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Abstract

The thesis constructs the indices of independence, transparency and accountability of
the National Bank of Georgia (NBG) and European Central Bank (ECB). The results
for the NBG are compared with the ECB and policy recommendations for the NBG
based on ECB practice are suggested. The results of the analyses show that the ECB
has achieved almost full independence and transparency in conducting the monetary
policy but there are less favorable results in case of accountability. The NBG, even
though revealed a gradual increase in its independence, transparency and
accountability since 1998, still needs to put more effort into improving its autonomy,
communication practices and responsibility.
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Proposed Topic:

Central bank’s Independence, Transparency and Accountability: Comparison
between the National Bank of Georgia and the European Central bank

Topic Characteristics:

Central bank plays an important role in regulation of country’s economic situation. It
has a monopoly power on increasing the amount of money and therefore on
controlling the price level in the economy. The independence of central banks is long
recognized as an important precondition for successful achievement of price stability.
Another two crucial elements of the modern institutional design of monetary policy
are transparency and accountability. Independence gives central banks the
opportunity to avoid the political pressures, while transparency is a way of holding
them accountable for their decisions.

The independence and transparency of central banks is measured by many authors,
for example: Dincer and Eichengreen (2009) computed transparency indices for more
than 100 central banks; Dvorsky (2000) estimated the independence of central banks
in transition countries, Pisha (2011) built a new model for measuring the
independence of central banks in European Union countries, etc. But the main
difference from those papers and this thesis is that it is done as a comparison between
the National Bank of Georgia (NBG) and European Central Bank (ECB).

Measuring the independence and transparency of the NBG and the comparison with
the ECB is first of all important for Georgia as Georgia is emerging country and it
aims to join EU. This comparison will reveal the weaknesses of the NBG that can be
improved based on the ECB practice. In addition, an independent and transparent
NBG is important for the rest of the world as one of guarantors of economic stability
in the country. Independent national bank also serves as the guarantor for investors
that the price and inflation levels won’t vary dramatically.

In November 2013 Georgia and the European Union (EU) signed a framework
agreement on Georgia’s participation in EU’s crisis management operations. So, it
will be important to estimate the independence, transparency and accountability of
the NBG according to EU integration requirements. It will be important for Georgia
as one of the goals of country is to integrate into the EU. For this reason this thesis
will use European Central Bank (ECB) as a benchmark for comparison. ECB practice
will serve as the best practice to be achieved. This master thesis also adds some
policy recommendations for the NBG that can improve the existing situation.
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Hypotheses:

1. Hypothesis #1: Even though the Independence of National Bank of Georgia
(NBG) has increased over time, it still does not meet the independence
standard of the European Central Bank (ECB). In particular, the NBG’s
independency is lagging behind and should be increased mainly in terms of
financial and budgetary independence.

2. Hypothesis #2: As independence and transparency go together, transparency
of National Bank of Georgia (NBG) has also increased over time, but it still
does not meet the independence standard of the European Central Bank
(ECB). In particular, the NBG’s transparency is lagging behind and should be
increased mainly in terms of operational transparency.

3. Hypothesis #3: Even though the accountability of National Bank of Georgia
(NBG) has increased over time as a result of increasing transparency, it still
does not meet the accountability standard of the European Central Bank
(ECB).

Methodology:

For quantifying the level of independence of NBG and ECB I use ,,de jure“central
bank independence indices proposed by Pisha (2011). These indices are based on the
European Monetary Union (EMU) pre-accession and integration requirements and
central bank independence (CBI) legislations. As ,,de facto“independence index | will
use Cukierman TOR index, that is turnover of central bank governors. Also I will use
the Grilli-Masciandaro-Tabellini (GMT) index for this purpose. This is double index
based on political and economic criteria. | will compare the results for both central
banks.

In case of transparency my estimation will be based on the index from Dincer and
Eichengreen (2009). This index includes fifteen variables combined in five
categories:
I.  Political transparency,

Il.  Economic transparency,

I1l.  Procedural transparency,

IV.  Policy transparency,

V.  Operational transparency.
The results will also be compared between NBG and ECB.

After measuring NBG’s and ECB’s independence and transparency I can conclude
about their accountability, because central bank‘s accountability depends on the
quality of its independence and transparency. For this purpose | will use the indicator
proposed in de Haan, Amtenbrink and Eijffinger (1998). The indicator is based on
thirteen variables combined in three aspects:
I.  Ultimate objectives of monetary policy,
Il.  Transparency of actual monetary policy,
1. Final responsibility for monetary policy.

In order to see the tendency of independence and transparency positive or negative
movements | will test the hypotheses for 15 years starting in 1999 and ending in 2013
In the end, after identifying the aspects of independence, transparency and
accountability that are lacking in NBG | will suggest improvements based on ECB

policy.
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Outline:

The expected structure of the thesis:

1.
2.
3.

4.

o N

Abstract

Introduction: I will introduce the topic and the problems stated in it.

Literature Review: | will review the papers used for writing the thesis and will
note core findings and approaches of the authors in selected field.
Methodology: In this part | will state the hypotheses and will describe the
methodology and the models used to estimate stated hypotheses.
Quantification: | will apply described approaches and models to NBG and
ECB and get the results.

Results and Interpretation: I will discuss the results I’ll get and will add policy
recommendations.

Summary: | will summarize my findings and their implication.
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1 Introduction

Central banks have existed since the seventeenth century and since then their
purposes, functions and operations have evolved over time. In recent years the role
which central banks play in the economy and their position within or outside
government structures has been crucial in regulation of country’s economic situation.
There can be found numerous contributions to the central banks in the literature by
economists, lawyers and by political scientists. This is not because of the dramatic
changes in the tasks that central banks fulfill, but rather due to the increased attention
to economic policy and the role that central banks play in it.

In the 1990s the monetary economists came to the consensus that the price stability
should be primary objective of monetary policy based on the huge literature that was
developed starting in the 1970s. Svensson (2008) contends that the institutional
framework plays a primary role for a stable and successful monetary policy. Central
bank systems have undergone significant changes in their institutional structure in
search of the ideal setting both from an economic and legal point of view. New
central banks needed to be organized after the Soviet Union’s dissolution. In that
period the desire was to establish institutions that would be the most effective in
achieving central bank goals (Hasan & Mester, 2008).

Central bank governance is defined by a number of key-concepts or pillars. These
pillars together form the basis of the legitimate framework for a central bank. Good
and stable monetary policy is resting on those pillars: (I) independence, (1)
transparency and (111) accountability (Amtenbrink, 2004). Each of those pillars has
specific but inter-related roles. The independence of central banks is long recognized
as an extremely important precondition for CBs to successfully achieve the price
stability. Another two elements of the modern institutional framework of monetary
policy that have been recognized crucial, are transparency and accountability.
Independence, as such, gives central banks the opportunity to avoid the pressures
from political figures, while transparency is a way of holding them accountable for
their decisions.

The fair and good governance of central banks is based on the combination of those
three pillars. But still each of them deserves to be discussed separately. There is a
wide range of literature measuring independence, transparency or accountability of
central banks. They are measured separately or together by many authors, for



example: Eijffinger et al (1998) have investigated the effects of accountability on
macroeconomic outcomes, Dvorsky (2000) estimated the independence of central
banks in transition countries, Dincer and Eichengreen (2009) have computed
transparency indices for more than 100 central banks, Pisha (2011) built a new model
for measuring the independence of central banks in European Union countries, etc.
These and other key papers are discussed in the next chapter. All these papers
emphasize the conclusion of Amtenbrink (2004) that it is difficult to design a central
bank that is independent, accountable and transparent at the same time. The difficulty
is that despite the compatibility of all three pillars there are some tensions between
them. If the central bank is fully independent to define and implement the monetary
policy, then it is hard to hold it accountable. When being sufficiently transparent the
bank helps to increase the understanding of the monetary policy but at the same time
carries out the conflicts between the central bank and government. The author also
argues that it is more difficult to build an appropriate legislative and political
environment in which such a central bank can successfully operate.

The objective of this thesis is to compute the indices of independence, transparency
and accountability of the National Bank of Georgia (NBG) and European Central
Bank (ECB). In addition, the objective is to compare those indices for the NBG with
the ECB and add some policy recommendations for the NBG that can improve the
existing situation. This comparison reveals the weaknesses of the NBG that can be
improved based on the ECB practice. Measuring the three pillars of modern legal
framework of the NBG and the comparison with the ECB has primary importance for
Georgia as it is an emerging country aiming to join EU. Moreover, the independent,
transparent and accountable NBG is crucial for the rest of the world as the guarantor
of price stability in the country.

In November 2013 Georgia and the European Union (EU) signed a framework
agreement on Georgia’s participation in EU’s crisis management operations. In
December 2014 the European parliament has ratified the EU-Georgia Association
Agreement. According to press and information department of Ministry of foreign
affairs of Georgia, 490 MEPs voted in favor for the agreement. So, it is important to
estimate the independence, transparency and accountability of the NBG according to
EU integration requirements. It is important for Georgia as one of the goals of
country is to integrate into the EU. For this reason ECB is used as a benchmark for
comparison. ECB practice serves as the best practice to be achieved.

