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1 Introduction

David Cobham and Ghassan Dibeh

Monetary policy, including monetary policy frameworks, central bank inde-
pendence and exchange rate regimes, is an area in which both academics and
policymakers have made enormous strides in the last two decades. The main
thrust of work in both academic institutions and central banks has been towards
a better understanding of what monetary policy can and cannot do and how it
can best be designed. Most of this work has focused on the industrial countries
and on a small number of developing countries, mostly in Latin America, while
the economies of the MENA region remain under-researched in this respect. As
regards monetary policy frameworks, economists at the Central Bank of Turkey
have produced a number of research papers (eg Emir et al., 2000; Ozatay, 2005)
and other economists have made important contributions (eg Celasun and Rodrik,
1989; Canova and Favero, 2005). Pesaran (2000) has studied money demand in
Iran and found a structural break between the pre- and post-revolutionary periods
which has implications for monetary policy. Bonato (2008) has studied the
monetary causes of inflation in Iran during the period 1988-2006. Some work has
been done on monetary policy in Lebanon (e.g. Dibeh, 2002; Makdisi, 2004) and in
Egypt (e.g. Abdel-Khalek, 2001; Ikram, 2006). However, the quantity of research
on these countries is limited and that on other Arab countries is even more so. For
example, the Bank of England survey (Mahadeva and Sterne, 2000), which gives
basic information on monetary policy targets and central bank independence for
some 90 countries, includes only Bahrain, Egypt, Jordan, Kuwait, Lebanon and
Turkey from the MENA region, which means it excludes the Maghreb countries,
Libya, Syria, Iraq, Iran, Saudi Arabia, Qatar, Oman and the UAE.

Research on the political economy of central banking and monetary policy
has highlighted the importance of politics and institutions in the determination of
monetary policy in both developed and developing countries. According to various
perspectives in this line of investigation, the role of social and political groups, cen-
tral bank independence (CBI), and private sector preferences are all important in
the determination of central bank policy stances such as inflation-fighting or output
stabilisation (Epstein, 1992; Cukierman, 1992; Henning, 1994; Franzese, 2002).

Maxfield (1998) has also shown that in developing countries the international
dimension to the politics of central bank independence and currency values is sig-
nificant. Moreover, the resultant monetary policy adopted by central banks, such
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as inflation-targeting or commitment to output stabilisation, has important social
and economic effects.

Elson and Cagatay (2000) have shown that in the 1990s a ‘deflationary bias’ in
macroeconomic policy in many developing countries caused high interest rates,
tight monetary policies and fiscal restraint with a negative impact on unemployment.
In this respect, debates on the appropriate institutional and legal set-up of central
banks can shed light on the interaction between central banking and economic
development. In a recent paper, Epstein (2005) has argued that central banks have
historically played an active role as agents of economic development. Moreover
the relationship between central bank independence, democracy, transparency and
accountability (Blinder, 1998) has obvious relevance for MENA countries, where
CBIl is typically low (and transparency and accountability lower).

In the MENA region the political economy of monetary policy has not received
much attention. Sadek, Jarehi and Latifah (1996) assessed the independence of a
small number of Arab country central banks. Abdel-Rahman (2000) used Partisan
Theory to study the effect of the different policy stances of political regimes on
output growth, inflation and political cycles, focusing on finance and monetary
policy in the MENA region.

Dibeh (2002) studied the inflationary period of the 1980s and early 1990s in
Lebanon and the role of different social and economic groups in engendering
inflation and currency collapse during this period. Mitchell (1999) linked the
monetary restraints practised in the 1990s in Egypt to the triumph of neo-
liberalism in framing the economic discourse in Egyptian society. A recent study
has linked political violence and currency markets in Egypt, a relation that may
have significant monetary policy implications (Fielding and Shortland, 2005).
However, a comprehensive evaluation of CBI in the MENA region has not been
available until now, and for many countries there were no serious case studies
available either.

Substantial progress has been made in recent years in analysing the advantages
and disadvantages of different exchange rate regimes, for both industrial and
developing countries. Calvo and Reinhart (2002) identified the ‘fear of floating’
which means that many governments which claimed that their currencies were
floating were in fact intervening heavily in one way or another in the foreign
currency markets. Levy-Yeyati and Sturzenegger (2005), Bailliu et al. (2003)
and Reinhart and Rogoff (2004) produced classifications of de facto as opposed
to de jure exchange rate regimes, and various authors studied the macroeconomic
impact and durability of different regimes (e.g. Bailliu ez al. 2003; Husain, Mody
and Rogoft, 2005).

The importance of investigating alternative exchange rate regimes for the
MENA region cannot be overstated given the recent developments in international
currency markets, especially the weakening of the dollar which has fuelled inflation
in some MENA countries. Most MENA countries have pegged their currencies
more or less continuously to the US dollar, although more of their trade is typically
with European Union countries than with the US. In this respect, Frankel and Rose
(2002), noting that Egypt and Turkey had more trade with the eurozone than with
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the dollar zone, predicted on that basis that they would gain more from joining the
European Economic and Monetary Union (EMU) than from dollarisation.

The Euro-Med Agreements which have been signed in recent years between
the European Union (EU) and Algeria, Egypt, Jordan, Lebanon, Morocco, the
Palestinian Authority, Syria and Tunisia are likely over the next decade to have a
significant positive influence on the flows of trade and investment between the EU
and these MENA countries. In addition, the emergence of the euro and the eurozone
mean that there is now, for the first time, a substantial and viable alternative anchor
currency for these countries and, indeed, for the other MENA countries. This
peg-switching alternative is not, of course, the only alternative in the choice of
exchange rate regime for MENA countries. Some observers have highlighted the
need for greater flexibility in MENA exchange rates as a means of establishing
more flexible open economies in the region (Jbili and Kramarenko, 2003), while
currency substitution and (partial) dollarisation have been investigated by Shahin
and Freiha (2005), for Lebanon and Egypt, and Civcir (2005) for Turkey.

The papers in this book address in different ways the above areas of monetary
policy, central banking and exchange rate choice in the MENA region. Part 1
covers central banking and monetary policy, Part 2 monetary policy and exchange
rate regimes. In chapter 2, Ghassan Dibeh examines the political economy of
central banking in the MENA countries, with particular reference to Lebanon. He
presents empirical relationships between central bank independence and inflation
in MENA, and then focuses on the political economy of the Lebanese central bank
mainly during the formative years of the Banque du Liban between 1964 and 1971.
The analysis shows that CBI may be necessary for low inflation but it is certainly
not sufficient, and a wider range of factors affect macroeconomic outcomes in the
MENA countries.

In chapter 3 Enrico Gisolo presents an analysis of CBI in a large sample of
countries which includes most of the MENA region (plus Malta and Cyprus), using
a methodology constructed at the International Monetary Fund (IMF) by Lybek
(1999) and Gutiérrez (2003). His findings show that CBI is indeed relatively low
in these countries and confirm the previous evidence (on a much smaller sample)
that the relationship between CBI and inflation is weak.

In chapter 4 Gunther Schnabl and Franziska Schobert examine the monetary
policy operations of central banks in MENA countries. Following work by
McKinnon and Schnabl (2004a, 2004b) on East Asia, they distinguish between
‘creditor’ central banks such as those of the US and the eurozone, which typically
supply liquidity to the markets, and ‘debtor’ central banks such as those in most
transition and developing economies which typically mop up the excess liquidity
arising from foreign exchange market intervention in the presence of payments in-
flows. Schnabl and Schobert show that most MENA region central banks are firmly
in the latter category, and identify the differing ways in which they intervene.

In chapter 5 Abdallah Zouache and Mohamed-Cherif Ilmane investigate the
evolving independence of the Algerian central bank which, from having in the
1970s and 1980s been something close to the Soviet Gosbank, has experienced
over the last two decades first high and then decreasing de jure independence,
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associated with fluctuating de facto independence. Their analysis shows that the
de jurelde facto distinction is crucial in Algeria, and that institutional constraints
of different kinds are often more important than the legal statutes for the practical
independence of a central bank.

Adel Boughrara, Mongi Boughzala and Hassouna Moussa examine the feasibility
of introducing a formal monetary framework of inflation targeting in Tunisia. They
first consider the issue of institutional adequacy, with respect to the Tunisian central
bank (which is insufficiently independent, accountable or transparent), the Tunisian
banking system (which has a high ratio of non-performing loans) and the pressures
in Tunisia towards fiscal dominance. They then analyse the impact on the banking
system of a move to inflation targeting, in the context of shocks to inflation and
to supply; they find that such shocks lead to rises in the ratio of non-performing
loans which imply increases in the fragility of the financial system. Their analysis
therefore places a question mark against the inflation targeting proposal.

In the first chapter of Part 2, Christopher Adam and David Cobham present
gravity model estimates of the trade effects of alternative exchange rate regimes
for MENA countries, drawing on other work where they have developed the
ability to handle a wide range of bilateral exchange rate regimes in a way that takes
proper account of the ‘multilateral trade resistance’ effects. Their simulations for
the MENA countries suggest that for most MENA countries their trade would be
higher if they anchored on the euro rather than, as at present, on the dollar.

In chapter 8 Elias El-Achkar and Wassim Shahin examine the relationship
between exchange rate policies and inflation for 18 MENA countries over a 30 year
period. Their results indicate that exchange rate regimes (where they distinguish
between pegged and non-pegged regimes) have no significant relationship with
inflation, but exchange rate variability is negatively related to inflation. These
findings provide interesting contrasts with those of other researchers for developing
and industrial countries.

In chapter 9 Chrysost Bangaké, Jean-Baptiste Desquilbet and Nabil Jedlane
consider the choices facing the Maghreb countries, using a three-country model
in which they can analyse the effects on welfare (evaluated in terms of unemploy-
ment, inflation and transactions costs) of a range of scenarios: all three countries
allow their currencies to float; the two small countries peg to the larger country;
the two small countries form a monetary union which floats against the larger; and
so on. Their analysis identifies the various advantages and disadvantages of the
different choices and the factors on which these magnitudes depend.

In chapter 10 Ozan Hatipoglu and C. Emre Alper model the behaviour of an
inflation-targeting emerging market central bank under floating exchange rates,
namely the Central Bank of Turkey (CBT) since 2001. They estimate an augmented
Taylor rule with time-varying parameters by means of a dual extended Kalman
filter. Their findings indicate that in this case the real exchange rate gap should not
be included directly in the rule itself, though exchange rates obviously influence
expected and observed inflation and output; and that the CBT has reacted more
aggressively to inflation as time goes on (it may have been concerned earlier about
fiscal dominance).
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Finally, in chapter 11 Sergio Rossi proposes a means by which the MENA coun-
tries could embark on monetary integration by introducing a common currency
(the “‘MENA dinar’) to be used in transactions between MENA central banks and a
MENA settlement institution, rather than adopting a single currency on the pattern
of the Economic and Monetary Union in Europe. His proposal requires countries
to offset surpluses or deficits on trade with purchases or sales of securities.
It would, he argues, promote exchange-rate stability between MENA countries and
encourage capital inflows, notably in the form of foreign direct investment.

