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INTRODUCTION




Introduction

Central Bank credibility
Commitment to follow well articulated and transparent rules and policy goals

“...that your pronounce are believed — even though you are bound by no rule
and may have incentive to renege...it is built up by a history of matching
deeds to word.” — Blinder (1999)

Quantified as Inflation performance
Sensitive to choices of parameters
Cross-checking with narrative evidence suggested

Characteristics
‘flow” i.e. changes across time
Evolves in a non-linear manner

Is credibility vulnerable to financial crises? Is credibility affected

by the growth of private credits or particular monetary policy
regime? Does credibility behave asymmetrically over time?



CREDIBILITY AND REPUTATION
THROUGH THE AGE




Credibility and Reputation Through the Age

‘History of central bank credibility is tied up with history of
policy regimes’.

Governor of Bank of
Canada, James Corne,
started to communicate
1914-1918: WWI with public 1979: Volker’s era

———————————————————————————————————

1880-1914: 1951: Fed-Treasury Accord 2007: the recent
financial crisis
Gold standard 1960s: OPEC Oil Price

1920s: hyperinflation in Germany Shock and the Great

1929-1939: The Great Depression Inflation
CB lost their independence



QUANTIFYING CREDIBILITY
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Quantifying Credibility
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Quantifying Credibility
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where Zit = vector of institutional determinants

Goldi:= dummy variable that if country i employed the Gold standard regime

Mi: = growth rate of a broad monetary aggregate

Loansi= ratio of bank credit to GDP

Debt: = ratio of sovereign debt to GDP

OlLi = dummy variable for the oil price shock in 1970s

CRISISk = dummy variable to capture various financial crises

CBIi = index of central bank independence

ERR: = dummy variable that identifies country i was on the exchange rate targeting regime



THE DATA




Table 1 The Origins of Ten Central Banks

Year  Country Name Motivation
1668 Sweden Bank of the Estates of Finance war
the Realm. Forerunner
of the Riksbank
1694 UK Bank of England Finance war
1800 France Banque de France Manage public debt, generate
seignorage
1816 Norway Bank of Norway Economic crisis in Denmark
prompts monetary reform
1876 Germany Reichsbank. Forerunner Consolidation of previous
of Bundesbank note issuing authorities
following unification
1882 Japan Bank of Japan Part of modernization of Meiji
regime
1893 Italy Banca d'ltalia Consolidation of previous
note issuing authorities
following unification
1907 Switzerland Swiss National Bank Elimination of note issuing
competition
1913 UsSA Federal Reserve System  Creation of lender of last
resort and other banking
related functions
1934 Canada Bank of Canada Lender of last resort

Sources: 5iklos (2002) and updated from individual central bank websites
accessible through the BIS's Central bank hub, http: //www.bis.org/chanks.htm.




Figure 1 The Anatomy of Inflation in 10 Countries

CAMNADA FRAMCE GERMAMNY ITALY JAPAN
16% — 30% — . 8% — . 28% — - 30% — *
¥ —_
- 24% -
6% —| a _
209 ' 25% o
12% H 20%
. 8 a% | o
- i 20%
= oo ] . 16% i s
8% 12% 15% |
0% — 0% 2%
- 10% -
4% - I 20 | a%
-10% —| 8

- —r— 0% 5% - -
L] =0 -
0% =%
-20%%

e 4 0%
1 -6% — = -8% - =
-+ £
O L -30% -B% [ L -5% - —
MNORWAY SWEDEN SWITZERLAND UNITED KINGDOM UNMITED STATES
30% — 20% — 25% — - 30% — 20% —
- -+
* 16% — *
25% - 15% 20% - 20% ;
8 H i
20% — I * H 12% 8
10% — 15% — * 10% — -
15% - a
- 5% —| 10% — : 0% | 4% -
0%
0% 5% — -10% — =
5% J s 1
4% -
% -5% —| -+ 0% -20% - . s °
1 -
5% = -10% 59 3%l ~12% ¥




Figure 2 Years of Low Inflation and Deflation
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THE ESTIMATION AND EMPIRICAL
EVIDENCE
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Table 2 Panel Regression Estimates of the Determinants of Credibility
A. Interest Rate Instrument