The rest of the thesis is structured as follows: Chapter 2 gives the review of papers on
central bank independence, transparency and accountability followed by general



characteristics of each central bank in Chapter 3. Chapter 4 gives a description of the
hypotheses and the methodology used to estimate stated hypotheses. Chapter 5
describes the results received from applying independence indices. Chapter 6
describes the results received from applying transparency index followed by
description of the results received from applying accountability index in Chapter 7.
Chapter 8 presents the discussion of the results and the recommendations to the NBG
based on the ECB practice. Chapter 9 summarizes the overall findings of the thesis.
An appendix follows.



2 Literature Review

This chapter provides a brief and somewhat selective review of the theoretical and
attendant empirical literature on central bank independence (CBI), transparency and
accountability. As the importance of central bank independence has long been
recognized, there is wider choice of literature concerning this field. With the growing
CBI the demand for transparency has increased. Central banks are considered to be
open about their objectives, policy strategies, and even their mistakes (Dincer &
Eichengreen, 2009). This resulted in a bulk of literature concerning central bank (CB)
transparency and relationship between independence and transparency. The review of
CB transparency is followed by CB accountability. The public demands transparency
to achieve accountability of central banks that have increasingly become independent.
This chapter starts with the survey of central bank independence, transparency and
accountability papers starting from the early to the latest one. This allows
highlighting the contribution of each paper to the field.

2.1 Independence

Central bank + Government

Figure 1 Central Bank Independence

In the vocabulary independence is defined as the state of being independent, being
free from outside control and not being subject to another’s authority. The same can
be told in case of CBI. Independence means that the government may determine the
goals of the central bank, but the central bank itself decides the monetary policy tools
to achieve those goals. This helps to isolate central bank decision-making from goals
of the government, which are potentially conflicting. Central bank independence is
one of the most discussed features of a central bank in economic literature. This may
indicate that the need for central bank independence is commonly accepted. This idea
is supported by the evidence that in recent years more and more countries make their



central banks independent or increase the existing degree of independence. For
example, in the protocol Ne 4 “On the statute of the European System of central banks
and of the ECB” there are legal requirements that have to be met in order to be
eligible for participation in the Euro zone. These requirements cover the desired
institutional structure of central banks. In his statement of 20 May 1997 the
Chancellor of the Exchequer, Gordon Brown, expressed one of the best arguments for
providing central bank with independence: “The previous arrangements for monetary
policy were too short-termist, encouraging short but unsustainable booms and higher
inflation, followed inevitably by recession. This is why we promised in our election
manifesto to reform the Bank of England to ensure that decision-making on monetary
policy is more effective, open, accountable and free from short-term political
manipulation.” The other argument for the need of CBI is summarized in Maxfield
(1997). According to the author the more global financial markets become, the more
politicians use central bank independence to signal the creditworthiness. She argues
that the need for signaling creditworthiness increases with the nation’s need for
balance of payments support, the effectiveness of signaling and security of

politician’s tenure.

Amtenbrink (2004) argues that “despite the overall convincing economic case for
independence it is nevertheless important to always keep in mind that a universal
legal theory, according to which a central bank charged with the conduct of monetary
policy has to be independent, does not exist.” The increase of independence in central
banking is a matter of economic theory, such as the dynamic inconsistency model,
not legal theory.

Many monetary policy makers suffer from dynamic inconsistency with
inflation expectations. That is when politicians are promising lower inflation in the
future in order to get more votes, thus the inflation expectations are low. However,
the politicians understand that lowering inflation may have negative effects, such as
increasing unemployment and therefore they have an incentive to lower
unemployment and raise inflation. In turn, high inflation contradicts the main
objective of the policy maker that is price stability. Hence, the independent CBs are
believed to be advantageous for a country. In their paper "The Evolution of Central
Bank Governance around the World” Crowe & Meade (2007) argue that "a central
bank with a high degree of discretion in conducting monetary policy would find itself
under constant political pressure to boost the economy and reduce unemployment,
but since the economy cannot exceed its potential GDP or its natural rate of
unemployment over time, this policy would instead only lead to higher inflation in
the long run”.


http://en.wikipedia.org/wiki/Inflation

For the last three decades economists try to measure the institutional characteristics
of central banks. During this time the purposes, functions and operations of CBs have
changed. According to Crowe & Meade (2007) these changes have reflected four
major trends:

1. Discretionary policymaking has gradually emerged. The policy reforms
strengthened central bankers’ independence, made them appropriately
accountable, and allowed market participants to understand central bankers’
intensions.

2. The importance of global financial markets has increased for the medium-
sized industrial economies and the emerging market economies. It is
important independent central banks to have clear monetary policies, good
communication channels, and appropriately educated management teams.
Such CBs can reduce the economic difficulties caused by political mistakes
and stabilize the markets.

3. There have been major changes in the international order: the collapse of
communism, the promise of European Union accession in eastern European
countries, the financial crises of the 1990s followed by increased pressure for
reform in other emerging markets. All these changes created a demand for
new institutional forms.

4. Due to the Internet and other technical innovations a lot of information is
available. This has motivated central banks to improve communication.

All these factors together with developments in economic theory have led to a
significant increase in the central bank independence.

A growing amount of research in the field of central banking has resulted in a large
bulk of literature discussing the independence of central banks over the last three
decades. The literature has defined a number of types of independence based on the
law (Pisha, 2011); policy goals and informal arrangements between bank and
government (Grilli, et al, 1991) and personality of key individuals in the bank
(Cukierman et al, 1992). The full independence is not observed in reality.
Governments generally have some degree of influence over central banks as
parliament defines the Law on CB. The influence also includes the appointment of
Board members, which is always done by political body or bodies. The alternative
concept is autonomy, that is independence in policy decisions but the target is set by
government.



In their paper “Political and Monetary Institutions and Public Financial Policies in the
Industrial Countries”, Grilli et al (1991) contend that the differences in public
financial policies of industrialized OECD countries cannot be explained as the
optimal macroeconomic policy response to different shocks. They argue that it can
rather be explained by the political and economic autonomy of central banks.
Therefore, they assessed political and economic autonomy of central banks for 18
OECD countries. Authors define the political autonomy as the opportunity for the
central banks to decide on the final objectives of monetary policy. It is based on the
criteria such as governor appointment, board appointment, monetary stability as a
primary objective, etc. The economic autonomy is defined as the central bank’s
operational autonomy. This kind of autonomy is assessed based on the direct credit
availability to the government and central bank responsibility to set the policy rate.
Grilli et al (1991) conclude that in general, central bank independence leads to low
inflation with no impact on real output variability, but it does not discourage budget
deficit.

In his paper "Central Bank Strategy, Credibility, and Autonomy”, Cukierman (1992)
proposed a measure of CB autonomy for 50 countries. The author constructed the
index of legal independence containing the variables such as:

Appointment, dismissal and the term of office of the chief executive officer;

Policy formulation;

Obijectives of the central bank;

Limitations on central bank lending to the government.

In the following paper “Measuring the independence of central banks and its effect on
policy outcomes”; Cukierman et al (1992) have expanded the previous work. The set
of countries became wider including 72 countries (21 industrial countries and 51
developing countries) in order to examine the differences in central bank
independence between industrialized and developing countries. Additionally, the
independence index became larger containing not only the legal indicators but also
informal ones, such as turnover of central bank governors, questionnaire on CB
independence and combination of first two. The authors use unweighted and
weighted average index based on Cukierman (1992). They conclude that legal
independence is an important determinant of price stability in case of industrial
countries, but not for developing countries. The rate of turnover of governors



explains variations in inflation across the countries in the sample, but not for the
group of industrial countries.

In his paper “Central Bank Independence in Transition Economies” Maliszewski
(1997) examines the legal independence of the Central Banks and its influence on
inflation in 8 Central European countries and 6 former Soviet republics including the
Republic of Georgia then. The author uses Grilli-Masciandario-Tabellini (GMT)
index defined as in Grilli et al (1991) with some important changes. These changes
allow considering the characteristics of some less advanced transition economies, in
particular their anti-reformatory position. The results from the paper show that the
countries leading in reforms have more independent central banks. The author also
found a strong relationship between inflation performance and the legal CBI.
However, Maliszewski (1997) states that the results are not fully reliable as the
sample is small, time horizon too short and differences in inflation performance could
be affected by other factors.

Wagner (1998) contributed to the discussion of CBI by analyzing the preconditions
of successful disinflation policy in transition economies. He argues that transition to a
two-tier banking system, that is system with central bank and many competitive
commercial banks, is important. The other requirement is central bank independence.
The author argues that the high degree of legal CBI without the necessary degree of
actual CBI may be ineffective. Dvorsky (2000) contributes to this discussion by
estimating the legal and actual independence of central banks in five transition
countries striving for EU accession. The author measured the legal index by applying
Cukierman and Grilli-Masciandaro-Tabellini (GMT) indices. For actual CBI she used
the rate of governor turnover. She argues that a high degree of CBI together with
reasonable fiscal and monetary policies is necessary for those countries to meet all
requirements for joining the EU.