In sum, these papers offer a mix of region-wide and country-specific studies
which should bring about a step improvement in our understanding of the institutions
and operations of monetary policy and the strategic choices it faces in the Middle
East and North Africa.
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Part 1

Central banking and
monetary policy






2 The political economy of central
banking in the MENA region
with special reference to Lebanon

Ghassan Dibeh

Introduction

Most Middle Eastern and North African (MENA) countries have either adopted or
are in the process of adopting economic and financial market reforms that include
the conduct of monetary policy and the role of central banks in the process of
monetary policy making.! In this respect, the independence of central banks in
relation to political authorities is considered an important aspect of any institutional
monetary reform, as evidenced by central bank reforms conducted in Europe, Latin
America and the transition economies in Europe (Walsh, 1995). The modern theory
of optimal monetary policy was developed by Kydland and Prescott (1977) and
Barro and Gordon (1983) where central banks maximise social welfare given an
expectations-augmented Phillips curve.

This social planner approach shows that a central bank with an employment
motive aiming at deviation of real output from potential output will generate an
inflation bias. This inflation bias on the part of central banks can be mitigated
according to Rogoff (1985) by delegating monetary policy not only to an inde-
pendent central bank but also to a ‘conservative’ central banker. The conservative
central banker has higher inflation-aversion than all other economic agents and
groups in society and is protected from the political influences of various social
groups by its legal and instrumental independence. The basic theoretical model of
a conservative independent central bank predicts less inflation bias than a normal
central bank.

This approach to central banking paved the way for new political economy
models which consider the central bank’s objective function as a political
compromise between distributionally motivated advocates of employment and
advocates of lower inflation (Cukierman, 1992). In these models, also, central
bank independence is sufficient to generate a lower inflation bias. Early empirical
work (Cukierman, 1992) which found a positive relationship between central bank
independence and low inflation has been corroborated by many researchers for
different economic regions and periods (Cukierman et al., 2002; Dolmas et al., 2000;
Jacome and Vasquez, 2005; Loungani and Sheets, 1997; Sturm and de Haan, 2001).

In contrast, Posen (1995) has shown that central bank independence is neither
exogenous nor sufficient for the generation of low inflation. Independent central
bank preferences are determined endogenously by the financial sector’s opposition
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to inflation. In this respect, the distributional effects of monetary policy become the
prime determinant of the central bank’s policy stance as winners and losers form
the political basis for competing claims on policy preferences, where historically
the financial sector has been the dominant group among the different groups that
lobby for price stability both in the developed and developing countries.? The Posen
proposition agrees with political economy models of monetary policy and central
banking which show that competing claims on inflation, employment and output
by different groups in the economy can influence the institutional status and policy
objectives and outcomes of central banks. In many countries, for example, political
setups were conducive to inflation (Davis, 1963; Beckerman, 1995; Blumenschein,
1995). Epstein (1992) develops a political economy model of central banking that
takes into account various competing claims in the economy and their effect on
the objective function of the central bank. Such a political economy methodology,
which has been applied by Epstein (1982; 2003) and Epstein and Schor (1989,
1990) to the US and Italy allows for a more general analysis of the political
determinants of monetary policy and central bank institutional design. For Epstein
(1992), the wage-profit nexus and finance-industry relations, in addition to the
international position and political independence of the central bank, form the basic
building blocks of monetary policy-bias.

In other studies of the politics of monetary policy, Henning (1994), for example,
shows that private sector preferences play an important role in external monetary
policy making and exchange rate management. These preferences are also the
outcome of the structural relationship between banking and industry. The public
sector plays a role in exchange rate policy given the degree of independence of the
central bank from the political authorities and the relative roles of the central bank
and the ministries of finance in external monetary policy making.

Moreover, Maxfield (1997) argues that in developing countries the international
dimension to the politics of central bank independence is significant. The international
framework analyses the impact of the need for international creditworthiness and
balance of payments equilibrium on the domestic politics of the different sectoral
groups and the government in relation to the degree of independence of the
central bank. Discussing several cases of central bank independence in developing
countries, Maxfield (1997) reaches the conclusion that the greater a country’s need
for capital inflows and foreign investment, the higher is the push by the financial
sector and the government for an independent central bank.

This chapter studies the political economy of central banking in the Middle East
and North Africa, specifically the relationship between central bank independence
and inflationary outcomes in a set of MENA countries. The chapter also studies the
rise of central banking in Lebanon, the MENA country with a tradition of free market
policies implemented by most governments in Lebanon in the post-independence
period. Examples of studies of specific country experiences are given in Goodman
(1992) for Western European countries, Livingston (1986) for the United States of
America (USA), Cukierman (2007) for Israel and Makinen (2001) for a specific
period in the case of Poland.

This special reference to the Lebanon experience investigates further what we
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can call the Posen Hypothesis (Posen, 1993; 1995) on the importance of political
arrangements and especially the influence of the financial sector on the choice of
a particular central banking regime. The lessons of the experience of Lebanon
show that an independent central bank follows anti-inflationary policies more
effectively in political-economic setups that are conducive to inflation-fighting.
This corroborates the Posen hypothesis that political setups override central bank
independence in generating inflationary or disinflationary biases in the economy. In
such a model, central bank independence is endogenous to the political-economic
matrix of relations.

The chapter is divided as follows. Section 1 investigates empirically the relation-
ship between central bank independence as proxied by the Cukierman index and the
central bank (CB) governors’ turnover rate (TOR) and inflationary outcomes in the
MENA region. Section 2 discusses Lebanese monetary policy in the period before
the establishment of the Banque du Liban (BdL) and the political environment
surrounding its establishment in 1964, especially the banking sector’s opposition
to it and the subsequent post-BdL monetary policy. Section 3 presents the political-
economic matrix that contributed to the BdL’s eventual status and stance and its
transformation in the pre-civil war era between 1971 and 1975, especially with
respect to capital-labour and finance-industry relations. Section 4 concludes.

1 Central Bank independence and inflation in MENA

The drive towards monetary reforms in the MENA region has been in place for some
time now. The main reforms are aimed at eventually creating more independent
central banks with more autonomy in their choice of monetary policy objectives
such as inflation targeting. Such reforms are in line with the increase in CB
independence in the world in the 1990s as a result of the increase in the importance
of price stability, given the dismal performance of high inflation countries and

Table 2.1 Ranking of MENA central banks by the Cukierman index of independence in the
1990s and corresponding TORs

Economy CBI TOR
Lebanon 0.603 0.0
Egypt 0.5 0.0
Algeria 0.497 0.0
Libya 0.452 0.25
Tunisia 0.43 0.0
Jordan 0.426 0.25
Morocco 0.375 0.0
Syria 0.364 0.25

Sources: CBI from Sadek et al. (1996); TORs from Sturm and de Haan (2001).
Notes: TOR = Turnover rate.
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globalisation (Cukierman, 2006). Table 2.1 shows the ranking of MENA countries
by the Cukierman index of CB independence (CBI) in the 1990s.

The basic model which argues that cross-country differences in central bank
independence cause a definite cross-country correlation in inflation is presented
in Cukierman (1992). The Cukierman proposition states that the mean rate of
inflation in a country is higher the lower the independence of the country’s central
bank. This proposition has been empirically tested for developed and developing
countries with mixed results. Cukierman et al. (1992) have shown that there is a
robust relationship between CBI measures and inflation in developed economies
which breaks down for developing economies, where the TOR is significantly
related to inflation. Bouwman et al. (2005), on the other hand, show that central
bank independence as proxied by TOR is significantly related to inflation only
in high inflation developing countries. Jacome and Vazquez (2005) have shown,
however, that in Latin America increased central bank independence played a role
in successful disinflations in the 1990s. Finally, Loungani and Sheets (1997) show
that there is a robust negative relationship between CBI and inflation in twelve
transition economies. The standard econometric model estimated for the MENA
countries is the following:

q=(x+/3(TOR)+u )
where
T
q l+7m

is inflation transformed in order to reduce heteroescedasticity, a standard procedure
in independence-inflation econometric tests (Cukierman, 1992; Jacome and
Vazquez, 2005) where 0 < q < 1.

First, the model is tested for 13 MENA countries that have data on turnover rates
(TOR) for the periods 1980-1989 and 1990-1998.* The TOR index is a proxy for
CBI and is widely used when there is a divergence between legal and actual central
bank independence, especially in developing countries.

Table 2.2 shows that TOR is significant in the 1990s. Higher turnover rates are
associated with higher inflation. However, the relationship between inflation and
TOR is insignificant for the 1980s. To further investigate the relationship between
central bank independence and inflation, the following econometric model was
estimated

q=0+B(CBI)+u )

for the period in the 1990s given that the data on CBI is not widely available com-
pared with the TOR. The results show that there is a positive significant relationship
between Cukierman’s CBI measure and inflation in MENA countries in the 1990s.
Higher independence is hence associated with higher inflation. This result is based
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Table 2.2 Estimation results for transformed inflation vs. TOR in MENA sample

Dependent variable: g 1990-1998 1980-1989

TOR 0.074 0.334
(0.034) (0.29)

Intercept 0.439 0.058
(0.188) (0.072)

R? 0.331 0.107

No. of Observations 13 13

Sources: For inflation in MENA other than Lebanon, IFS database. For Lebanon, 1980-1994, IFS
database; for 1995-1997, data tables in Eken and Helbling (1999); for 1998, Bank Audi (2005). For
Tunisia in 1980-1982, the WPI is used instead of CPL. Numbers in parentheses are standard errors.

Notes:
TOR = Turnover rate.

Table 2.3 Estimation of the effect of CBI on inflation in MENA sample

Dependent variable: q 1990-1998

Regressors:

CBI 0.667
(0.176)

Intercept —0.206
(0.081)

R? 0.704

No. of Obs. 8

Note: Numbers in parentheses are standard errors.

on a limited sample. However, the basic finding is broadly confirmed by Gisolo
(2009) who finds an inconclusive relation between his new CBI index for the
region and inflation.