1871-2008 1950-2008 1871-2008 T 1950-2008 T 1871-2008 1871-2008 - 1950-2008 1950-2008 -
+ve ve +ve ve
Ind. Coeff. s.e. Coeff. s.e. Coeff. s.e. Coeff, s.e, Coeff. s.e. Coeff. s.e. Coeff. s.e Coeff, s.e.
Variables
Gold Standard | -57.57t 28.04 NA NA -5.14% 5.69 NA NA -3.671 1.55 | -2.40% 1.49 NA NA NA NA
Money
growth 2.71 2.73 5.47 6.27 | 0.57% 0.32 0.18 0.22 0.20* 0.06 0.18* 0.06 0.07 0.06 -0.04 0.05
Loans to GDP
ratio -1.16 1.74 0.58 1.32 0.19 0.27 -0.36 0.23 0.02 0.02 0.06* 0.02 0.06* 0.02 0.08* 0.02
Debt to GDP
ratio -0.52 0.71 0.56 0.79 | -0.00 0.08 -0.05 0.12 -0.02 0.02 -0.02 0.01 | -0.07* 001 | -0.07* 0.02
Equity returns 0.60 0.56 0.79 0.60 | -0.07 0.07 -0.09 0.08 -0.01 0.01 -0.01 0.01 -0.01 0.01 -0.00 0.01
QOil price
shocks 35.27 71.30 -3.99 9.20 0.33 5.23 -0.00 0.76 2.22% 0.94 0.96 1.29 4.68* 0.97 3.58+% 1.61
Financial
Crises 30.31% 16.69 | 52.13% 32.05 0.40 1.33 1.17 1.57 0.55% 0.31 0.29 0.32 0.44 0.46 0.10 0.34
Central Bank NA NA NA NA NA NA NA NA
Independence -18.75 14.03 -1.01% 0.52% -2.71 1.98 | -1.29* 1.93
Exchange rate NA NA NA NA NA NA NA NA
regime 11.79% 5.50 1.47 0.69 -0.33 0.08* -0.39 0.12
Summary
Statistics
Adjusted R2 0.10 0.11 0.11 0.48 0.43 0.44 0.49 0.46
F-statistic 4.54 3.46 3.46 14.28 36.69 39.39 30.06 25.37
p-value 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00




B. Money Supply Growth Instrument

1871-2008 1950-2008 1871-2008 T | 1950-2008T 1871-2008 1871-2008 - 1950-2008 1950-2008 -
+ve ve +ve ve
Ind. Coeff. s.e. Coeff. s.e. Coeff, 5.8 Coeff. 5.8, Coeff. s.e. Coeff. s.e. Coeff. s.e. Coeff. s.e.
Variables
Gold Standard 8.97 37.76 NA NA 275 2.88 NA NA -3.76* 122 | -4.08* 1.36 NA NA NA NA
Money
growth 7.43% 424 7.95 8.99 0.08 0.14 0.09 0.16 0.35* 0.09 0.31* 0.09 0.08% 0.05 0.20* 0.05
Loans to GDP
ratio 24.82 16.81 6.33 14.62 -1.24 1.34 -1.28 1.20 -0.64 023 | -0.69* 024 | -0.51% 014 | -0.52% 0.14
Debt to GDP
ratio -0.34 1.00 -6.31 11.89 0.09 0.09 0.08 0.12 -0.02 0.01 | -0.02t 0.01 -0.02 0.03 0.02 0.02
Equity returns -0.67 0.83 -1.08 1.48 -0.03 0.02 -0.04t 0.02 0.01 0.01 0.01 0.01 0.00 0.00 0.00 0.00
Oil price
shocks 46.56 56.83 53.59 36.17 466 293 0.40 0.50 094 0.97 2.13t 1.09 0.07 1.95 0.30 1.94
Financial
Crises 46.08 29.18 126.46 135.55 0.69 0.86 157 1.02 1.15*% 0.46 0.68 0.44 0.24 034 0.32 0.34
Central Bank NA NA NA NA NA NA
Independence -78.97 62.69 5.99 5.00 -9.48* 360 | -3.03% 168
Exchange rate NA NA NA NA NA NA
regime 65.33 63.70 0.03 0.51 -0.07 0.18 0.02 0.17
Summary
Statistics
Adjusted R? 0.06 0.06 0.60 0.66 0.39 0.38 0.44 0.44
F-statistic 298 2.35 2951 26.68 20.39 21.25 24 32 24 32
p-value 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00