Lybek (1999) examines the central bank independence and inflation and output
performance in 15 former Soviet Union countries. The author has measured de jure
CBI and accountability for those countries at the end of 1997. Besides the common
element, the index used for measuring de jure CBI and accountability covers the
guidelines used by Monetary and Exchange Affairs Department and the legal
department of the International Monetary Fund while providing the technical
assistance. The author gets that CBI and accountability leads to lower average
inflation. After the period of reforms, there appears to be a positive correlation
between higher CBI and higher average real growth. The countries with highest
degree of CBI and accountability have achieved best inflation performance.



Arnone et al (2006) call the central bank autonomy as a “free lunch.” The authors
agree with Grilli et al (1991) and argue that on average, countries with significant
monetary independence have ability to achieve lower average inflation and enhance
financial stability without any real additional costs or reduced economic growth.
Another paper that estimates central bank independence is the one of Arnone et al
(2007), where the authors calculate indices of central bank autonomy for 163 central
banks as of the end of 2003, and construct comparable indices for a subgroup of 68
central banks as of the end of the 1980s. The authors estimate CB autonomy based on
methodologies developed by Grilli et al (1991) and Cukierman (1992). Their results
confirm strong improvements in both economic and political autonomy over the past
couple of decades. But political autonomy of the central banks in emerging market
and developing countries still needs to be boosted.

In her paper “Eurozone Indices: a new model for measuring central bank
independence” Pisha (2011) argues that a specific central bank independence index
based on the pre-accession requirements for joining the EU does not exist. Therefore
the author builds new central bank independence indices based on the European
Monetary Union (EMU) pre-accession and integration requirements and central bank
independence legislations. She calls new indices as “Eurozone indices”, because they
are based mainly on European legislation. The “Eurozone indices” are used in this
paper with two other indices as one of the de jure central bank independence indices.
The choice of these “Eurozone indices” is strengthened with the fact that they not
only measure the level of central bank independence that has been achieved, but also
highlight the areas where progress is still needed.
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2.2 Transparency

Central bank E—— Public

Figure 2 Central Bank Transparency

Transparency has emerged as another key feature of the central banking. The
traditional view was that it is better to achieve at least some of central banks’
objectives without letting everyone know too much detail about it. In more recent
times central banks have discovered transparency as a precondition for accountability
and more openness. Together with central bank independence, transparency forms the
second pillar of central bank governance. With the fact that central banks have
become more independent, the demand for transparency has increased. Independence
gives central banks more freedom of choice in their tactics, while transparency is a
way of holding them accountable for their decisions. As proposed by Crowe &
Meade (2008) more independent central banks tend to be more transparent.

Transparency can be seen as the activities of the central bank in providing
information that improves the public’s understanding of the CB decision-making and
the reasoning behind it. When a central bank conducts monetary policy in a
transparent way, the information necessary to judge the bank’s performance becomes
available.

The importance of CBI has long been recognized. But the research on transparency is
relatively new. The literature has defined a number of types of transparency based on
the relationship between the executive and the central bank (political transparency),
the public availability of economic information (economic transparency), the internal
decision-making of the central bank (procedural transparency), the release of
information on the policy decision (policy transparency) and the implementation of
the policy decision in practice (operational transparency).

The seminal paper on central bank transparency is Fry et al. (2000), which is
comprehensive survey due to the wide country coverage. The survey is based on a
survey of 94 central banks conducted by the Bank of England. A limitation of this
paper is its relatively rough definition of transparency. They measured central bank
transparency as an equally-weighted average of three indicators: (1) whether the CB
provides public explanations of its policy decisions without delay, (2) whether the
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forward-looking analysis provided to the public is frequent and in appropriate form,
and (3) the frequency of speeches and research papers.

It is often argued that greater CBI gave rise to accountability requirements that
necessarily involve greater transparency. But Geraats (2002) supports the argument
that the central bank transparency has been adopted for economic reasons. The author
provides taxonomy for analyzing the transparency of monetary policy, focusing on 5
separate aspects of transparency processes related to different parts of the
policymaking process. This ways of systematization have become the benchmark for
analyzing CB transparency.

Eijffinger and Geraats (2006) distinguish more aspects of CB transparency and allow
more than one point in time. Their indices distinguish political transparency
(openness about official objectives), economic transparency (public availability of
economic data, models and macroeconomic forecasts), procedural transparency
(openness about the way monetary policy decisions are made), policy transparency
(openness about the policy decisions with the appropriate explanations), and
operational transparency (openness about the implementation of policy actions,
evaluation of policy outcomes). The authors constructed the index for nine major
central banks. An important advantage of this transparency index is that it is based on
a theory and distinguishes multi-dimensional transparency based on various aspects.

In turn, Dincer & Eichengreen (2007) combined the best by constructing the
Eijffinger and Geraats (2006) index for 100 central banks from 1998 to 2006. First,
the authors analyzed the question whether the trend of greater transparency is
widespread. They show that the trend is general: a large number of central banks have
increased transparency since the late 1990s. Then the authors analyze the
determinants and effects of central bank transparency in an empirical framework. As
a result they argue that transparency is greater in countries with more stable and
developed political systems and deeper and more developed financial markets.

In their paper Crowe & Meade (2008) constructed the indices for independence and
transparency for 37 central banks. They propose an alternative transparency index
than Eijffinger & Geraats (2006) that also distinguishes 5 aspects, but they use the
Fry et al (2000) survey. The authors found that independence affects transparency
positively. Besides, they analyzed the relationship between their transparency index
and a measure of the private sector’s use of private or public information. They found
that greater transparency is associated with more use of public information.
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The subsequent paper of Geraats (2009) analyzes the tendency of transparency across
the world and throughout monetary policy frameworks. There was significant rise in
transparency for all monetary policy frameworks. But still she argues that the
difference between monetary policy frameworks has its effects on transparency. For
instance, central banks with inflation targeting experience low inflation, a high GDP
per capita and the highest degrees of transparency. Central banks with monetary and
exchange rate targeting generally have higher inflation and the smallest increases in
transparency. Central banks without an obvious targeting framework have an
intermediate degree of transparency, with varying levels of inflation and economic
development. The author also found that countries with high inflation in the late
1990s and high levels of economic development have undergone the strongest
increase in transparency.

Analysis in the above mentioned paper relies on the transparency data collected by
Dincer & Eichengreen (2007). In turn, Dincer & Eichengreen (2009) present updated
estimates of central bank for 100 countries up through 2006. As in their previous
paper the authors use the estimates to analyze both the determinants and
consequences of monetary policy transparency in a combined econometric
framework. They strengthen the previous result about significant movement in the
direction of greater central bank transparency in recent years. The authors argue that
transparent monetary policy actions are more likely in countries with strong and
stable political institutions, like in democracies, because transparency is their typical
characteristic. In addition, they show that more transparent monetary policy
operations are associated with less inflation variability.

In their paper "Central Bank Transparency and Independence: Updates and New
Measures™ Dincer and Eichengreen (2013) state a number of related reasons that can
explain the rise of central bank transparency. Firstly, transparency is a way to make
policy more responsive to the public. Second, transparency is seen as a key element
of accountability. As central banks have become more independent, transparency is
seen as a way of assessing whether the actions of central bankers are consistent with
their mandate. Third, when a central bank is more transparent, monetary policy
decisions are less likely to come as a surprise. Fourth, transparency is a way of
increasing the credibility of the central bank’s obligations. Fifth, transparency
strengthens monetary policy transmission through the expectations channel.

Dincer and Eichengreen (2013) have calculated updated measures of transparency
and independence for more than 100 central banks. The indices show that
transparency and independence respond to the same or related driving forces and they
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have increased over time. But the trend toward greater transparency is mostly an
advanced-country phenomenon that is not common among central banks in
developing economies. The authors found that transparency has a tendency to rise in
countries with deeper financial markets, but the levels of central bank independence
does not rise in that kind of countries. While transparency is positively affected by
the strength of political institutions, the same is not true about independence. In
addition, the authors show that inflation variability is significantly affected by both
central bank transparency and independence. However, disentangling the impact of
the two dimensions of central bank legal framework remains difficult, as they
respond to similar determinants.

Last but not least important paper is the one of Horvath (2014). The author provides a
new explanation for why central banks became transparent over the last two decades.
He argues that “central bank transparency is likely to be influenced not only by
domestic economic, political, and institutional variables but also directly by the
transparency of other central banks and their characteristics” Horvath (2014). This is
because of the fact that central banks communicate, meet and discuss their policies
and operations. In addition, many central banks transfer their knowledge to their
peers formally by offering so-called technical assistance though training centers. So it
is difficult to identify such peer effects. For this purpose the author applies social
interaction panel regression models for the observational data. He uses a global
sample of central banks and examines the determinants of CB transparency in two
different areas: one covering monetary policy and the other covering financial
stability. In contrast to the previous literature on central bank transparency, the results
from this paper indicate that domestic factors are not the only driving forces behind
the increases in transparency. External factors and peer effects also have an important
role in increase in transparency. The author concludes that transparency increased
also because of a favorable global environment and because of the peer effects among
central bankers.
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2.3 Accountability

Central bank E—— Parliament

Figure 3 Central Bank Accountability

The third pillar of central bank governance is accountability. Accountability can be
explained as the act of listening to criticism and responding to questions about the
past and future behavior. The dictionaries explain it as being responsible to someone
for something or subject to the obligation to report or explain something.
Accountability can be seen as liabilities, which come with responsibility. In case of
central banks it aims to make sure that the rules and principles laid down for the
central bank are respected. The need for accountability comes from the legal nature
of a central bank and from the tasks that a central bank usually fulfills. Two questions
may arise: Accountable for what? And accountable to whom? First of all central bank
should be accountable for fulfillment of its mandate. Some features of CB behavior
directly show the need of being accountable to society; others contribute to
accountability to the objectives of monetary policy. For instance, as the monetary
policy is carried out for the social welfare, central bank should account for its actions
to society. Central bank accountability is based on the assumption that central banks
operate in a democratic system, in which the definition and objectives of monetary
policy should be formulated by elected politicians. In their paper Eijffinger &
Hoeberichts (2000) ask whether it is legitimate when decisions about MP are taken
by independent institution that is not subject to elections. For this reason CB must
continuously report to the delegating authority, that is the parliament. This is seen
from the figure 3 above.