The empirical findings in the MENA region for the effect of central bank
independence on inflation are mixed. The results offer little support for the
Cukierman proposition. This may be due to political-economic factors in
MENA that render central bank independence or the turnover rate devoid of sig-
nificant effects on monetary policy. One possible explanation is that produced
by Cukierman (1992), which is a legalistic argument that legal independence in
developing countries is not respected by totalitarian regimes or that ‘adherence to
the law is more rooted in developed democracies’ (p. 454). In this respect, Dolmas
et al. (2000) showed that in non-democracies the measure of legal central bank
independence is of little significance while the TOR is significant at the 10 per cent
level. On the other hand, the lack of robustness of inflation to CB independence
in MENA countries may be a result of the lack of political-economic support for
lower inflation despite the existence of independent central banks and market
reforms.
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2 The rise of the Banque du Liban

In Lebanon, the central bank is a relatively new institution. The Banque du Liban
(BdL) was established in 1964 during the modernist Chehab regime more than
twenty years after Lebanon gained independence in 1943. It came on the heels
of the civil war of 1958 which interrupted a period of relative stability and high
growth at an average of 6.5 per cent annually in the period 1950-1956 (Issawi,
1964). The Chehab regime was the first administration in Lebanon’s post-inde-
pendence period that gave priority to development planning, public administration
building and modernisation of the state apparatus.

By 1963, and due to increased government intervention in the economy, the
budget was in deficit and the state policy had moved away from the traditional
free market policies implemented by most governments in Lebanon in the post-
independence period.* The establishment of the BAL was one of the modernisation
projects of the regime. The BdL is still today one of the most independent central
banks in the MENA region. Table 2.4 shows the degree of independence of the BdL
given various measures of central bank independence for the 1980s and 1990s.

Prior to its establishment, central banking activities were conducted by a private
bank, Banque de Syrie et du Liban (BSL), which issued the common Lebanese
and Syrian currency. The BSL, by and large a French institution, was established
in 1919 to take over the note issue in Lebanon after the collapse of the Ottoman
Empire. This institutional setup had been a convenient one for the main financial
players: the commercial banks and the BSL itself. The BSL acted more as an issuer
of the currency than a modern central bank with macroeconomic policy objectives
or regulatory powers. The BSL’s objective was the stability of the currency.

Table 2.4 Various measures of CB independence in Lebanon, MENA and World

BdL MENA Developing Developed
Countries Countries

Cukierman 0.4 0.277° 0.34¢ 0.37¢
Index® (1980s)

TOR (1980s) 0.2 02¢ 0.265f NA

TOR (1990s) 0 0.07° 0.190f NA
Cukierman 0.603 0.435" NA NA

Indexe (1990s)

Sources: Averages are calculations by author from cited sources: *Index from Cukierman et al. (1992).
"MENA={Egypt, Qatar, Morocco} sample from Cukierman et al. (1992). ‘Developing countries
sample from Cukierman et al.(1992)—including Israel, Turkey and NICs. ‘Developed countries from
Cukierman et al. (1992). “MENA={Algeria, Bahrain, Egypt, Jordan, Iran, Kuwait, Libya, Morocco,
Qatar, Syria, Tunisia} sample from Sturm and de Haan (2001). fDeveloping Countries sample of
80 countries from Sturm and de Haan (2001). ¢Index calculated by Sadek et al. (1996), "MENA={ Algeria,
Egypt, Jordan, Libya, Morocco, Syria, Tunisia} sample from Sadek et al. (1996).

Notes:

a TOR=Turnover Rate of Central Bank governors.

b Cukierman Index=an index of legal independence of central banks with 0 for least independent and
1 for most independent.
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According to one of its presidents the role of the BSL was to guarantee ‘the safety
of money, so that no abuse of credit leads to inflation’ (Badrudin, 1984, p. 31).

The BSL followed a conservative note issuing policy with 100 per cent gold
coverage of the note issue. At the time, the gold coverage and monetary stability
were considered of the utmost importance to the confidence of economic actors
in the Lebanese financial system (Persen, 1958). The gold coverage objective of
the BSL was accompanied by the reliance of the economy on capital inflows to
finance a chronic deficit in its foreign trade accounts. The banking system and
the economy became outward-oriented, forming a financial centre for the whole
Middle East (Badrudin, 1984).

The gold coverage with free capital mobility formed a quasi-gold standard.
Foreign capital flows determined the main macroeconomic variables: the exchange
rate, inflation and output fluctuations.’ The quasi-gold standard cohabited well with
the assignment of money issuing rights to a private institution. The BSL adhered
to its narrow note-issuing role. Output stabilisation was not a policy option for the
BSL during its tenure, even during the deflationary cycle between 1950 and 1954.
The discount rate, under BSL control, was left to be determined by the market in
order to guarantee the stability of the Lebanese pound through the mechanisms of
the quasi-gold standard.®

The commercial banking system grew at a tremendous rate during the 1950s as
a result of the banking secrecy law enacted in 1956 and the influx of capital from
neighbouring countries. This ultimately led to the decline of the relative share of
the BSL in the banking sector by the time the BAL was introduced in 1964. In
the early 1950s the BSL held around 50 per cent of deposits and 70 per cent of
advances and discounts. However, by March 1964 it held only 15 per cent of total
deposits (Asseily, 1967). Moreover, the BSL’s profit rate fell from an average of
12 per cent in 1954 to around 4 per cent by 1964 (Badrudin, 1984).

The introduction of the BAL was, however, met by opposition from the financial
sector led by the Association of Lebanese Bankers (ABL) (Badrudin, 1984), and it
was only after many amendments were introduced into the newly established money
and credit code (MCC) that the ABL accepted the establishment of the BAL.” The
ABL feared an increase in regulation and control of the banking sector by the new
public monetary authority. Owen (1976) observed that Chehab ‘created a central
bank and instituted some control over Lebanon’s free for all banking system’ (p. 29).2

Up to this period, the commercial banks were subject to the Commercial Code
which governed other commercial establishments. This state of affairs was seen by
Guenther (1964) as ‘curious and incongruous.” The planned MCC, which would
govern the banking system and its relationship to the BdL, was the locus of a
contest between the state and the commercial banks. The commercial banks fought
a fierce battle with the government in defence of banking secrecy and in an attempt
to maintain the financial sector’s dominance of the Lebanese economy.

In an ABL letter to the prime minister during the discussion over the MCC, the
ABL said ‘The Lebanese Banks’ Association considers that any attempt to touch
the Banking Secrecy law is an attempt to change the foundations of our economic
system’(Asseily, 1967:21).
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The BdAL was established despite such opposition but its legal and instrument
independence was enhanced as a result of the ABL's opposition. The ABL opposed
many proposals by the government regarding the institutional structure of the BdL.
A proposal by the government’s planning board that the director of the ministry
of finance be a representative of the government on the central council of the BdL
with powers to hold for ten days any decision taken by the council was met with
opposition from the ABL. The actual law came out against such a proposal and
the two members of the central council from the government ministries would not,
by law, represent the views of their government. In addition the ABL was able to
introduce into the BdL structure the requirement that the governor and his deputies
be specialists in money and banking and the institution of a loose relationship
between the government and the BdL.

Moreover, the BdL was not given the authority to require commercial banks
to hold statutory reserves, which deprived it of one of the main tools of monetary
policy.’ Furthermore, article 100 of the MCC forbad the BdL from discount-
ing commercial, industrial, and agricultural bills with terms exceeding 90 days
(Asseily, 1967), which further constrained the BdL. Hence, as a result of such
opposition, the BdL was established as a Rogoff-type central bank, an independent,
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Figure 2.1 The growth of credit and money supply in the post-BdL period.

Source: IFS database.
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Figure 2.2 The discount rate in Lebanon 1950-1979.

Sources: For the years 1950-1963, calculations by author from monthly data on the BSL discount rate
given in Asseily (1967). For 1964-1979, IFS database.
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anti-inflationary institution with the highest weight given to the stability of the
value of the currency.'”

In addition, the basic principles of the MCC were tailored to ensure that the
central bank did not interfere with the fundamental principles of a free financial
system. A former deputy governor of the BdL said, ‘Lebanon should pay the
price of freedom in order to remain an international centre, with regard to capital
movements.’ (Badrudin, 1984, p. 43). During the sixties, the BdL largely followed a
noninterventionist policy except during the Intra crisis which threatened the
banking system with wholesale bankruptcy. This incident enhanced the regulatory
functions of the BdL through increased control of the banking industry. However,
on the macroeconomic level, the BdL did not wield any of the traditional tools of
monetary policy especially for output stabilisation.!!

The conduct of monetary policy in 1964—1971 reflected the independent status of
the newly formed central bank which had a clear anti-inflation bias.'? In the 1960s,
the growth rate of the economy weakened (Mallat, 1980). However, monetary
aggregates grew at lower rates than before 1964. During the pre-1964 period, the
M1 growth rate averaged 12.6 per cent while during the period 1964-1971, M1
grew at an average rate of 2.5 per cent (Saidi, 1981). Figure 2.1 gives the evolution
of money supply and private credit in Lebanon during the period 1964—-1975. It
clearly shows a credit and money crunch during the 1964—1970 period. The BdL’s
passive policy in 1964-1971 was reflected in the constant discount rate policy
followed by the BdL despite the credit crunch and the slowdown in economic
activity during this period. Figure 2.2 shows the evolution over time of the discount
rate for the BSL and BdL periods. The BSL quasi-gold system where inflation was
determined by the exchange rate and economic activity was a function of capital
flows was not broken by the BdL."

3 The political economy of the BdL

In section 2 the financial sector was shown to have been instrumental in influencing
the legal status of the BAL as an independent central bank. This overwhelming
influence of the financial sector confirms the Posen hypothesis. This section
undertakes further investigation of the other components of the political-economic
matrix in Lebanon during the formative years of the BdL. The political-economic
matrix of relations that might influence the central bank’s status and policy
objectives are the relationship between industry and finance, the wage-profit nexus
and the position of Lebanon in the international economy (Epstein, 1992).'4

Finance-industry relations

The relationship between finance and industry during the period up to the
establishment of the BdL was governed by the liberal policies espoused by Lebanese
governments in the post-independence period which favoured the development of
a finance-biased liberal economy. The 1949 monetary law combined with an
official gold-buying policy during the second world war and the liberalisation of
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the foreign exchange market in 1948 paved the way for the Lebanese economy to
become the regional financial centre. The industrialists were dealt a major blow
when the Syrian-Lebanese Customs Union was dissolved in 1950, an event that
Owen (1976) considered the major decisive element in the economic orientation of
Lebanon in the post-independence period. The trade and finance orientation caused
commercial activity to increase by 56.4 per cent between 1950 and 1957 (Owen,
1976) and the share of finance in the Net National Product (NNP) doubled from
3.8 per cent to 7.0 per cent between 1948 and 1957 (Gates, 1989).

The dominance of trade and finance in the Lebanese economy did not hamper
greatly the development of an industrial sector which, after a negative shock
resulting from the abolition of the customs union, was able to develop into a sizable
export-oriented sector (Gates, 1989). However, industry remained relatively weak
in the political-economic nexus of Lebanon. In 1971, for example, an attempt
by the government to raise import duties on some goods was met with a ten day
general strike by Beirut traders and shopkeepers and the eventual reversal of the
government’s policy. However, the finance-industry relationship was very weak
during the 1960s. The banking sector was not a major source of industrial finance.
Industrial establishments relied on internal revenues and familial relationships in
raising capital for investment (Smith, 1974).