C. Exchange Rate Instrument

1871-2008 1950-2008 1871-2008T 1950-2008 T 1871-2008 1871-2008 - 1950-2008 1950-2008 -
+ve ve +ve ve
Ind. Coeff. s.e. Coeff. 5.e. Coeff. s.e. Coeff. 5.8, Coeff. s.e. Coeff. s.e. Coeff. s.e. Coeff., s.e.
Variables
Gold Standard | -25.23 25.72 NA NA 12,16+ 6.26 NA NA -5.13% 177 | -5.78* 1.06 NA NA NA NA
Money
gl’OWth 2.18 168 -1.26 1.11 0.547 0.26 0.49 0.38 0.14*% 0.04 0.11* 0.04 0.01 0.03 0.03 0.04
Loans to GDP
ratio 0.40 0.66 -1.20*% 0.38 -0.14 0.54 -0.36 0.48 -0.01 0.02 0.31* 0.11 0.02 0.02 0.01 0.02
Debt to GDP
ratio -0.25 0.32 -1.86* 0.40 -0.11 0.08 -0.29% 0.13 -0.02 0.02 -0.01 0.01 -0.09* 0.02 -0.08* 0.02
Equ'l‘tg.r returns 0.31 0.33 0.30 0.22 -0.11* 0.04 -0.15* 0.05 -0.00 0.01 -0.00 0.01 0.00 0.01 0.00 0.01
Qil price
shocks -17.08 20.54 52.1B8* 1825 10.53F 4.47 21.31% 7.90 -0.17 153 -3.95% 1.34 34a7* 0.70 6.06%* 1.18
Financial
Crises 29.83* 11.18 7.68 10.07 1.83 1.64 2.90 2.06 0.91* 0.35 0.70* 0.26 0.41 0.33 0.55% 0.23
Central Bank NA NA NA NA NA NA
Independence -4.80% 2.35 -4.59* 155 3.37* 1.73 -3.81% 2.05
Exchange rate NA NA NA NA NA NA
regime 1.83 1.40 0.13 0.81 -0.17* 0.08 -0.33* 0.11
Summary
Statistics
Adjusted R 0.09 0.02 0.49 0.53 0.55 0.55 0.71 0.73
F-statistic 4.08 1.35 2495 19.63 58.20 54 83 B69.67 7097
p-value 0.00 0.12 0.00 0.00 0.00 0.00 0.00 0.00




Figure 3 The Persistence of Credibility

B. Money Growth Instrument
A. Interest Rate Instrument

Poiltive-Negathe  Posithe-Negative
Al data Podtwar dats

Al data Trimmed

B Csneds B France [ Germany B Maly B Japen O
[ Norway [ Sweden [ Swittedand [l United Kingdom [l USA =2

C. Exchange Rate Instrument

= W Japan
[ Switzerand [l United kingdom [l USA

Positive-Negative  Positive-Negative
All data Postwar data

Al data Trimmed

(jrit 77_2’:':)2 _BZit’Ti,tl 77_31‘,:—1)2 +uit




Figure 4 Inflation Shocks and Credibility
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The case of US Federal Reserves

Figure 5A Inflation and Expected Inflation in the U.S. Since the Fed's Creation
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Figure 7A The Fed’s Credibility Over Time: Recursive and Rolling Estimates

Estimates of Federal Reserve Credibility: Interest Rate Instrument
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CONCLUSION

Credibility changes over time are frequent and can
be sizeable.

Central Bank credibility depends on several factors
such as level of autonomy, different financial
crises, institutional factors and types of monetary
policy regime in place.