The other issue is that government itself should be accountable for its control over the
central bank. If a central bank operates under control, then this may worsen the
performance of central bank and the need for accountability arises. That is why the
CBI is key tool to ensure that the government will not abuse the MP for short-term
benefits and will be accountable for its actions. Apparently, there is strong
interdependence between central bank independence and accountability. They are
unarguably democracy-enhancing, as they result in a more stable economic
environment.
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In many cases the way in which accountability is exercised is closely related to the
features needed for central bank independence, such as the way in which the bank
conducts monetary policy and the relationship of the central bank with the executive
and legislative branch of government.

Briault et al (1996) distinguish two types of accountability: de jure and de facto. De
jure accountability means that a formal contract between CB and the government is
established in law. Such kind of contract includes the object of the responsibility, the
reporting duties of the CB and punishment in case of abusing the responsibilities. De
facto accountability means that the CB actions contribute to its accountability. This
happens when CB is accountable even in case of no specific legal provisions.

Eijffinger et al (1998) have investigated the effects of accountability on
macroeconomic outcomes in their paper. They develop two aspects of accountability.
The first one is accountability though transparency of actual monetary policy. The
second aspect is accountability through bearing the final responsibility. Monetary
policy is transparent if there is little uncertainty about the central bankers’
preferences. Transparency can be achieved by publication of relevant information.
Transparency enhances the central bank’s accountability. The paper shows that
accountability through transparency leads to a lower expected rate of inflation and
less stabilization of supply shocks.

The other way of achieving accountability is to shift final responsibility for monetary
policy in the direction of the government. Shifting this responsibility in this paper is
implemented by lowering the cost of overriding the central bank. This leads to
decrease in central bank independence. In turn, lower CBI results in higher
inflationary expectations and more stabilization of shocks. The authors conclude that
achieving accountability by shifting final responsibility for monetary policy in the
direction of the government is most appropriate for countries that face a serious
flexibility problem relative to their reliability problem.

De Haan et al (1998) have discussed various aspects of accountability of central
banks and outlined three man features of central bank accountability: (1) decisions
about the ultimate objectives of monetary policy; (2) transparency of actual monetary
policy and (3) decision about who bears final responsibility with respect to monetary
policy. The authors ask whether it is right in democratic system to leave the decisions
on the objectives of monetary policy in the hands of an independent institution, which
is not directly elected or controlled. The other issue is multiple objectives of
monetary policy that can make the evaluation of CB more difficult. Therefore, the
choice of a single objective makes it easier to monitor the central bank performance.
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A second feature is transparency as it is very important element of accountability.
The central bank should be responsible for reporting regularly on its past
performance and future plans for monetary policy. Monetary policy targets should be
understandable and unambiguous.

The last feature concerns final responsibility with respect to monetary policy. In this
case authors distinguish three crucial issues: the relationship with parliament, whether
there is some kind of override mechanism and whether there is any threat of the
dismissal for the central bank governor.

They constructed an indicator for accountability for 16 central banks, including the
ECB and used it to examine the relationship between CBI and accountability. It is
found that the degree of accountability differs considerably and that the ECB has a
low score. The authors found negative relationship between independence and
accountability. But this does not mean that central bank cannot both be independent
and accountable.

In their paper “Is the ECB accountable and transparent?”” Bini-Smaghi & Gros (2000)
distinguish other two types of accountability: ex ante and ex post accountability. Ex
ante accountability is defined as the act through which the objective of price stability,
monetary policy targets and indicators are outlined. Second group of accountability
criteria is ex post accountability, which is more closely related to what we mean by
accountability. Ex post accountability refers to ways and instruments used by central
bank for reporting its work.

The authors have also checked whether the ECB rightly or wrongly is seen as in-
transparent. They suggest that the ECB is more transparent and accountable than
other central banks “on the basis of the treaty’s requirements”.

In order to improve the accountability of the central bank the best way is to make the
central bank more responsible to provide the relevant information about the analysis
that has led to policy decisions. Accountability cannot be ensured by the central bank
alone. An important role has to be played also by its counterparts, such as parliament
and the public.

In the beginning of their work the authors also underline that there is no trade-off
between independence and accountability if the two concepts are appropriately
defined. Accountability can be seen as a complement or a necessary requirement for
independence. Another issue that has been discussed is whether accountability can be
distinguished from transparency. As authors state the accountability refers to the legal
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obligation to give an account of bank’s actions and performance. Transparency refers
more to the way these actions are done.

Eijffinger & Hoeberichts (2000) define theory of accountability of central banks. As
in the previously reviewed paper of de Haan et al (1998) two aspects of
accountability are outlined: transparency of actual monetary policy and decision
about who bears final responsibility for monetary policy. Then they compare the legal
accountability of ECB with other central banks, such as: the Bank of Canada, the
Federal Reserve System and the Bank of England. The authors repeat their previous
findings in Eijffinger et al (1998) and conclude that accountability through
transparency leads to a lower expected rate of inflation and less stabilization of
supply shocks.

In their paper “The European Central Bank: Independence and accountability”
Randzio-Plath & Padoa-Schioppa (2000) discuss the role of ECB in economic and
monetary union and first experience of ECB transparency. The authors conclude that
from the very first meetings of the monetary dialogue the ECB has made transparent
its conduct of monetary policy and the preconditions to monetary policy decisions.
This has increased public confidence and the credibility of European monetary

policy.

The other issue discussed in this paper is independence, accountability and
transparency of ECB. It is stated that the Eurosystem’s main decision-making bodies,
which are the Executive Board and the Governing Council, are both collegiate. This
collegiality strengthens independent decision-making because of the fact that “a
group can defend itself better than a single person from various kinds of pressures
and influences, be they economic, psychological, political or intellectual” Randzio-
Plath & Padoa-Schioppa (2000).

As regards accountability, Eurosystem should be accountable for the fulfillment of its
mandate, which is the maintenance of price stability. The authors emphasize that
ECB, first of all, is accountable to the European citizens. As European parliament has
been elected to follow and defend European public interest, the ECB is accountable
to European parliament.

In order to provide information to markets and observers, the ECB holds press
conferences once a month after a Governing Council meeting. At these press
conferences ECB President explains the monetary policy decisions taken and outlines
in detail the reasoning which has led to the decision. With this immediate
communication the ECB provides a high degree of transparency.
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The other paper referred to central bank framework is the one of Stasavage (2003).
This paper examines whether there is a tradeoff between transparency and
accountability and how this tradeoff affects the economic outcome. The author
considers transparency as forecasts published by CB for public. He also considers
two types of accountability: requirements for central bankers to appear regularly
before legislative committees and the opportunity for finance minister to override
decisions regarding interest rates.

For measuring empirically the gains from monetary delegation, the author uses
Japan’s experience of deflation during the 1990s. His results show that transparency
helps central banks to acquire a reputation and leads to lower deflation costs. The
override provisions have no effect on these costs. These results suggest that the
central banks can ensure public about their adherence to a given policy, mainly, due
to being transparent and not due to being independent from political pressures.
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3 General characteristics of the
central banks

3.1 National Bank of Georgia

According to the Organic Law of Georgia on the National Bank of Georgia “The
National Bank of Georgia is the central bank of Georgia, the bank of banks, the
banker and the fiscal agent of the Government of Georgia.” The first central bank in
Georgia, called the state bank of Georgia, operated from 1919-1921. Until that time
the division of former Imperial Bank of Russia acted as the Central Bank in the
Democratic Republic of Georgia. The modern NBG was established in 1991 after the
dissolution of the Soviet Union. In early years the bank was subject of political
pressure and it was providing the direct credit to government without limits. The
situation changed in June 1995 when the new law was introduced. This new law
strengthened the independence of the bank. Currently the bank is using the organic
law that was introduced in September 20009.

The supreme governing body of the NBG is its Board consisted of seven members.
Besides the Georgians, the members of the NBG Board can be also foreign citizens
who are known as professionals in economics, finance or any other relevant field.
The Chairman of the Board is the Governor or the president of the National Bank. In
addition, the board consists of two Vice Governors among its other members. All the
Board members are appointed for seven-year terms. The board members are entitled
to be re-elected.