Moreover, the banks were prohibited by the MCC from transforming short-term
deposits into the long-term contracts that industrial development needs (Karam,
1979). However, a relatively small amount of the credit that was extended to the
industrial sector took the form of long-term credit through the act of refinancing
short-term (90 days) papers. In general, the share of credit granted to the industrial
sector was low compared to commercial loans; it hovered during this period around
13 per cent of all credits advanced to the economy by commercial banks (this in a
period when the economy was suffering from a credit crunch). Hence the financial
system’s interests were highly independent from industry. This independence and
the general finance-bias in the Lebanese economy pushed the financial sector to
take a very conservative stance on stable prices and the currency.

The position of Lebanon in the international economy

Closely connected with the rise of the financial sector and the subsequent finance-
industry relations is the position of Lebanon in the international economy. In the
discussion of the finance-bias of the Lebanese economy, it was seen that Lebanon
became a financial centre for the Middle East. The rise of the banking system com-
bined with political stability in Lebanon (Persen, 1958) formed the prerequisites
for a growing and vibrant economy. Maxfield (1987) has already shown through
several case studies of developing countries that the more open the economy is
and the greater is the need for capital inflows and foreign investment, the higher
will be the independence of the central bank.

This hypothesis exactly fitted Lebanon during the 1950s and 1960s. Lebanon
during this period maintained a flexible exchange rate system which was unique
during this period, as most countries followed the IMF fixed exchange rate system.
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Such a place in the international economy obliged Lebanon’s monetary authorities,
whether the BSL or the BdL, to follow monetary policies that did not threaten the
economy with capital outflows which would destabilise the whole system.

The financial crisis of Lebanon in the mid 1960s is a case in point. The crisis
was mainly a liquidity crisis that ended with the collapse of the largest bank in
Lebanon, Intra Bank. The crisis showed the vulnerability of the Lebanese financial
system to international economic events. The crisis was caused by the massive
outflow of capital from Lebanon in the period 1965—66 as a result of the interest
rate differential created by the policies of the US and UK monetary authorities,
which led to unprecedented interest rate hikes on the US dollar and the British
pound (Ghattas, 1970).

Capital-labour relations

According to Epstein and Schor (1989) in ‘countries that experience high levels
of labour militancy, shifts in the distribution of income towards wages, or social
unrest, the independence of the central bank is crucial to the policy response’
(p. 147). In 1962, the establishment of a new association of workers, the General
Confederation of Workers of Lebanon, led to higher demands by workers who were
becoming more organised (Warburg, 1964). Although by 1967 only 25 per cent of
Lebanon’s labour force was unionised and the dominance of family, village and
sectarian associations weakened class-based politics, as argued at the time by Khuri
(1969), the 1960s witnessed the germination of an effective workers” movement
that was strengthening its position in both the political and economic spheres.

Capital-labour relations during this period were tense for several reasons: first,
labour militancy was increasing and there was a significant rise in the number and
frequency of strikes and disputes compared to the 1950s. The number of labour
disputes rose from 208 annually in 1955 to 1068 in 1963 and the number of strikes
rose from 4 in 1955 to 36 in 1963, with a peak of 58 in 1959 (Khalaf, 1965). Labour
unions were pushing for and obtaining higher wages during the period from 1961
to 1966. In addition, collective bargaining was instituted in 1964 by a legislative
decree that gave workers more bargaining power vis-a-vis management.

Second, employers were not in total control of the labour process, which affected
negatively corporate profitability.'> Although during the 1960s rural workers had
departed in increasing numbers to the cities and hence constituted a large pool
of reserve labour to be tapped by the industrialists (Smith, 1974), workers were
not receptive to the process of industrialisation. Management complained of
absenteeism, slackness, damage to equipment, and lack of commitment to work on
the part of the workers (Khalaf, 1967). Thus, the lack of a culture of industrialisation
led to a slowing of the processes of labour-saving mechanisation and the deskilling
of craft workers. The low level of productivity-augmenting investment rendered
wages, although absolutely low, costly due to the low productivity of unskilled
labour (Guenther, 1964).'6

Mallat (1980) reports that between 1955 and 1965 there were increasing pres-
sures for higher salaries and wages which were showing ‘anti-economic upward
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trends’, prompting the government to rationalise what Mallat called ‘the social
excesses of labour’ (p. 212). In addition to the specific increase in labour militancy
in the 1960s, there was a general trend in the 1960s for the usage of strikes, riots
and violence as means for achieving political and economic goals amongst various
sections of the population (Suleiman, 1972).

Hence, there is sufficient evidence to doubt that the process of industrialisation
could have continued at a faster rate without endangering the profitability of the
industrial sector. The rate of industrialisation was, however, impressive in the
1960s compared to the 1950s when employment in industry increased very slug-
gishly from 35013 workers in 1955 to 39000 workers in 1960 (Raphaeli, 1967).
This trend accelerated in the 1960s. In 1964, the number of establishments was
at 6300 (Smith, 1974), which increased to 11000 by 1971 (Dubar and Nasr,
1976). Problems of finance, the resistance of the working class to the discipline
of industrialisation, and the increasing intensity of industrial conflict may have
prevented the industrialists from pursuing a higher growth strategy.

Given the productivity problems and the lack of linkages between production
and demand in the local market, we can assume that the wage-relation was
Marxian (any growth oriented strategy would have decreased the profit share).
The growth of real wages decreased in 1964—1966 and stabilised after 1966. At
the same time, during the period 1964—1971, the trend in relative shares in industry
showed a secular rise in the profit share. Measured by the ratio of profits to wages,
the share of capital increased from 177 per cent in 1964 to 204 per cent in 1971
(Akel, 1985). Without yearly time series data, the effect of the deflationary policy
on the cyclical component of the relative shares cannot be accurately discerned.
However, since the minimum real wage increased from 1965 to 1966, followed
by real wage stagnation in 1967-69, we can assume that the effect of the passive
monetary policy on wages was an important element in the secular rise of the
profit share during the period 1964—71. Hence, with regard to monetary policy, it
is safe to assume that within the parameters of the prevailing political-economic
and social structure, the industrialists were generally neutral towards the de facto
disinflationary policy of the BdL.

Transformation in the political-economic matrix

The political-economic developments in the period following the establishment of
the BAL also shed some light on its political economy. During the period 1971-75
before the start of the civil war, there was a qualitative change in the matrix of
relations between different social groups and in the fundamental relations between
economic variables, signalling the rise of a new political-economic regime.

The most important development was the convergence of interests between
the industrialists and the financial sector as more credit was forthcoming to the
industrial sector (Hani, 1984).

The influx of unprecedentedly large amounts of capital inflows (Badrudin, 1984)
during the early 1970s and an increase in the demand by the Arab Gulf states for
Lebanese goods (Chaib, 1981) led to this fusion of interests between industry and
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finance. The banking system in this period lost its fear of inflation and growth as the
profitability of the industrial sector started to reflect positively on the profitability
of banks. Credit to the industrial sector increased in that period at a 27 per cent
annual rate (Makdisi, 1979) which propelled the industrial sector to become a major
component of the Lebanese economy.

From 1971 to 1973, industrial investment totalled 350 million LL. (Lebanese
pounds), which represented 30 per cent of the total capital stock (Dubar and Nasr,
1976). Given that finance and industry were becoming more integrated during this
period, both parties would have had a genuine interest in a non-interventionist
monetary policy. The economy was being transformed from the ‘gold standard’ to
what Lipietz (1986) called a credit economy. The monetary authorities responded
with only limited measures against inflation. The BdL’s policy during this period
was overwhelmed by massive capital inflows. During the period 1971-74, high
liquidity rendered the discount rate policy of the BdL ineffective despite repeated
increases in the discount rate.

These developments (higher credit, capital inflows, BdL policy failure) led
to higher rates of inflation. These inflationary tendencies were validated by the
practices of the banks, the industrial sector, and the import conglomerates.'” First,
the import oligopolies were practicing an over-pricing strategy; they marked up
the price of imports above the increases in world-price levels (Makdisi, 1979).
Second, the growth in short-term industrial credit, with the added cost of 2 per
cent fees for revolving credit (Smith, 1974), added tremendously to the costs of
production. Third, given the increased monopolisation and concentration of the
industrial sector (Dubar and Nasr, 1976), these increased costs were transferred
to prices through higher mark-ups. These practices led to inflationary pressures in
the economy exceeding 8 per cent annually.

Inflation transformed what was a Marxian wage relation formed by capital-
labour relations in 1960s into a Keynesian one resulting in a redistribution of
income. Although the real wage showed an increase during the period 1971-1973
(followed by a sharp drop in 1974), the rate of surplus value increased by 4.3 per cent
in the years 1972 and 1973 and by 0.8 per cent in 1974 (Akel, 1985). Hence, the
increase in real wages during that period did not lead to a lowering in the profit
share but, on the contrary, economic growth, investment, and export expansion led
to an increase in the profit share of employers.

4 Conclusions

The relationship between central bank independence and inflationary outcomes in
the MENA region has been similar to that in other developing countries or non-
democracies. Central bank independence, although necessary for low-inflationary
outcomes, is not sufficient. Political setups accommodating central bank inflation
objectives may play a decisive role in the ultimate policy outcome of central banks,
as Posen (1993) argued. This paper has shown that central banking in Lebanon has
enjoyed from its inception in 1964 a high level of independence from the political
authorities and this independence was supported by a political-economic setup
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conducive to price stability. In the formative years of the BdL, capital-labour relations,
finance-industry relations and the position of the economy in the international
economy provided the political support for the BdL’s disinflationary bias.

Notes

1

10

11

The monetary authorities in Morocco and Tunisia, for example, have shifted their
monetary policy from targeting the nominal exchange rate to targeting the real exchange
rate in an effort to maintain the competitiveness of their economies (Dropsy and Grand,
2004). For reforms in Egypt, see Galal and Lawrence (2005).

In his comments on Posen’s paper, Alesina (1995) argued that the impact of the financial
sector’s opposition to inflation can be incorporated into Rogoff’s model by its impact
on the value of the inflation-aversion weight in the central bank’s loss function.

Data from Sturm and de Haan (2001). The countries are: Algeria, Bahrain, Egypt, Iran,
Jordan, Kuwait, Lebanon, Libya, Morocco, Qatar, Sudan, Syria and Tunisia.

