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I. Introduction

“Monetary policy might be the football of political manipulation”. Those were
the words of Milton Friedman back in 1962, as one of the very first signals
pointing to the significance of the notion of central bank independence (CBI)
vis-a-vis the intervention of the political establishment.

The trend towards a more independent, transparent, and accountable central
bank is empirically observed and largely supported by modern monetary
policy. The main idea of different approaches is that central banks, which are
independent from the government, are able to reduce the inflation bias
without having to implement inflexible rules. However, monetary theory does
not conclude that the mere establishment of an independent central bank
leads to an improvement in social welfare! The recent financial crisis,
accompanied with the financial manifestations of the fourth industrial
revolution, has inflicted certain challenges that have to be dealt with in order to
actualize the merits for CBI.

In my talk today, | will start by introducing general notions about the purpose
of regulatory independence. Then | will highlight some facts about the
evolution and assessment of CBI. | will also outline some of the merits
embedded in the CBI in addition to challenges confronted, on the global and
regional levels. Finally, | will shed a light on significant practices that involve
governance and independence at Banque du Liban (BDL).

Il. Purpose of Regulatory Independence

In order to fully understand the significance of CBl, it is crucial to comprehend
the fundamental purpose of regulatory independence in general. The fourth
meeting of the OECD Network of Economic Regulators (NER) held a round table
in 2015, where NER members discussed the rationale, practical implications,
and impact of independence on regulated sectors. In summary, the discussion
highlighted the following significant implications:"

1 “Rationale: There is value in separating some of the regulatory functions,
especially those related to administering regulation, from the policy-
setting and fiscal policy functions that are exercised by government.
Regulation is expected to mitigate market failures at minimum cost.
Independence of regulatory agencies can enhance the role of regulation in
minimizing market failures, by enabling regulatory agencies to address the
following downsides:

- Lack of commitment, time inconsistency' and political uncertainty;

' Time inconsistency is a situation in which a decision-maker’s preferences change over time in
such a way that the preference can become inconsistent at another point in time.
Economically, the inflationary bias can result from the time inconsistency problem of monetary
policy making. This is the problem that policymakers are not credible, i.e. they have an
incentive to renege in the future on their promise made today to keep inflation low. As people
are aware of this temptation, they have higher inflation expectations, which would lead to
higher inflation without any gains in employment or output. (Haan, J. and Eijffinger, S., 2017.
Central Bank Independence under Threat? Center for Economic Policy Research)
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- Lack of competitive neutrality ensuring a level-playing field for all
operators... without undue preferential treatment linked to state
ownership of certain market actors;

- Information and expertise asymmetries” through promoting
meritocracy, professionalism, and expertise in taking decisions.
Moreover, “an independent regulator might be more inclined to
consult a broader spectrum of the population to get a diversity of
opinions before making any regulatory decisions.”

1 “Long-term regulatory stability: regulators can help align the interests of
users and, more broadly, citizens and society with the interests of investors
in key sectors. Independence from the executive government can shield
regulators from short-term party politics and help ensure a stable and
credible regulatory environment that facilitates long-term investment. If
protecting regulators from the “undue” influence of the executive can
strengthen investors’ confidence, it is equally important that regulators do
not fall prey to “undue” influence from the regulated industry or be
captured by the narrow interests that could be expressed by consumer
groups, especially when consulting on regulatory decisions.”

1 “Role clarity and accountability: independence does not mean that
regulators will work in a vacuum, without appropriate checks on their work
or disconnected from executive government’s decisions. Independence is
hard to realize if the roles and respective responsibilities of the executive
government and regulators are unclear and ill-defined... Setting clear and
transparent boundaries on who does what and which institution can be
held accountable is essential to guarantee independence of regulatory
agencies and make them accountable for what they do.”

1 “Changes: independence is not a static given. In such a dynamic
institutional and economic environment, a deeper understanding of the
practical implications of independence and how to realize it is paramount,
not only for regulators but also for executive governments and other
stakeholders”, including regulated sectors.”