The main objective of the National Bank, that is maintenance of price stability, can
be achieved by creating low-inflation environment in the economy. Therefore, the
monetary policy regime of the bank is inflation targeting. The target is long-run
desirable rate of inflation of 3%. In order to meet its primary objective of maintaining
price stability, NBG uses short-term interbank interest rates as its monetary policy
instrument.

The National Bank also supports general economic policies of the government but
keeping its primary objective unaffected. The bank is independent in its activities as
the legislative and executive authorities have no right to intervene in the NBG’s
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activities. The NBG is not responsible for the liabilities of the state and since 2006 is
not financially assisting the government of Georgia based on the agreement between
the Minister of Finance of Georgia and the President of NBG. According to this
agreement the direct credit to government is prohibited and the past debt is
transformed into government securities, part of which is owned by the NBG.

In accordance with its primary objective the tasks and duties of the NBG are:

Developing and implementing the monetary policy;

- Issuing the banknotes and coins of Georgia;

- Managing the functioning of monetary-credit system;

- Managing the international reserves;

- Acting as the banker and fiscal agent of the Government of Georgia.

The NBG also supervises the financial sector for the purposes of maintaining
financial stability and transparency of the financial system. The bank performs the
supervision of banking system, insurance market and securities market. The NBG as
the central bank provides the banking services to the local and foreign governments.
In addition, the National Bank participates in the activities of international
organizations. The purpose of such activities is economic stability in the monetary
sector achieved through international cooperation.

In order to actively communicate with the public the National Bank of Georgia
prepares periodic publications. Each year the NBG presents its annual report to the
parliament. These reports are posted on official website of the bank and are available
to the public. Additionally, the NBG presents an “Inflation report” and a "Monthly
Review". The latter analyzes the macroeconomic parameters of the past month and
the situation in the country's banking and financial sectors.
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3.2 European Central Bank

The European Central Bank (ECB) is the central bank for the euro and governs
monetary policy of the union. The euro area consists of 19 European Union (EU)
member states that have introduced the euro since 1999 and is one of the largest
currency areas in the world. The European Central Bank together with national
central banks constitutes the central banking system of the euro area. It is one of the
world's most important central banks and is one of the seven institutions of the
European Union (EU) listed in the Treaty on European Union (TEU).

The owners and shareholders of the bank are the central banks of all 28 EU member
states. It was established in 1998 according to The Treaty of Amsterdam and its
headquarter is in Frankfurt, Germany. The main objective of ECB, as defined in
Article 2 of the Statute of the ECB, is to maintain the euro's purchasing power and
price stability in the euro area. The aim of ECB monetary policy is low inflation rates
of below, but close to 2% over the medium term. As a leading financial authority, the
ECB aims to protect financial stability and promote European financial integration.

According to the Statute of the ECB the basic tasks of the bank are to:

Define and implement the monetary policy for the union;

Conduct foreign exchange operations;

Manage the foreign reserves of the member states’ banks;

Manage the operation of the payment system.

As the central bank the ECB has the right to authorize the issuance of euro banknotes.
Member states also have the right to issue euro coins, but the amount must be
authorized by the ECB in advance. In addition, the European Central Bank conducts
the supervision of credit institutions located in the euro area and in participating non-
euro area Member States. By doing this, the bank contributes to the safety and
stability of the banking and financial systems within the EU and each participating
Member State.

In achieving its objectives the European Central Bank attaches the great importance
to independence, transparency and accountability. The ECB aims to have effective
communication with the citizens of Europe, to conduct the relations with European
and national authorities in full accordance with the Treaty provisions.
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The ECB is independent in carrying out its mandate and tasks. Its supervisory tasks
and responsibilities are also subject to accountability requirements. The President of
the ECB regularly reports on the ECB's monetary policy and its other tasks at his
hearings in the European Parliament. Besides, the ECB replies to written questions by
members of European Parliament. The ECB has gone beyond the statutory
obligations in its regular reporting in order to illustrate its high accountability:

- The ECB publishes the monthly bulletins;

- Members of the Governing Council give the speeches in order to inform the
public about relevant topics of interest;

- The ECB President and Vice-President provide the regular press conferences.
On those press conferences they deeply explain the ECB's assessment of the
economic situation and the rationale for its monetary policy decisions.
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4 Methodology

The data is drawn from the central banks’ official websites and in their statutes,
monthly bulletins, annual reports, press releases and other published documents. In
order to see the tendency the information is gathered for every year from 1998
through 2013 for both central banks. The thesis takes 1998 as the starting year for the
analysis since the European Central Bank (ECB) was established in 1998 as an
independent institution.

4.1 Measuring Independence

The first hypothesis of the thesis is based on “Eurozone indices” and stands as
follows: “Even though the Independence of National Bank of Georgia (NBG) has
increased over time, it still does not meet the independence standard of the European
Central Bank (ECB). In particular, the NBG’s independency is lagging behind and
should be increased mainly in terms of financial and budgetary independence.”

The hypothesis of increasing independence is based on the fact that NBG has
introduced new laws with amendments two times after its establishment. Firstly the
new law was introduced in 1995 and it strengthened the independence of the bank.
The second introduction of new law was in 2009 and it is still legitimate. The aim of
the amendments in CB law was to improve the frameworks for central banking.
Therefore, the independence of NBG should increase over time with the effective
central banking. But still the CBI is lagging behind compared with the independence
of ECB. Georgia needs financial assistance from NBG as it is transitional economy
with lots of debt. This fact limits the independence of NBG in terms of financial and
budgetary independence, namely in restriction of direct and indirect credit to
government.

This thesis provides three indices for measuring independence of the NBG and the
ECB. The first two indices (“Eurozone index” and GMT index) are de jure indices
showing the legal independence of both central banks. These indices examine the
central bank legislation and their statutes. In order to examine not only the legal but



24

actual independence de facto index is used. The third index (TOR) index is de facto
index showing the actual independence of both CBs. Having legal and actual
independence indices allows determining whether the central banks follow their
statutes in practice.

4 1.1 “Eurozone indices”

The first index of central bank independence and the methodological approach
follows closely the work suggested by Pisha (2011). Pisha (2011) has built “Eurozone
indices” based on the European Monetary Union (EMU) pre-accession and
integration requirements and central bank independence legislations. The “Eurozone
indices” have been chosen as one of the de jure central bank independence indices as
they not only measure the level of central bank independence that has been achieved,
but also highlight the areas where progress is still needed. Since the ECB is widely
considered to be one of the most independent central banks, the ‘Eurozone indices’
can be applied to any country seeking a high level of CBI.

This approach of quantification of independence employs using a questionnaire
which is based on central bank legislation and on their statutes (see appendix A). The
questionnaire brings information through a set of twenty three questions combined in
four sub-indices:

1. Functional CBI

2. Institutional CBI

3. Personal CBI

4. Financial and budgetary CBI

The questions cover the main objectives of CB, the monetary policy formulation and
execution, the appointment and dismissal procedures of CB governor and board
members and the possibility of direct or indirect credit to government. Each question
has two or more options to response. The scores assigned vary from 0 to 1. In case of
two options the central bank is awarded either 0 or 1 score. But in case of three or
more options there are relative scores in between. All the questions are given
different weights based on the importance that the ECB legislation assigns to
different issues. After weighting and summing the results the four main CBI indices
are determined. Such decomposition of the overall index into four sub-indices allows
highlighting the lagging part of CB independence. The overall index can be obtained
by simple arithmetic mean of all four sub-indices. The maximum value of the overall
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index is 1. The higher and closer to 1 value of overall index indicates the higher level
of CB independence.

4.1.2 GMT Index

The other legal independence index is GMT index constructed by Grilli, Masciandaro
and Tabellini (1991). As in case of “Eurozone indices” the GMT index also uses a
questionnaire for quantification of independence which is based on central bank
legislation and on their statutes. The GMT index contains fifteen questions combined
in two sub-indices:

1. Political independence
2. Economic independence

Political independence covers the appointment and dismissal procedures of CB
governor and board members. The economic independence deals with the direct
credit to government and banking supervision issues. Each question has two
responses - yes or no. The positive response is assigned one asterisk and the negative
response gets no asterisk. All the questions are given equal weights so the sum of
positive responses gives the indices of political and economic independence. The
sub-indices do not have equal weights so there is preference for political independence
over economic independence. By summing political and economic independence
overall GMT index is obtained.

The methodological approach of this paper follows the work suggested by
Maliszewski (1997) (see appendix B). The author uses GMT index with some
important differences. Firstly, the author uses different criteria for governor
appointment procedure: the appointment by the president is awarded two asterisks,
appointment by parliament one asterisk and by government no asterisk. This is done
in order to account for the characteristics of less advanced transition economies, in
particular their anti-reformatory position. Maliszewski (1997) has also added a new
variable to the political independence, namely only nonpolitical provisions for
dismissal of governing body members. In addition, in the political index the
parliament approval of monetary policy is added to the government approval. This
element of the index is considered as limitation to CBI.