The intimate relationship between the laissez-faire thinking and the economic regime
implemented during the post World War II period has been analysed by many students
of post-independence political and economic thought in Lebanon (Issawi, 1964;
Shehadi, 1987; and Traboulsi, 2002). The state’s economic policy and the predominant
schools of economic thought in Lebanon were vehemently Classical in the period
from 1943 until the advent of the Chehab regime. One of the major achievements of
the regime was the strengthening of the Ministry of Planning which instituted the first
five-year development plan for the period 1962-1967 (Raphaeli, 1967). In retrospect,
Saidi (1981) faults the creation of the Central Bank as an ‘externality’ that contributed
to the bank failures that occurred in the period 1964-1967.

For a discussion of the gold standard in the industrialised countries and its effect on
inflation and output dynamics, see Lipietz (1986) and Boyer (1990a, 1990b).

To investigate the role of the discount rate during this period, the following equation
was estimated for 1950-1962:

A
D, =a+/3(7y>z+y(5)t

where D = discount rate, y = GDP and E = exchange rate (LP/$). The coefficient of
Gross Domestic Product growth was insignificant while the coefficient of the exchange
rate was significant, lending support to the idea that the discount rate was passive during
this period.

ABL is the French acronym for the Association of Lebanese Banks.

There is a similar incident in central banking history in Germany. The shopkeepers
and farmers favoured the nationalisation of the ReichBank while the bankers preferred
private ownership because of fear of inflationary policies (Goodman, 1992).
According to Banaian ef al. (1983) statements and laws concerning the independence
of the central banks are important indicators of CB independence. Moreover, Uusitalo
(1984) stressed the importance of evaluating the relative autonomy of CB with respect to
government and the parliament. For example, who appoints the members of the central
organs of the central bank and to whom they are responsible are important questions
that would determine eventually the institutional-legal relationship between the state
and the central bank.

For historical analyses of the rise of central banks in the United States, France, Germany,
and Italy from a political economy perspective, see Livingston (1986) and Goodman (1992).
Makdisi (1979) argued that the main declared and undeclared policy objectives of the
Lebanese government during the 1960s were price stability, maintenance and expansion
of existing foreign exchange reserves, and balance of payments equilibrium.
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12 As a sign of the Banque du Liban’s policy orientation the items discussed in the BdL
council meeting in June 1964 represented clearly the bias of the central bank. The items
were: stimulation of bank credit to the real estate sector to solve the problems of frozen
investment, encouraging foreign savings and attracting foreign capital by removing
taxes on bank deposits, and reducing corporate profit taxes (Badrudin, 1984).

13 The practices of the banking system were also governed by a conservative and outward-
looking stance. Commercial banks were, for example, taking advantage of the high
interest rates on the Euro-dollar and Euro-sterling markets during 1965—66. Between
September 1965 and September 1966, the foreign assets of Lebanese banks rose by
30 per cent (Ghattas, 1970). These practices were in part responsible for the financial
crisis of 1966 which resulted in a further outflow of capital and tightening of the local
money market.

14 Empirically Epstein (1992) has shown that the political economy matrix of increased
central bank independence, speculative finance and Marxian wage relations led to
higher output gaps in eight OECD (Organisation for Economic Co-operation and
Development) countries in the 1980s.

15 For a discussion on the relationship between control of the labour process and the
profitability of the capitalist enterprise, see Edwards (1979).

16 In the 1950s, the banks were the monopoly source of credit to the agricultural sector,
which led to the channeling of resources to large commercial agriculture at the expense
of the small farmer (Gates, 1989). Small producers were thrown out of work, which
also explains the mass exodus from the rural areas to the cities that created a large army
of labour.

17 Moreover, a militant labour movement combined with increased left-wing activity
also contributed to the creation of a political-economic environment conducive to
inflation.
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3 The degree of legal central bank
independence in MENA countries

International comparisons and
macroeconomic implications

Enrico Gisolo

Introduction

Central bank independence (CBI) has been a widely explored field of research
for industrialised countries since the seminal work of Alesina (1988). During
the first half of the 1990s other prominent papers (see section 1 below) helped
to characterise more clearly the concept of independence in order to provide an
adequate taxonomy of the phenomenon and to explore the alleged relation between
central bank independence and macroeconomic performance, which is particularly
complex in the current context of increasing globalisation.'

However, there has been relatively little analysis of central bank independence
in developing and emerging economies. Two recent contributions from the IMF
propose a simplified methodology to calculate the de jure independence in some
developing regions. But until now there has been no assessment of the degree of
legal independence for the central banks of the countries of the south shore of the
Mediterranean Sea.

Limiting the analysis to de jure independence involves both advantages and
shortcomings. The first, rather obvious, advantage is that the evaluation has to be
based only on legal documents, without considering any political or institutional
arrangements (usually informal and complex) or any actual procedures or practices
not clearly established in law. In other words, the assessment can be factual and
the information set limited to a small number of easily available sources. Another
advantage is that one can consider only well established and legally enforced
rules, which are likely to prevail against informal procedures in the case of serious
conflicts between different institutional bodies.

Moreover, what the law states is likely to became actual, even if it is not yet
fully implemented, once appropriate enforcement mechanisms are set up. Thus
the examination of central bank laws, insofar as the government authorities are
committed to their fulfilment, can help to determine the future degree of central
bank independence.

On the other hand, there may also be cases, for instance that of Israel in the
Mediterranean region, where established practices can give guidance for the legis-
lative authorities in preparing future laws. However, this is probably an exception
which is not likely to prevail in transition economies.
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There is also an obvious disadvantage in considering only central bank charters:
this does not allow us to apprehend the current degree of independence and this
may result in a misperception of the actual framework in which monetary policy
is currently conducted. It is also true that any consolidated informal institutional
agreement is likely, sooner or later, to become law when it is politically and
institutionally validated (with a possible temporal delay that depends on the insti-
tutional framework). Overall, however, the legal approach should be considered
a suitable one.

The aim of the present paper is to assess the degree of de jure central bank inde-
pendence enjoyed by the central banks of the south shore of the Mediterranean
Sea (which belong to the Euro—Mediterranean Partnership?) and of some other
Middle East countries, and to shed some light on the macroeconomic outcomes
associated with different degrees of independence. The chapter is organised as
follows: section 1 briefly reviews the literature on central bank independence,
section 2 describes the approach followed by this study, section 3 presents the
results, section 4 sheds some light on the macroeconomic impact of central bank
independence in the countries considered, and section 5 concludes.

1 A brief survey of the literature on central bank independence

A comprehensive review of the large body of literature on central bank inde-
pendence goes beyond the aim of the present work. But it is worth noting here that
several empirical studies of industrialised economies provide evidence that higher
central bank autonomy is associated with lower average inflation (see, for example,
Grilli et al., 1991, or Cukierman, 1992). Since 1970, during the post Bretton Woods
period, the industrialised countries which accorded greater legal autonomy to their
central banks also experienced lower average inflation, while this seems not to have
negatively affected average real growth. However, the correlation between legal
autonomy and lower inflation did not appear, at least until the end of the 1990s, to
be empirically significant in developing countries. Nonetheless, some more recent
studies have introduced new variables in the empirical studies and the results have
not always been so clear-cut (see, for example, Campillo and Miron, 1997, or
de Haan and Kooi, 2000).

For a brief but complete survey of studies regarding industrialised countries,
which is also interesting for its consistent comparison of different indicators and
for the innovative multivariate methodology presented by the authors, see de Haan
et al. (2003). For a more comprehensive review of the literature, with some insight
also on developing countries, see Gutiérrez (2003).

The remainder of this section will deal with some recent works focused on
emerging markets economies.

Lybek (1999) initially set the stage for an indicator of central bank de jure
independence suitable for emerging economies. His study deals with countries of
the former Soviet Union in the period 1995-1997. As regards the index used, it
embodies most of the elements found in other similar indexes, but, in addition, it is
specifically tailored to suit the guidelines followed by the Monetary and Exchange
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Affairs Department and the Legal Department of the International Monetary Fund
when they provide technical assistance.

Gutiérrez (2003) argues that the alleged lack of correlation between legal central
bank independence and inflation in emerging economies may depend on the lower
level of enforcement of the law in these countries relative to industrialised ones
and, thus, considers only the provisions embodied in the legal documents of the
highest rank (constitutions), where he finds evidence that those countries in Latin
America and the Caribbean that entrench the independence of central banks in their
constitutional charters, exhibit a better inflation performance. The index of legal
independence employed is basically the same as in Lybek (1999), with a slight
modification in the scale of the evaluation scores.

Dvorsky (2000) measures the degree of legal and actual central bank independ-
ence in five Central and Eastern European transition economies (namely, the Czech
Republic, Hungary, Poland, Slovakia and Slovenia) using the Cukierman (1992)
and the Grilli, Masciandaro and Tabellini (1991) indices for legal independence
and the turnover rate of central bank governors to proxy the degree of actual
central bank independence. The main conclusion of the paper is that, together with
central bank independence, other requirements were needed (such as structural
reforms and a proper coordination of fiscal and monetary policies) to fight inflation
effectively in those countries, join the European Union and, at a later date, adopt
the euro as the currency.

Sturm and de Haan (2001) analyse whether central bank independence affects
inflation in an extensive set of developing countries, based on the turnover rate
of central bank governors, covering the 1990s. They find that, in general, central
bank independence does not appear significant in explaining inflation when they
control for various inflation-related variables, except in the case of very high-
inflation countries.

Beblavy (2003) uses a different approach to central bank independence, present-
ing the results of a questionnaire proposed personally by the author to the deputy
central bank governors of the Czech Republic, Hungary, Poland and Slovakia, in
order to assess which they thought were, out of the various criteria proposed in the
literature, the most important indicators of central bank independence. As a control
sample the author uses the analogous information provided for industrialised
countries by Masciandaro and Spinelli (1994). The main results are that central
bankers from both groups agree strongly on the importance of two aspects of
central bank independence: goal independence and freedom to implement these
goals (together with the freedom to determine the terms and limit the amount of
the credit granted to the government).

In a recent work Arnone et al. (2006) analyse certain aspects of central bank
independence based on an upgrade of the Grilli, Masciandaro and Tabellini index
as of the end of 2003 for a rather extended set of OECD, developing and emerging
economies. For a sub-set of countries the work assesses the change in central
bank autonomy between 1992 and 2003, based on a methodology inspired by that
of Cukierman (1992). The evidence shows a significant improvement in central
bank autonomy, particularly for developing countries. Moreover, the increase
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in central banking independence seems to follow a common pattern, consisting
of three stages: first the establishment of the political pre-conditions, secondly
the development of a certain degree of operational autonomy and thirdly the
confirmation of independence and/or its formalization through the appointment
of high profile senior managers and by the enactment of appropriate laws. These
results confirm the validity of the approach of the present work which considers
the legislative step as a milestone, both prospectively or as a result of a recognised
process, on the road to achieving a suitable degree of central bank independence.