1 “Determinants: Academics have developed a number of indices to measure

and assess the drivers of independence:

- Budgetindependence;

- Conditions for dismissal of the head of the regulatory agency;

- Appointment of members/head of the regulatory agency by parliament
or the legislature;

- Accountability and reporting to executive, legislature, or
representatives from regulated industry;

- Power to set tariffs or price-setting; and

- Power to review or approve contract terms between regulated entities
or market actors.

1 “Outcomes: Independence is a tool towards more effective outcomes - and
not an end in itself. Some econometric studies have used independence as
an explanatory variable to investigate the determinants of, among others:
efficiency and performance in the regulated sector; infrastructure quality
and coverage in the sector; or consumer prices. At the micro-economic
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level, revenue stability and investor certainty (rather than predictability)
are viewed as important elements which regulators can bring to markets.”

To sum up, regulatory independence serves to mitigate market failures while
ensuring stability and consistency between the interests of citizens and
investors. This role should be implemented with diligent accountability and
based on clear determinants in order to face the changing environment
effectively and efficiently.

lll. Evolution and Assessment of Central Bank Independence
Evolution

Although the first central banks were government banks, they gradually
integrated functions that turned them into the bank of banks of the 20th
century. The historically high and volatile inflation rates of the 1970s and early
1980s provoked a revision of monetary policy and central bank practices. Since
that time, two global trends have emerged: the adoption of improved
monetary policy practices and the elimination of high inflation rates. The
improved policy practices notably include a broad strengthening of CBI,
increased transparency, and the affirmation of price stability as a mandated
goal for monetary policy.” Hence, starting from 1990s, CBI became at the core
of policy making and central banking practices due to the emerging economic,
political, institutional, and budgetary autonomy? of the central bank.’

The 1990s and the beginning of the new millennium were characterized by
intensive collective global endeavors aiming at enhancing corporate and
central bank governance, which encloses the principle of independence.
Prominently, these included the IMF Code of Good Practices on Transparency
in Monetary and Financial Policies in 1999; the BCBS Principles for Enhancing
Corporate Governance for Banking Institutions (1999, 2006, 2010), followed by
similar guidelines for insurance and deposit insurers 1AIS (2003, 2011, 2012); the
introduction of the IMF Safeguard Assessment for central banks in 2000; the
Central Bank Governance Forum established by the Bank of International
Settlement (BIS) in 2005; the OECD’s Guidelines on Corporate Governance of
State-Owned Enterprises (2005) and the G20/OECD Principles of Corporate
Governance that were updated in 2015; the International Association of
Deposit Insurers in 2009.v Vi

As the financial crisis has altered the balance sheets of central banks and
augmented the types of risks they need to mitigate, some have been keen on
moving towards a new governance structure where “objectives, tasks, and
functions delegated to the central bank are achieved effectively and efficiently.
It is now generally accepted that central banks should have clearly defined and
prioritized objectives; be given sufficient authority and autonomy to achieve
their objectives, tasks, and functions; and be held accountable to ensure checks
and balances”.¥"" Such a formulation embodies the trinity of central bank
governance enclosing transparency, independence, and accountability. Making
a central bank independent imposes a constraint on government interference

2 According to IMF literature, autonomy is sometimes preferred to the frequently used term
independence, as autonomy entails operational freedom, while independence indicates
a lack of institutional constraints.
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in monetary policy; while this independence requires counter-factors to
enhance and retain the central bank’s credibility which are transparency and
accountability. Making the central bank accountable and transparent imposes
a constraint on how it exercises this independence and requires disclosure
practices. The recent trend of literature that describes central banking is the
delegation of the monetary policy tasks to a bureaucracy that is independent of
both politicians and the industry sector and consequently being accountable
to Parliament, mass-media, and wide public for the discharge of its functions.

In recent years, the number of central banks with a relatively high degree of
independence has steadily increased, and the experience of some major
central banks affirms the importance of that independence (Bank of England,
European Central Bank, Bank of Japan, Federal Reserve)?. On the other hand,
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