This thesis uses numbers instead of asterisks. Accordingly, two asterisks are 2 points,
one asterisk is 1 point and no asterisk is 0. As the paper follows Maliszewski (1997)
approach the index has 16 questions and the maximum value of the overall index is
sixteen. The higher value of overall index indicates the higher level of CBI.
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4.1.3 TOR Index

The turnover of central bank governor (TOR) index is de facto index indicating the
actual independence of CB. The index is based on the assumption that more quick
turnover of governor indicates a lower level of CBI. However, low value of TOR
index does not necessarily indicate the high level of central bank independence. The
low turnover may be caused by the submissive governor with long tenure. The
threshold of turnover frequency is between 0.2 and 0.25 changes a year that is four to
five years of tenure (Cukierman et al, 1992). The value of the index above this
threshold is considered as the limitation to CBI.

4.2 Measuring Transparency

The second hypothesis of the thesis as follows: “As independence and transparency
go together, transparency of National Bank of Georgia (NBG) has also increased over
time, but it still does not meet the independence standard of the European Central
Bank (ECB). In particular, the NBG’s transparency is lagging behind and should be
increased mainly in terms of operational transparency.”

The stated hypothesis is related to the first hypothesis. As proposed by Crowe &
Meade (2008) more independent central banks tend to be more transparent.
Therefore, with the increasing CB independence the CB transparency should also
increase over time. As in case of independence transparency of the NBG is still
lagging behind the transparency of the ECB. The NBG is lagging behind mainly in
terms of operational transparency that is implementation of CB’s policy actions. This
part of the hypothesis is based on the presumption that discussion of errors and
evaluation of monetary outcomes in light of the NBG objectives are done
superficially with time delays.

The methodological approach for measuring the level of transparency in two CBs
follows closely the work suggested by Dincer and Eichengreen (2009). The choice of
this paper and index is supported by the fact that Dincer and Eichengreen (2009) have
calculated the estimates of central bank for 100 countries, including NBG and ECB
starting from 1998 up through 2006. The other reason is that the index is broad
containing different aspects of transparency and it can be used for any type of
monetary policy framework.
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This approach of measuring transparency implies using questionnaire (see appendix
C). The researcher responses to the questions based on the information from the CB
documents: annual reports, inflation reports, monthly bulletins, press releases. The
index contains fifteen questions combined in 5 sub-indices:

1. Political transparency

2. Economic transparency

3. Procedural transparency
4. Policy transparency

5. Operational transparency

The questions cover prioritization and quantification of the primary objectives of
CBs, institutional arrangements, public availability of the economic data, public
availability of macroeconomic models and forecasts, disclosure and explanation of
policy decisions, controlling errors in achieving targets and the evaluation of the
macroeconomic outcomes of monetary policy in light of its objectives. Each question
has two or more options to response. The scores assigned vary from 0 to 1. In case of
two options the central bank is awarded either 0 or 1 score. But in case of three
options there is a score of 0.5 in between. All the questions are given equal weights.
The maximum value of each sub-index is 3. Each sub-index is also given equal
weights so by summing all five sub-indices the overall transparency index is
obtained. Thus CB can get maximum score of fifteen. The higher the value of the
overall index, the more transparent is the central bank.

4.3 Measuring Accountability

The last hypothesis of the thesis is as follows: “Even though the accountability of
National Bank of Georgia (NBG) has increased over time as a result of increasing
transparency, it still does not meet the accountability standard of the European
Central Bank (ECB).”

The hypothesis comes from the previous two hypotheses. There is strong
interdependence  between central bank independence, transparency and
accountability. In times of high CB independence transparency is considered to be a
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key element of accountability. In other words, independence gives the CBs more
freedom and the opportunity to develop and implement their policies. Transparency is
a way of holding them accountable for their decisions. Thus with the increasing
transparency the accountability of NBG has also increased over time. The
presumption is that it is still lagging behind the accountability of the ECB.

The index of central bank accountability and the methodological approach follows
closely the work suggested by De Haan et al (1998) (see appendix D). The authors in
this paper have constructed an indicator for accountability for 16 central banks,
including the ECB. The index outlines three man features of central bank
accountability:

1. Decisions about the ultimate objectives of monetary policy;
2. Transparency of actual monetary policy;
3. Decision about who bears final responsibility with respect to monetary policy.

This approach of measuring accountability implies using questionnaire. The index
covers 13 questions combined in above mentioned three features. The researcher
responses to the questions based on the information from the CB documents. Each
question has two responses - yes or no. The positive response is awarded with one
asterisk and the negative response with no asterisk. All the questions have equal
weights so the sum of positive responses gives the three sub-indices based on features
of CB accountability, respectively:

1. Accountability through monetary policy;
2. Accountability through transparency;
3. Accountability through final responsibility.

These sub-indices do not have equal weights. This implies that the aspect of the final
responsibility is most important. By summing all three features of accountability the
overall index is obtained. The maximum value of overall index is thirteen. The higher
value of overall index indicates the higher level of central bank accountability.
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5 CBI of National Bank of Georgia
and European Central Bank

This chapter of the thesis briefly provides the construction of each independence
index and the results received from applying those approaches. The results are
compared between the National Bank of Georgia and the European Central Bank.

5.1 “Eurozone Indices”

The independence based on “Eurozone indices” is analyzed through examining
central banks’ legislation. In case of Georgia the organic laws of the national bank of
Georgia that are introduced in 1995 and 2009 are analyzed. For EU the thesis
analyses the protocols on the statute of the European System of Central Banks and of
the European Central Bank introduced in 1992, 2004 and 2012.

a) Functional CBI

National Bank of Georgia

The functional CBI analyzes the main objectives and goals of the central banks
according to their legislation. While analyzing the organic law of Georgia on the
NBG from 1998 through 2013 no changes in terms of primary and secondary
objectives can be observed. According to organic law introduced in June 1995, the
primary objective of the central bank is to ensure price stability. With respect to the
secondary objective “the National Bank shall ensure stability and transparency of
financial system and shall facilitate stable economic growth in the country provided
this is possible in a manner to avoid threatening of its main task” (NBG, 1995). These
objectives are kept through 2013 despite the introduction of the new law with
amendments in September 2009. This new law is legitimate up to date. Consequently,
the functional independence of the NBG is awarded with 1 point in terms of both
primary and secondary objectives for the whole period of the analysis. As the
existence of the primary objective is relatively important, the weight assigned to it is
70% and to secondary one - 30%. By weighting and summing the NBG obtains the
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highest possible functional independence for all the years from 1998 through 2013
(see table 1 below).

Table 1 Functional Independence of the NBG

Year 1998-2013
Primary objective 1.0
Secondary objective 1.0
Total 1.0t

b) Institutional CBI

National Bank of Georgia

The institutional CBI analyzes the CB freedom from instructions and independence
from government bodies. For calculation of this sub-index three criteria are used:
monetary policy formulation and execution; formulation and execution of secondary
policies and the level of CB dependence. Each criterion has assigned its own weight,
relatively 50%, 25% and 25%.

The inflation target and main instruments of monetary policy are given in the "Basic
directions of monetary-credit and currency policies”, which is developed by the
national bank's Monetary Policy Committee and approved by the Parliament. In case
the Parliament of Georgia does not approve those basic instructions the document
becomes the subject for revision. The situation has changed in 2009 when the new
law was introduced. According to the article 61 of the this law in case the Parliament
of Georgia does not approve the draft of basic directions, the NBG still acts within
the framework of the draft developed (NBG, 2009). In this regard, the score assigned
to NBG is 0.66 for the monetary policy formulation and execution criterion for all
years from 1998 through 2008. Starting from 2009 the NBG is free in formulating
and executing the MP and it does not need the Parliament approval. Therefore, the
bank gets 1 score for years 2009-2013 in terms of formulation and execution of
monetary policy.

Together with its primary tasks the national bank also implements currency policies
as the secondary policy. Each year the bank develops the main directions of
monetary-credit and currency policies for future three years. “This alternative

! The value of the total index is the sum of two weighted criteria.
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provides a considerable level of independence and thus the value proposed is 0.66
points” (Pisha, 2011) for the whole period of the analysis.

According to the organic law of NBG “the NBG shall be independent in its activity.
The legislative and executive bodies shall not have the right to interfere in the activity
of the NBG, except in the cases provided for by this Law” (NBG, 1995). The same
conditions are kept for the next years through 2013. In general, this is consistent to
the ECB criterion but there is allowed the intervention of legislative and executive
bodies. The potential intervention of the government in CB activities increases the
possibility of potential instructions or other influences. As the intervention is allowed
only in specific cases, the score assigned to the NBG is 0.5 in terms of the level of
dependence for all years starting from 1998 through 2013.

By weighting and summing the institutional CBI index is obtained for each year (see
table 2 below). It is seen from the table that the institutional independence of the
NBG has impressively increased over time.

Table 2 Institutional Independence of the NBG

Year 1998-2008 2009-2013
Monetary policy formulation and

execution 0.66 1.00
Formulation and execution of

secondary policies 0.66 0.66
The level of CB dependence 0.5 0.5
Total 0.622 0.79

European Central Bank

While analyzing protocols of the ECB introduced in 1992, 2004 and 2012, no
changes in terms of each sub-index of the “Eurozone indices” can be observed.
Therefore, the scores assigned to the central bank are the same for all the years
starting from 1998 through 2013.