2 Methodology and brief regional overview

Methodology

The methodology followed in the present work is derived from Gutiérrez (2003),
who drew heavily on the simplified approach to assessing central bank independence
in emerging market economies originally proposed by Lybek (1999). According to
this method, only the legal situation is taken into account, without any consideration
of the general monetary policy framework as determined by (informal) agreements
and common practices.

The methodology evaluates central bank independence along five dimensions:
Central bank objectives, Policy formulation, Political autonomy, Economic
autonomy and Accountability. Each dimension presents a different number of sub-
dimensions (two in the case of Central bank objectives and Accountability, four
in the case of Policy formulation and Economic autonomy, seven in the case of
Political autonomy). Each sub-dimension presents an evaluation scale of three to
five degrees to each of which a score ranging from minus one (-1) (higher degree of
dependence) to one (1) (higher degree of independence) is associated. Aggregation
of scores by dimension is made by summing the sub-dimension scores.

As already indicated, there are two possible versions of the IMF methodology,
one as in Lybek (1999), the other as in Gutiérrez (2003). Basically the two meth-
odologies coincide, apart from the scale of the scores. The second one appears
to be more suitable since it allows for negative evaluations on single aspects of
independence, and thus seems to present a higher discriminatory power.

Some slight modifications of the Gutiérrez analysis benchmarks have been
necessary to apply the methodology to the Mediterranean countries. These
modifications have been kept to a minimum, in order to preserve the comparability
of the results of the present analysis with other studies. A comprehensive description
of the revised methodology is reported in Appendix 1. It is worth noting that the
present study does not consider, as Gutierrez (2003) does, the constitutions, since
the practice of embodying central bank provisions in constitutions is not present in
the Mediterranean region. Instead, ordinary laws have been considered. Obviously,
the fact that the independence of the central banks of the region considered in the
present study is enshrined in a law or even a decree and not in the constitution does
not safeguard these provisions to the same extent from frequent legislative reforms.
In order to reduce the analyst-sensitivity of the results, the evaluation of legal
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independence according to the criteria for each country has sometimes been re-
scaled by subtracting from it the relevant average value. In these cases (all except
the total results in figures 1 and 2, which are absolute values) the results should be
interpreted on a comparative basis rather than on an absolute one.

Like any other index for measuring independence, that used in the present
study can be considered subjective. Indeed, Mangano (1998) claimed there was
an important ‘subjectivity’ bias, deriving from an interpretation bias, when the
results of the most commonly used indicators (those of Grilli, Masciandaro &
Tabellini (1991), and Cukierman (1992)) were compared. In fact, the claim that the
construction of indexes is likely to involve subjectivity is hard to reject.

The legal documents that have been used, which reflect the major legal
developments in the South Mediterranean region, are summarised in Table 1.

Table 3.1 Legal central bank provisions in the South Mediterranean countries

Algeria Ordonnance relative a la monnaie at au credit, no. 03-11,
26 August 2003
Cyprus Central Bank of Cyprus Law of 2002, no. 138(1) 2002
Egypt Presidential Decree no. 64 of 2004, promulgating the Statute of

the Central Bank of Egypt, based on Law of the Central Bank,
the Banking Sector and Money, promulgated by Law no. 88 of

2003

Israel Bank of Israel Law, 5714-1954, effective from December 1954

Jordan Law no. 23 of 1971, Law of the Central Bank of Jordan, as
amended by Laws no. 37 of 1989, 14 of 1991, 10 of 1992, and
16 of 1992

Lebanon Code of Money and Credit, promulgated by Legislative Decree
no. 13513 of 1 August 1963

Libya Law no. 8 of 1425(M)*/1996 and Law no. 1 of 1993 Concerning
Banking, Currency and Credit

Malta Central Bank of Malta Act, Chapter 204, Act XXX1 of 1967, as

amended by Acts X and XXIX of 1968, XVII and XX of 1971,
XXIV of 1972, XIX and LVIII of 1974; Legal Notice 148 of
1975; and Acts XX of 1981, XIII of 1983, XXXVIII of 1986, XI
of 1988, XIV and XXVI of 1984, XXIV of 1995, IX and XVI of
1997, XVII of 2002 and IIT of 2004

Morocco Statutes of Bank Al-Maghrib, Dahir no. 1.59.233 hijra 1378 (30
June 1959). Also Dahir bearing law no. 1-93-147 of 6 July 1993
Relating to the Activity and Control of Credit Institutions

Palestinian Authority Law of 16 December 1997

Tunisia Law no. 58-90 of 19 September 1958, establishing the Central
Bank of Tunisia
Turkey Law on the Central Bank of the Republic of Turkey, no. 1211,

date of acceptance 14 January 1970, as amended by Law no.
4651 of 25 April 2001
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A brief regional overview of the Mediterranean region

Some Mediterranean countries have experienced in recent years, or are still going
through, legal developments in central bank laws. Generally these developments
have led to an improvement of de jure independence. In some cases (Malta, Cyprus
and Turkey) the reforms were related to the EU accession process. In some others,
they can be seen in the wider framework of a move towards structural reform and
financial system liberalisation and modernisation. Morocco’s parliament has been
discussing since late 2005 a widely announced but not yet definitively approved
new law on central banking activity, whose general outlook is expected to increase
substantially the independence of the Bank Al-Maghrib. Egypt has very recently
modified the statute of its central bank. One exception in this move towards greater
independence is Algeria, where the legal framework was changed (in 2001 and
2003) in ways that enhance to some extent the influence of the government on the
activities of the central bank.

Finally, it is worth noting that there are several features of the Mediterranean
region, some common to the region as a whole, and others specific to a particular
country, that may help in understanding the results of the study. The diversity
within the region is important, since this set of countries brings together the
Maghreb-Mashreq ones with Israel, Malta, Cyprus and Turkey, which feature
different characteristics:

1 The recent economic history of the Maghreb-Mashreq countries, for exam-
ple, has undoubtedly influenced the degree of independence of its central
banks; most of the countries in the region had adopted centrally-directed
economic models, in which the official sector had a very important role in
the economy. Therefore, a transition towards a market-oriented and private
sector-led economy has been initiated in recent years — and is still continuing
— with structural reforms including deregulation, liberalisation, promotion
of competition etc. With respect to the financial sector, these reforms have
aimed at increasing central bank independence, privatisation, liberalisation of
interest rates, etc. Thus, the move towards central bank independence has to
be framed in this context, in which the public sector is starting to withdraw
itself from heavy interference in the private sector, but the process is still
ongoing.

2 The accession of Malta and Cyprus to the EU in May 2004 undoubtedly
contributed to the modification of their Central Bank laws in the direction of
more independence. Indeed, during the convergence process both the European
Central Bank (ECB) and the European Commission guided these countries
towards the modification of their statutes in order to achieve full compliance
with those of the ECB. The same applies, though under a different process
since the accession procedure is not so advanced, to the case of Turkey.

3 Israel is probably the only country that cannot be classified into any of the
above mentioned blocks. As a developed country, its Central Bank might be
expected to be very independent, but this is not the case in legal terms.
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4 At the same time, exchange rate regimes also matter: if central banks are
really independent but the country has an open capital account and a fixed
exchange rate regime, in practice it is very difficult for the central bank to
actively pursue its main objectives independently (i.e. the so-called “im-
possible trinity”). Furthermore, with a currency board, for example, there is
not much room for an independent national monetary policy. However,
there are no such cases in this region. Some countries have evolved towards
a more flexible exchange rate, in line with developments in a wide range
of other countries. The exchange rate regimes of the countries considered
(excluding Palestine® and Malta and Cyprus due to their accession status) are
as follows:

e Soft pegs: Morocco;

*  Hard pegs: Jordan, Lebanon;

*  Exchange rate bands: Israel (free floating de facto: exchange rate band
around 50 per cent);

*  Managed floating exchange rates: Algeria, Tunisia, Egypt (though offi-
cially classified as floating);

» Independently floating exchange rate: Turkey.

As regards Libya, it pursues (like other oil producing countries such as Iran,
Nigeria and Venezuela) an exchange rate regime which has some sort of tie to
the value of the dollar, although it does not fit exactly under any of the above
mentioned categories.

The following paragraph examines the results in the light of the above mentioned
peculiarities.

3 Results

The Mediterranean region

The preliminary application of the methodology to the 12 Mediterranean countries
considered (excluding Syria* and including Libya), led to the results set out in
Appendix 1 and graphically displayed in Figure 3.1. The ranking of countries is
determined by their degree of independence.

While some of the results are intuitively understandable, others are probably
different from what might have been expected, possibly because de facto
independence is sometimes very different from what merely legal considerations
would imply. A notable example of this is the case of Israel in which the de facto
independence is much greater than the de jure independence (see Box 1), which
is the opposite of the case of the Palestine Monetary Authority, whose de jure
independence is much greater than its de facto independence — except for the
political autonomy criterion — mainly due to the delicate socio-political situation
and to the fact that Palestine does not issue its own currency.



34 E. Gisolo

Box 3.1 Central bank independence in Israel

The degree of actual independence that the central bank of Israel enjoys
is higher than what the law would suggest. A suitable measure of central
bank independence is the weighted index used in Cukierman, Webb
and Neyapti (CWN, 1992). The index features a normalised average of
16 characteristics ranging from 0 (lower independence) to 1 (highest
independence). More recently, Cukierman (2007) analysed the degree
of actual independence enjoyed by the Bank of Israel year by year, as
well as the legal score in the original charter of 1954, after the relevant
amendment of 1985 and after the implementation of the modifications
proposed in 1988 by the Levin Committee (Chart 3). This Committee was
composed of independent experts appointed by the Israeli Prime Minister
in 1987 to issue recommendations aimed to align the central bank
statute to the best international practice. The Committee recommended,
among other things, that price stability be set as the overriding goal for
monetary policy.
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Box figure 3.1 l|srael — legal vs. actual independence.

Source: Author’s calculations based on data from Cukierman.

The issue of the independence of the central bank of Israel also came to
the attention of the European Central Bank (ECB), which was requested
to evaluate an amendment proposed by the Ministry of Finance (Draft
Bank of Israel Law, amendment No. 20, 5762-2002), in the context
of the Association Agreement between the EU and Israel. The ECB
assessment stated that the Bank of Israel Law and the amendment
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proposed would have been basically inconsistent with the EU Treaty
and the ESCB Statute. Also the IMF, in its 2004 Article IV Consultation,
highlighted the need to amend the law to ‘reflect international best
practice regarding monetary policy objectives and procedures, along the
lines of the recommendations of the Levin Committee’.

In 2005, after years of unsuccessful attempts, a proposed new
Bank of Israel law was finally drafted by the government. Parliamentary
approval is still pending. Key principles of the proposed new law
include the creation of a monetary committee responsible for interest
rate decisions; the formation of a management board responsible for
oversight of administrative matters and the establishment of price
stability as a primary policy objective. The proposed law should finally
reconcile de facto and de jure central bank independence and fulfill the
recommendations of the Levin Committee.

