. There is thus some evidence that CBI-reforms

tend to be implemented by politicians as a response to the inflation

performance of the country. In addition, the likelihood of CBI re-

form seems to have increased when politicians in non-OECD countries

faced a high probability of being replaced. This might indicate that

politicians in these countries want to implement CBI-reforms to tie

the hands of incoming governments.

• Countries that implemented CBI-reforms seem to have reduced infla-
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tion more than countries that did not. No such effect, however, is

found for countries that previously had a low rate of inflation. On the

contrary, for some of those countries CBI-reform seems to be associ-

ated with higher post-reform inflation. Thus, the overall results seem

to be driven by countries with a high rate of pre-reform inflation.

• There is a clear announcement effect, particularly strong for low-
inflation countries and periods. This calls into question the time-

inconsistency argument for CBI, which implies that the mere announce-

ment of a CBI reform is not sufficient for reducing inflation.

• There is no trade-off between inflation variability and output variabil-
ity, even after controlling for the level of CBI. On the contrary, there

is a significant and positive correlation irrespective of which indicator

of CBI is used. This casts doubt of the existence of a Taylor curve.

Thus there is some evidence that CBI-reforms do have an effect on in-

flation, but only in some cases and only when certain conditions are met.

The typical scenario in an OECD country that suffers from a moderate rate

of inflation seems to be that, if the objective is to decrease inflation, discre-

tionary tightening of monetary policy is more important than institutional

reforms. CBI-reforms thus seem superfluous in countries with stable insti-

tutional structures, such as the OECD countries. One possible explanation

is that the political-economic failure, the inflation bias, that the reforms are

aimed at correcting, is already corrected. Politicians might, for example,

have realized that in the past their unemployment target has been too am-

bitious, and has resulted in inflation rates that are unacceptably high. In
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order to lower inflation expectation politicians might therefore have aimed

at a less ambitious unemployment target. After all, no time-inconsistency

problem exists if the unemployment target of the government is equal to the

natural rate of unemployment.

The time-inconsistency theory is undoubtedly one of the most influential

macroeconomic theories in recent decades. As noted in this thesis, more CBI

is a strong international trend that has been proposed as a solution to the

time-inconsistency problem. According to this theory, it is not enough for

politicians to announce a low inflation goal or a CBI-reform since the public

will not trust a mere announcement to be enough. The theory implies that

the policymakers need to tie themselves to the mast, and implement more

CBI before the inflation expectations of the public can decrease. However,

our results indicate clear announcement effects of CBI-reforms, which un-

dermines the time-inconsistency case for CBI (at least in more developed

countries) and this in turn suggests that low and stable inflation can be

achieved by other means.

As for policy implications, CBI is certainly of interest for policymakers

whose objective is a stable macroeconomic environment. The results indicate

that CBI-reforms might be especially important for less-developed countries

that have a history of high inflation, but only if the practical conduct of

monetary policy, is also considered.

Important areas for further studies are the magnitudes, contents and

the contexts of the CBI-reforms. If we believe that CBI is important for

macroeconomic performance, it is of interest to decompose the CBI indices

in order to determine which part, if any, is the most important. The interac-
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tion of formal independence with other conditions, like for example political

stability or the choice of monetary targets, are also important questions

that should be investigated further. There is also the question of how the

institutions, goals and conduct of monetary policy have been affected by

the "Great Contraction" of 2008-2009, and the following financial crises.

Future studies could, for example, look closer into the interaction between

financial stability and output stability, and how this might be affected by

central banks having an implicit or explicit responibility to maintain finan-

cial stability, as well as low inflation and a stable real output path. The

transparency for the public regarding the responsibilities and actions of the

central banks might also matter, and may also be worthy of future research.
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