The European Central Bank has the highest possible scores in institutional and
functional independence for all years starting from 1998 through 2013. It is not a

surprise as the construction of the “Eurozone indices” is based on EU legislation. In

2 The value of the total index is the sum of three weighted criteria.
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this regard, the ECB gets 1 point in terms of functional and institutional
independence as showed in the tables below.

Table 3 Functional Independence of the ECB

Year 1998-2013
Primary objective 1.0
Secondary objective 1.0
Total 1.08

Table 4 Institutional Independence of the ECB

Year 1998-2013
Monetary policy formulation and execution 1.0
Formulation and execution of secondary policies 10
The level of CB dependence 1.0
Total 1.0%

c) Personal CBI

National bank of Georgia

The personal CBI is related to the nomination and dismissal of the governor and the
members of the central bank’s decision making bodies. The sub-index consists of 11
criteria that are analyzed in relation to “the term of office, professional qualifications,
political affiliations and collegiality” (Pisha, 2011). The first four criteria are related
to the CB governor. The other seven are related to the CB highest decision making
body. Almost all criteria are considered equally important for personal independence,
each with a weight of 10%. The only exceptions are the composition of governing
body and the incompatibility clauses for top CB official criteria that are weighted 5%.

While analyzing the organic laws of Georgia introduced in 1995 and 2009, no
important changes in terms of organization and management of NBG can be

3 The value of the total index is the sum of two weighted criteria.

4 The value of the total index is the sum of three weighted criteria.
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observed. Therefore, the scores assigned to the bank are the same for all the years
starting from 1998 through 2013 (see table 5 below).

The supreme governing body of the NBG is its board. The chairman of the board is
the governor or the president of the National Bank. The term of the governor of NBG
IS seven years, less than ECB standard (8 years) and therefore the NBG gets 0.88
points.

Table 5 Personal Independence of the NBG

Year 1998-2013
Term of the governor

0.88
Governor reappointment possibility

0.33
Proposition of governor appointment

1.00
Nomination of governor

0.00
Composition of governing board

0.50
Term of the governing board members

0.88
Board member reappointment possibility

0.00
Proposition of board member appointment

0.50
Nomination of board member

0.75
Governor and board member dismissal options

0.33
Incompatibility clauses for top CB official

0.66
Total

0.525°

There are no comments about governor reappointment possibility in the organic laws.
This is considered as limitation to CBI and national bank gets 0.33 points. The
president of the National Bank is appointed upon the nomination of the NBG board
and dismissed by the president of Georgia. In this case the score assigned to NBG is 1
in terms of proposition of governor appointment. Proposition of governor by CB
board is considered as generating the highest level of CBI. The NBG gets 0 in terms

5 The value of the total index is the sum of eleven weighted criteria.
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of nomination of governor as the governor is appointed and dismissed by the
president of Georgia and not by CB board.

As regards the composition of the CB board, according to the organic law of 1995 the
board consists of the president of the bank, three vice-presidents and five other
members. In the same law of 2009 the governing board consists of seven members:
the governor, two vice governors and four other members. Both options exceed the
ECB standard (1 governor, 1 vice president and 4-5 board members). Therefore the
score assigned to the NBG is 0.5. All the Board members are appointed for seven-
year term, again less than 8 years, leading to the score of 0.88. Members of the board
are entitled to be re-elected. However, there is no restriction on the limits of
reappointment, thus reappointments with no limit is possible. In this regard, the NBG
gets 0 point. Members of the NBG board are appointed upon the nomination of
candidates by the president of Georgia with the majority of votes in parliament. Thus
the score assigned to NBG are 0.5 and 0.75 as the members are not proposed by CB
governor and are not nominated by CB board. According to the organic laws of the
NBG the president of the National Bank shall be dismissed for:

Not being the member of the board of the national bank anymore;

- Deprivation of the right to serve as the member of the board of the national
bank because of serious misconduct;

- Inability to perform his/her duties;
- Illness;

Death.

The vice presidents are dismissed based on the same criteria. There no criteria for
board member dismissal. Therefore, the score assigned to NBG is 0.33. The other
members of the NBG board, excluding the NBG governor and vice governors, are not
public officers and shall not have ownership or management position in Georgia’s
financial sector. As the governor and vice-presidents can be public servants, it is
viewed as limitation to CBI and is valued at 0.66.

European Central Bank

In case of personal independence the ECB has 1 point in terms of CB governor and
board members reappointment possibilities and their term of office (see table 6
below). The criteria where the ECB underperforms and does not have the highest
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scores are nomination of governor and board members. According to the protocol No.
4 the president, the vice-president and the other members of the Executive Board are
appointed by the European Council and not by the CB board. Their term of office is
eight years and shall not be renewable. The same is stated in the article 11 of the
previous protocols. According to the same law the top officials of the ECB have to
perform their duties on a full time basis and must not be involved in any other
occupation if it is not exceptionally granted by the ECB Executive Board. Thus the
ECB gets 1 point in contrast to the NBG.

Table 6 Personal Independence of the ECB

Year 1998-2013
Term of the governor

1.0
Governor reappointment possibility

1.0
Proposition of governor appointment

1.0
Nomination of governor

0.0
Composition of governing board

1.0
Term of the governing board members

1.0
Board member reappointment possibility

1.0
Proposition of board member appointment

0.25
Nomination of board member

0.0
Governor and board member dismissal options

1.0
Incompatibility clauses for top CB official

1.0
Total 0.725°

6 The value of the total index is the sum of eleven weighted criteria.



36

d) Financial & Budgetary CBI

National Bank of Georgia

The financial and budgetary independence refers to central banks budgetary
independence including the prohibition of financial assistance to government. The
index contains seven criteria. Each criterion is equally important and has the weight
of 10%. The only exemption is the first criterion with the highest weight of 40%.

Until 2006 the NBG could cover its budget deficit by granting short-term credit to the
government. In 2006 the agreement on prohibition of direct credit to government was
reached between the Minister of Finance of Georgia and the President of NBG.
According to the order based on this agreement the past debt is transformed into
government securities, part of which is owned by the NBG. In this regard, the NBG
gets 0.5 for the period 1998-2005 and 1 point starting from 2006 through 2013 (see
table 7 below). It is permitted for NBG to purchase the government securities in
secondary and in some cases primary market, thus the NBG gets O in terms of
indirect credit. Full capital of the national bank is in NBG ownership causing the
highest independence.

Table 7 Financial &Budgetary Independence of the NBG

Year 1998-2005 2006-2013
Prohibition of direct credit to government 05 10
Indirect credit limitations

0.0 0.0
Ownership of budget and capital 10 10
Budget management 10 10
Profit allocation 0.1 0.1
Residual profit allocation 01 01
Potential loss coverage 0.66 0.66
Total 0.486' 0.686

The budget of National Bank’s administrative and capital costs is approved by the
NBG board leading to 1 point in terms of budget management. The profit is allocated

" The value of the total index is the sum of seven weighted criteria.
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to fill general reserves “until its volume makes up 15 % of the amount of reserve fund
available at the end of respective financial year” (NBG, 2009). The residual net profit
of the financial year is wired to the account of Ministry of Finance of Georgia. The
scores assigned for net and residual profit allocation is 0.1 because the lower profit is
allocated in general reserves and higher residual profit is paid to the state budget. The
net losses on the NBG are covered by general reserves, special reserves, or by
revaluation account. If the national bank still cannot cover its losses the Ministry of
Finance gives to the national bank the government debt liabilities on terms and
conditions similar to other government securities (NBG, 1995). This is not total
financial independence from government as part of the losses is covered from the
state budget and thus valued at 0.66 points.

European Central Bank

As it is seen from the table below the ECB has higher independence than the NBG in
terms of financial and budgetary independence. According to the ECB protocols
overdrafts or any other type of credit facility to the government is prohibited. The
purchases of government securities in secondary market are permitted, unless it is
used to avoid the prohibition of primary market purchases. The national central banks
are the sole holders of the capital of ECB. The ECB budget management is
determined by the board. In this regard, the ECB has 1 scores in first four criteria.

Table 8 Financial &Budgetary Independence of the ECB

Year 1998-2008
Prohibition of direct credit to government 10
Indirect credit limitations 10
Ownership of budget and capital 1.0
Budget management 1.0
Profit allocation 0.2
Residual profit allocation 0.2
Potential loss coverage 1.0
Total 0.848

8 The value of the total index is the sum of seven weighted criteria.
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However, the index is still low. This is mainly connected to profit allocation issues.
According to the article 33 of the protocol “an amount to be determined by the
Governing Council, which may not exceed 20 % of the net profit, shall be transferred
to the general reserve fund” (ECB, 1992). The remaining net profit is distributed to
the shareholders of the ECB. The ECB gets 0.2 as the lower profit is allocated in
general reserves and higher residual profit is paid to the state budget. The losses of
the bank are covered by general reserves. The same is kept in the two following
protocols for the whole period of the analysis.