According to the figure, the new EU member States, Cyprus and Malta, rank
among the first places. Tunisia also seems to have a very independent law, while
the case of Algeria is an anomaly that derives from the use of the methodology, as
explained in the following paragraph. Morocco ranks in the last position, which
explains why it is in the process of modifying its central bank law to make the Bank
Al-Maghrib more independent. As for the second worst result, Jordan, this is due
mainly to the strong governmental involvement in the appointment and dismissal
of the governor and members of the Board.

Apart from considerations on the measured level of independence, the graph
also displays an important characteristic of any law: its internal coherence. In fact,
a given level of independence might be less effective when some highly positive
components face some other significantly negative ones compared to the case in
which all the components are coherently positive. With this respect the case of
Algeria shows, perhaps surprisingly, a good example of a coherently balanced
law, despite the recent modification designed to reduce the independence of the
central bank and the methodological caveats that will be put forward below, in the
discussion of political autonomy.

As the Gutierrez methodology does not coincide with that used by the Euro-
system to assess compliance with the Treaty, we also show a weighted version of
the index, in which the weights for the criteria have been assigned according to
the importance given to them in the compliance assessment* pursued by the
European Central Bank (ECB) with respect to accession countries. The results are
shown in Figure 3.2.

A paradoxical consideration is that, once we consider the ECB-criteria
weighted indicator, the ranking of Cyprus and, to a larger extent Turkey, decrease,
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notwithstanding the efforts undertaken by these countries to implement the acquis
communautaire. This is surprising, as these two countries have been considered
as complying with the EU criteria. The source of the difference is methodological
in nature and concerns the political criterion, or ‘personal independence’ in the
ECB’s terminology, in several aspects:

*  Concerning the term of office of the Governor and the Board, the ECB criteria
establish a minimum term of office of five years as acceptable, whereas for
Gutierrez (2003) the benchmark is established through the comparison of the
term with that of the appointing body (it should be longer).
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+  Concerning the competent authority to appoint the Governor and Board
members, the ECB criteria do not establish which is the competent authority,
while according to Gutiérrez (2003) it should not be the Executive alone or
the Executive must not have a predominant role.

As a result, Turkey and Cyprus can be in full compliance with these ECB criteria
and at the same time do not reach fully satisfactory results according to the
Gutiérrez methodology.

On the other hand, if we consider the three countries for which we have both
the Cukierman, Webb and Neyapti (1992) indicator (CWN), updated to 2001, and
the score developed in the present study (S), namely Cyprus, Malta and Israel, the
weighted version of the latter seems, apart from a scale factor, to present more
similarity with the former (see Figure 3.3).

In the remainder of this section, the results of the assessment for each dimension
of evaluation are presented and briefly discussed (for details of the methodology
applied, see Appendix 2).

For the rest of the paper the scores are presented in terms of differences from
the respective average, in order to emphasise the comparative dimension of the
analysis.

Central bank objectives

This dimension of the evaluation analyses the situation concerning economic
policy and the financial system. As for economic policy, it is very near to the
ECB’s definition of independence (which depends on the extent to which price
stability is the overriding goal for monetary policy). The component relative to the
financial system is based on the rationale that when the law attributes to an inde-
pendent authority the supervision of the financial intermediaries, the autonomy of
the central bank as regards the conduct of monetary policy is higher, because the
monetary authority is not committed to different, potentially conflicting, goals.
Accordingly, the countries that recently joined the European Union (Malta, and
Cyprus) as well as the candidate country, Turkey, have higher degrees of autonomy,
together with one of the Maghreb countries, Tunisia, while all the other countries
show an unsatisfactory level of independence as regards the determination of the
objectives of monetary policy (Figure 3.4). This is also the ranking in total terms,
since the second objective does not really discriminate among countries, with the
notable exception of Lebanon.

The second aspect, the financial system, considers whether supervision is
explicitly delegated to an autonomous agency, granting a better mark if this is the
case. Nonetheless, it is not universally accepted that the separation of supervision
from the Central Bank is necessary for independence or better on effectiveness
grounds.’ Indeed, the ECB criteria on independence refer to this issue in the financial
independence provisions, which state that the decisions made by the supervisory
authorities within the CB but through an independent decision-making body of
the central bank should not endanger the finances of the central bank as a whole.
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In fact in the present study this criterion does not tell us much, since all central
banks are ranked equally, because most of them are in charge of supervision
themselves, or do not make a reference to the issue. The exception is Lebanon,
which has established an independent Banking Control Commission. I considered
that this Commission could not be regarded as an “autonomous government
agency” since its budget must be ratified by the Higher Banking Council, whose
chairman is the Central Bank governor, and thus this contingent financing could
interfere with the conduct of its functions. This is the reason why in total terms
Lebanon is around the average, but on the “weighted criteria” according to the ECB
this exception diminishes in importance.

Policy formulation

Apart from the fact that long run price stability should be regarded as the pre-
eminent objective for monetary policy, an important component of central bank
independence is the capacity to formulate concrete policies independently from the
government. From this perspective, this criterion analyses the situation regarding
monetary policy, foreign exchange policy, coordination of policies and resolution
of conflicts.

In global terms, Cyprus and Turkey show a satisfactory independence level,
while Malta is slightly below the average, even if joining the European Union is
likely to further insulate the implementation of monetary policy from excessive
governmental pressures. Algeria and Jordan also show a comparatively high
degree of independence in policy formulation, while the legislation of the other



40 E. Gisolo

countries seems to be more binding on this issue (see Figure 3.5). Palestine gets
a surprisingly high mark here, but this is explained by having a good law which
gives the Palestine Monetary Authority (PMA) a responsibility in the conduct of
monetary and exchange rate policy which is obviously not matched by reality:
the PMA does not issue its own currency, so obviously we are referring here to a
merely legal and not de facto autonomy.

Concerning the specific objective of Monetary Policy, there are subtle differ-
ences in the wording used by each Central Bank Law which hide differences in the
degree of power of the Central Bank: the ranking goes from “outline” the monetary
policy (Lebanon), to “shape” it (Israel), to “give its opinion” (Morocco).

Political autonomy

Political autonomy is the dimension that in this study presents the widest range of
scores, due to the fact that it is the sum of two components related to the position of
the governor and the position of the other members of the board (Figures 3.6 and 3.7).

As shown in Figures 3.1 and 3.2, political autonomy is the only dimension that
is globally negative for all countries, with the notable exception of Algeria. In the
case of Algeria, however, it should be noted that the fact that there is no reference
in the law to the term of office of the governor and vice-governors, and no reference
to the grounds for dismissal, tends to raise Algerian CBI because of the scores
applied; I have evaluated these aspects with a zero (“0”’), which means that there
is no reference in the law, while most other countries have negative scores on these
issues. Nonetheless, since the articles mentioning the fixed term of office for the
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Governor and vice-governors were expressly deleted from the law in a reform that
took place in 2001, we might consider here that the deletion in fact grants powers
to the Executive to freely dismiss the governor and Board members at any time,
and that their term is shorter or equal to that of the Executive, in which case the
assessment would be negative.

At the same time, the EU members and the EU candidate country do not rank
very high on this aspect, which reflects the methodological difference between the
ECB criteria and the Gutiérrez ones concerning the term of office of the governor
and Board of Governors and their appointments.

Israel has not been included in Figure 3.7 since it is the only central bank in the
region which does not have a Board of Governors, nor a Monetary Policy Committee.

As stressed before, legal indices of central bank independence are often
incomplete and noisy indicators as laws are not able to specify explicitly the
distribution of powers between central bank and political authorities under all
contingencies (and, even when the laws are quite explicit, actual practices may
deviate from them). Cukierman (1992), for example, argues that legal independence
measures may be a better proxy for effective independence in industrial countries
than in emerging market economies. Thus, as an alternative, Cukierman (1992)
and Cukierman et al. (1992) used as a proxy of (actual) central bank political
independence in the 1980s the actual average term of office of the governor,
assuming that, at least up to some threshold, the longer this term is, the higher is the
independence of the central bank from politicians. Following this line of thinking,
Sturm and de Haan (2001) built an extensive data set of the turnover rate (TOR) of
governors for 90 emerging market economies during the 1980s and the 1990s.?
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Figure 3.8 plots a TOR-based indicator (TOR,, - TOR;), namely the differ-
ence between the average TOR in the Mediterranean region and the TOR in
each of the 12 Mediterranean countries considered in this study, as well as in the
90 emerging economies as a whole. By construction, positive values of this index
correspond to higher political independence and vice versa. Besides the values
for the entire period considered by Sturm and de Haan (2001), values for the two
sub-periods 1980-1989 and 1990-1998 are also reported. Countries are ranked,
in ascending order, following the value of the respective TOR-based indicator for
the period 1980-1998. It is clear from Figure 3.8 that the overall numbers for the
Mediterranean region are better, in terms of central bank independence, compared
to the whole sample of emerging economies (only Libya and Turkey show average
figures worse than the average of the 90 emerging countries). While most of the
countries have experienced an improvement in the degree of independence of the
central bank from politics (which has been significant in countries such as Algeria,
Egypt, Isracl and Tunisia), for Jordan, Malta and Syria the opposite holds.

Furthermore, the TOR can be helpful in evaluating whether there is a correlation
between the indicator of legal political independence shown in Figures 6 and 7
and a measure of the actual degree of political independence, which can be
proxied by the TOR-based indicator. Figure 3.9 plots the dismissal of the governor
component of the political independence indicator, as well as the TOR-based
1980-98 indicator.

It is worth noting that the countries considered can be clearly split into two
subsamples: Algeria, Morocco, Cyprus, Lebanon and Malta present a positive
correlation between the turnover of the governor and the relative legal provisions,
while the other countries show a negative correlation. In particular Libya, Jordan,
Tunisia and Israel show a turnover rate higher than the one that would have been
implied by the legal framework, while the opposite holds for Turkey and Egypt.
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Figure 3.8 Turnover rate of governors (1980-1998) (difference from average).

Source: Author’s calculations based on data reported in Sturm and de Haan (2001).
Note: Countries are ordered by TOR 1980-98 (dotted line, right scale).
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Figure 3.9 Legal vs. actual (TOR) political autonomy (dismissal of governor) (average
values).

Source: Author’s calculations.

Economic autonomy

As regards the economic autonomy attributed by law (which basically coincides
with whether central banks have dedicated capital, their independence of judg-
ment in financing the government and their ability to operate freely on the capital
markets) the Mediterranean sample is almost equally divided into two. Lebanon,
Palestine, Tunisia, Turkey, Egypt and Cyprus seem to enjoy the highest level
of economic independence, while Jordan, Libya, Malta, and, to a larger extent,
Morocco and Israel present a level of legal economic independence below the
average (Figure 3.10). Nonetheless, the situation in Morocco in this regard is about
to change according to the new law which is being elaborated.

Lebanon ranks first here because it is the only country that states that the Central
Bank cannot operate with non-financial institutions (i.e. undertake quasi-fiscal
activities) and also establishes clear limits on credit to the government, which is
only allowed in extraordinary circumstances and subject to safeguards.

Accountability

According to the index used in the present work, the majority of central banks
present a satisfactory (above average) level of accountability, in terms of the
publication of statements and audit procedures. The EU member countries, together
with Turkey, rank first on this criterion. On the other hand, Tunisia, Lebanon,
Morocco, Algeria and Libya appear to have almost no accountability.
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Figure 3.10 Legal central bank independence: economic autonomy (difference from
average).

Source: Author’s calculations.
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Figure 3.11 Legal central bank independence: accountability (difference from average).

Source: Author’s calculations.
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Syria, Iran and the United Arab Emirates

Syria, although it participates in the Barcelona process, can be considered more
similar to (and compared with) other Middle Eastern countries, namely Iran
and the United Arab Emirates (UAE). The inclusion of Saudi Arabia has not
been possible due to the unavailability of an official English translation of its
monetary law.

The legal documents considered in the present analyses are as follows:

1 Syria: Law No.23 of 2002, concerning the ‘Central Bank and the Basic
Monetary Order’;

2 UAE: Union Law No. 10 of 1980, concerning the ‘Central Bank, the Monetary
System and the Organisation of Banking’;

3 Iran: the Law on the Central Bank of Iran, approved on Tir 18, 1351 (July 9,
1972).

The results of the analyses are reported in Figure 3.12 and Appendix 1. Not
surprisingly, Syria is the least independent of the countries considered: before 2002
the Central Bank of Syria was in fact not much more than a special branch of the
Ministry of Economics and Finance, while the current formulation of the central
bank law still maintains aspects of substantial dependence on the executive.

300 qmmmmm s e e e e -y r 3.00
2.00 A -+ 2.00
1.00 A -+ 1.00
0.00 + -+ 0.00
-1.00 - r-1.00
M Central bank objectives W Policy formulation W Political autonomy
O Economic autonomy [OJAccountability dTotal
-2.00 T T -2.00
Syria Iran UAE

Figure 3.12 Syria, Iran, UAE: weighted independence index and its components.

Source: Author’s calculations.
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4 The macroeconomic impact of central bank independence

The Mediterranean region

The previous section of this chapter reported the results of an extensive analysis
of the charters of the central banks of the southern shore of the Mediterranean Sea
and thus gave a picture of the degree of central bank legal independence in the
area. Nevertheless, as stated above, legal independence does not necessarily imply
actual independence, at least in the short run. To make a preliminary assessment
of the extent to which legal independence may correspond to actual, an analysis
of the relationship between the calculated independence indicator and the average
inflation over the past ten years may prove to be useful. The results of such an
analysis are reported in Figure 3.13 which plots the independence indicator and
the average inflation rate.’

As mentioned, the central bank of Israel enjoys a degree of actual independence
higher than the one suggested by the legal indicators. Bearing in mind this consid-
eration, Figure 3.13 clearly shows how (amongst the central banks of the countries
of the Barcelona Process for which data are both reliable and comparable), we can
identify a group of five which shows the expected correlation between the legal
independence indicator and inflation (Egypt, Israel, Cyprus, Malta and Tunisia)
and two central banks whose actual anti-inflation behaviour seems stronger than
that implied by the legal indicator (Jordan and, even more, Morocco). On the other
hand, Algeria shows a higher-than-expected medium-term inflation rate when
compared to the legal independence enjoyed by its central bank.

By comparing the legal independence indicators with a measure of the medium
term excess money growth (EMG), defined as the average difference between
the growth rate of quasi-money and that of GDP over the last ten years (as in
Figure 3.14) the following conclusion can be drawn: EMG is highly correlated
with inflation, as might be expected, except for Morocco and Jordan. This may
imply a different interpretation of the behaviour of the national central banks: they
may have actually pursued an expansionary monetary policy that has been only
partially translated into prices due to some deflationary pressures. In other words,
they may have not been as conservative as the analysis of medium term inflation
would suggest.

Notwithstanding the fact that economic theory does not present any conclusive
argument in favour of the view that inflation, at least within common recorded
values, may lower growth, there is a quite widespread consensus that when infla-
tion is under control, the market’s uncertainties are reduced, the price formation
mechanism is thus more effective and, as a consequence (provided that the market
mechanisms are working) the resulting better allocation of resources (through price
adjustments) should foster long term growth. The evidence from the last ten years
in the countries considered does not contradict this common understanding. In
fact, if we exclude Algeria, where prolonged episodes of civil war during the last
decade have reduced medium-term growth rates, a trade-off seems to exist between
the ten year average inflation rate and the same period growth rate. A relevant
exception seems to be represented by Egypt, at least if we do not consider the high
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Figure 3.13 Weighted legal independence index vs. average inflation (1996-2005).

Source: Author’s calculations and IFS data (IMF). Note: values are standardised around the average.
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devaluation of the currency in 2003, which contributed to the vigorous recent rise
of inflation (Figure 3.15).

The available data suggest that a strong commitment to reducing inflation seems
to be conducive to a better long term macroeconomic performance (except for
Malta, where relative low inflation seems not to have implied faster growth), that
is, the expected relation between long run inflation and growth seems to be verified
in the majority of the countries considered.

Syria, Iran and the United Arab Emirates

The preliminary results on the impact of central bank independence on macro-
economic performance in Syria confirm the general picture obtained for the South
Mediterranean countries.

In fact, there seems to exist a clear positive correlation between central bank
independence and growth, as shown in Figure 3.16.

On the other hand, an alleged direct relationship between central bank inde-
pendence and inflation seems more difficult to identify. Figure 3.17 plots the
weighted CBI index against the 25—year average inflation rate.” While a trade-off
between CBI and inflation cannot be clearly identified, it is possible to argue that
the less independent central banks (Syria, Iran) have experienced, on average, a
substantially higher level of inflation compared to the UAE.

. 4~ .
. Growth .
............. S P S
: ¢ kEgypt :

# Morocco . .
@ .Jordan S C‘yprus: ” .
_ Independence _' ------------------- ‘“'ITunisia
4 P 2 Qsrsel ™ oMalta + 2 4
............. Y [ S
: : # Algeria
1 _4_ 1

Figure 3.15 Weighted legal independence index vs. average growth (1996-2005).

Source: Author’s calculations and IFS data. Note: values are standardised around the average.
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Figure 3.16 Syria, Iran, UAE: weighted independence index vs. growth (1996-2005).

Source: Author’s calculations and IFS data. Note: values are standardised around the average.
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5 Concluding remarks

Central bank independence, as resulting from legal provisions, has been analysed,
together with its relation with overall macroeconomic performance, in a number
of studies. Notwithstanding the arguments against, there is a broad consensus on
the fact that central bank independence should (at least in industrialised countries)
make for lower inflation, and thus foster growth. The nexus between de jure
central bank independence and its possible macroeconomic implications has
been explored rather less for emerging economies, though some recent attempts
have shed some light on this in some developing areas, including Latin America,
the Baltic states and the Commonwealth of Independent States (CIS) republics,
Eastern and South-Eastern Europe. Nevertheless, an assessment of central bank
independence for the MENA countries had not been conducted so far. The present
work represents a first investigation of the situation in this area. From a country-
specific point of view, the present study shows that very few laws succeed in
reaching a balanced equilibrium between all the aspects of independence. Indeed,
even the countries that have a positive assessment overall and that rank among
the first on most criteria, such as Cyprus and Malta, show noticeable exceptions;
for example, Cyprus ranks number nine in the case of Political Autonomy-
Governor, and Malta ranks number ten in Economic Autonomy. The same could
be said as regards Tunisia, which always ranks number two or three except for
two important exceptions in which it is nearly the last country in the list: Policy
Formulation (number 11) and Accountability (last one, number 12). Lebanon
could be considered an average country, with two exceptions: it is the last one in
the assessment of Political Autonomy-Governor, and the first one in Economic
Autonomy. The same could be said about the Palestine Monetary Authority, with
exceptions; it ranks first concerning Policy Formulation. At the lower rank in the
sample, we find Egypt, Jordan, Libya and Morocco.

Further research is needed to understand better the extent to which the actual
situation is coherent with the legal picture, even if this effort presents non-
trivial challenges, mainly due to the lack of detailed information on internal
procedures and unofficial agreements and relationships. An immediate field for
further research on central bank behaviour in the MENA region could be a better
assessment of other features of the central banks of the area (e.g. the degree of
‘conservativeness’ or, in other words, of the inflation-fighting commitment) and,
consequently, a more in-depth exploration of the relationship between the features
of the individual central banks and the respective country-specific macroeconomic
developments.

Notes

1 For a general overview of central banking in the framework of economic globalisation,
see Fry et al. (2000).

2 Libya has only observer status. The basic analysis excludes Syria, because the relative
central bank law was not available (but see the later parts of sections 3 and 4).

3 Palestine is a rather peculiar case as it currently lacks a national currency: in the status
quo three different currencies are used: the new Israeli shekel, the Jordanian dinar (used
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more in the West Bank than in Gaza) and the US dollar, with the former being used for
most retail transactions, and the latter two used mostly for saving deposits and for some
durable good transactions. Against this background, the most likely development seems to
be the creation of a new Palestinian currency anchored, either under a currency board or
under a fixed but adjustable parity, to the shekel, the dinar and the dollar and/or the euro.

4 The weights, individually ranging from 0.2 to 1, are the following: Economic policy: 1;
Financial system: 0.2; Monetary policy: 1; Foreign exchange policy 0.6; Coordination:
1; Resolution: 0.8; Appointment of Governor: 1; Term of the Governor: 1; Dismissal
of Governor: 1; Government representation: 0.8; Appointment of Board Members: 1;
Terms of Board Members: 1; Dismissal of Board Members: 1; Credit to the Government:
1; Quasi-fiscal activities: 0.4; Monetary instruments: 1; Solvency: 1; Publication of
statements: 0.2; Audit: 0.8.

5 See, for example, Goodhart and Schoenmaker (1995).

6 Data are taken from the International Financial Statistics (IFS) of the International
Monetary Fund. Due to the non-availability or poor quality of the data reported for
inflation and GDP growth in the latest available version of the IFS, Palestine, Lebanon
and Libya have been excluded from the present analysis. Turkey has been excluded as
well because available data, although reliable, show a hyperinflation pattern, not common
to the area, that seems to have come to an end only very recently.

7 Due to the extremely erratic profile of the variations of the consumer price index in
Syria, which amounted on average to 18.8 per cent per annum in the period 1980-1995
and to 1.9 per cent in 1996-2005, a longer reference period has been chosen for this
comparison.
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