5.2 GMT Index

The independence based on GMT index is analyzed through examining central
banks’ legislation in terms of political and economic independence.

a) Political Independence

National Bank of Georgia

Political independence refers to the ability of the central bank authority to choose the
final goal of the policy. It is influenced by the relationship between government and
the bank in the formulation of monetary policy, the procedure of appointing the board
members and the goal of the bank with respect to monetary policy. According to
Maliszewski (1997) the political GMT index contains 9 criteria that are equally
weighted. Therefore, the total value of the index is the sum of those criteria.

As mentioned above the governor is not appointed by the government or parliament
and all the members of the NBG board are appointed for seven years that is more
than 5 years as proposed in the index. The board members are appointed by
parliament with the majority of votes. In this regard, the NBG gets 2 points in terms
of governor appointment, 0 point for board members appointment and 1 point for
term of office (see table 9 below). The provisions for governor dismissal are
nonpolitical covering the deprivation of the right to serve the position because of
serious misconduct, inability to perform the duties, illness etc. Thus the NBG gets 1
point. According to the organic laws of NBG there is no mandatory participation of
the government representatives in the board. But it has to be mentioned that the
president and the vice-presidents of the NBG can be public servants. That is
weakness for the CBI and is valued at 0.

The parliament of the Georgia approves the draft of basic directions of monetary-
credit and currency policies for future three years. Thus the NBG gets 0 point.
According to the law of NBG its primary objective is to ensure and maintain price
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stability, leading to higher independence and therefore valued at 1 point. There are no
provisions in the law that strengthens the central banks position against the
government in case of conflicts. In this regard, the NBG gets 0 point.

Table 9 Political Independence of the NBG

Year 1998-2013
Appointment procedure for the CB governor 2

Length of governors officials term in office

Appointment procedure for the CB board members

Length of board members term in office

Provisions for governor dismissal

Participation of the government representative in the board

Government/parliament approval of monetary policy

= O O |k |k O

Statutory obligations to maintaining price stability
Legal provision strengthening the bank's position against the
government in case of conflict

Total

European Central Bank

In case of ECB the score of political independence is higher than the one of NBG.

Table 10 Political Independence of the ECB

Year 1998-2013
Appointment procedure for the CB governor 2
Length of governors officials term in office

Appointment procedure for the CB board members

Length of board members term in office

Provisions for governor dismissal

Participation of the government representative in the board

Government/parliament approval of monetary policy

RN

Statutory obligations to maintaining price stability
Legal provision strengthening the bank's position against
the government in case of conflict 0

Total 10
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According to the ECB law the president, the vice-president and the other members of
the Executive Board are appointed by the European Council on a recommendation of
the Council after it has consulted the European Parliament and the Governing
Council (ECB, 2012). Their term of office is eight years (more than 5 as proposed by
the index) and shall not be renewable. The ECB does not need the government or
parliament approval of its monetary policy. Thus, the ECB has the highest scores
almost in every criterion except in the last one, as there is no provision that would
strengthen the bank's position against government in case of conflict (see table 10
above).

b) Economic Independence

National Bank of Georgia

Economic independence refers to the ability of CB authorities to choose the
instruments of monetary policy. This aspect of independence is affected by legal
limitations on central bank's lending to the government and the location of the
banking supervision. The index contains equally weighted 7 criteria. So the total
value of the economic independence index is obtained by summing all seven criteria.

Table 11 Economic Independence of the NBG

Year 1998-2005 | 2006-2013
0.5 1
Not automatic extension of direct credit
0.5 1
Direct credit provided at market interest rate
0.5 1
Temporality of direct credit
0.5 1

Limited amount of direct credit

Central bank participation in the primary market for 0 0
public debt securities

Discount rates set by central bank
Banking supervision not entrusted
to the central bank/or not entrusted to the 0 0
central bank alone

Total

The central bank can cover the budget deficit by granting short-term credit to the
government. The credit is not subject to automatic extension and is provided on
market interest rate. The credit is temporary with maturity of six month. The amount
is limited to 5% (in some circumstances to 8%) of the average government revenue in
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three last financial years. In this regard, the NBG has 0.5 point in first four criteria for
the period of 1998-2005. Since 2006 the NBG does not financially support the
government based on the agreement between the Minister of Finance and the
president of NBG. The score assigned to NBG starting from 2006 through 2013 is 1
for the first four criteria as the prohibition of the credit leads to higher independence.
The NBG has the right to purchase government securities on primary market. Thus
limiting the CBI and valued at 0. The commercial banking supervision is entrusted to
the national bank. According to the GMT index banks not engaged in the supervisory
activity are more independent, thus the NBG gets O point. “The main argument for
that is a political pressure on the bank to conduct large scale rescue operations which
may undermine other policy goals” (Maliszewski, 1997).

European Central Bank

As in case of political independence the ECB has higher score than NBG also in
terms of economic independence. According to ECB law it is strictly prohibited to
participate in the primary market for public debt securities. This leads to higher
independence and ECB gets 1 point (see table 12 below).

The other issue is that according to ECB law the direct credit to the government is
strictly prohibited. This condition is the highest possible independence. As the direct
credit is prohibited it is hard to examine the first four criteria of the economic
independence. In order not to underestimate the overall index of economic
independence and in the end the MGT index, those four criteria are valued at 1 point.

Table 12 Economic Independence of the ECB

Year 1998-2013
Not automatic extension of direct credit .
Direct credit provided at market interest rate .
Temporality of direct credit .

1

Limited amount of direct credit

Central bank participation in the primary market for public 1
debt securities

Discount rates set by central bank

Banking supervision not entrusted to the central bank/or not entrusted 0
to the central bank alone

Total
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5.3 TOR Index

The independence based on turnover of central bank governor (TOR) index is
analyzed through examining the frequency by which the CB governor is being
replaced. The threshold of turnover frequency is between 0.2 and 0.25 changes a year
that is four to five years of tenure (Cukierman et al, 1992). The value of the index
above this threshold is considered as the limitation to CBI.

National Bank of Georgia

The period of the analysis of this thesis consists of 16 years. In this time period the
NBG has changed its governors four times: first in 1998, followed by governor
replacements in 2005, 2007 and 2009. It is seen from the table below that the
governor turnover index for this period lies within the borders set by Cukierman et al
(1992) implying four years of tenure. But the index significantly increases when
extending the period of analysis from the establishment of the NBG up till present.
This can be explained by the fact that in the period of 1991-1998 the NBG is
characterized by high frequency of governor turnover and this negatively affects the
whole index. Accordingly, the tenure of the governor for that period decreased to
around 3 years.

Table 13 TOR index for NBG and ECB

Central Bank NBG ECB

Time period 1998-2013 | 1991-2015 | 1998-2013 | 1998-2015
Number of years 16 25 16 18
Frequency of turnover 4 9 3 3
TOR index 0.25 0.36 0.19 0.17

European Central Bank

As mentioned above, the thesis analyses the 16 year time horizon. For this time
period the ECB has replaced its governor three times, first in 1998, then in 2003 and
2011. In this regard, the TOR index is 0.19 implying around five year of tenure.
While analyzing the period starting from the establishment of the ECB up till present,
the TOR index has decreased as the frequency of turnover remained the same and the
number of years increased (see table 13 above). This indicates the high level of
independence.
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6 Transparency of National Bank of
Georgia and European Central
Bank

This chapter of the thesis briefly provides the construction of transparency index and
the results received from applying this approach. The results are compared between
the National Bank of Georgia and the European Central Bank.

6.1 Political Transparency

The political transparency index for NBG is analyzed through examining the organic
laws, annual reports and press releases published by the NBG and protocols, annual
reports and monthly bulletins published by the ECB from 1998 through 2013. The
index of political transparency has three equally weighted criteria. Therefore, the
overall index is the sum of those criteria.

National Bank of Georgia

Analyzing the NBG’s organic laws no changes in stated objectives can be observed.
The objective of price stability is clearly stated in the both organic laws. Thus the
score assigned to NBG in terms of formal objectives is 1 for the period of 1998
through 2013 (see table 14 below).

Table 14 Political Transparency of the NBG

Year 1998-2008 | 2009-2013
Formal objectives 1 1
Quantification of primary objective 0 1
Institutional arrangements between government and CB 1 1
Total 2 3

There can be observed a shift in terms of quantification of primary objectives. The
operational target for the period 1998 through 2008 is the reserve money and the
midterm target is M2 broad money aggregate. However, the targets for the reserve
money and broad money are missing in the reports. In 2009 the NBG defined the
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inflation target at 9% of the CPI with the deviations of 2%. Starting from 2010
through 2013 the inflation target is set at 6% of consumer prices in the medium term
period. Thus the NBG gets 0 for the period of 1998-2008 and 1 point for 2009
through 2013.

According to the law the NBG is an autonomous legal entity of public law and is
responsible to the parliament of the Georgia. The national bank should submit the
report on the progress of monetary-credit and currency policies to the parliament each
year. The NBG has the opportunity to enter into contracts and issue obligations,
purchase and dispose real or movable property. The same conditions are kept through
2013. Thus the score assigned to the NBG is 1 for the whole period of analysis.

European Central Bank

In case of ECB the central bank has highest possible scores in all three criteria (see
table 15 below). This is caused with the fact that objective of price stability with the
aim of low, close to 2%, inflation in the medium term is clearly defined in the law.
According to the ECB law the governments of member states should not intervene
and influence the decision-making bodies of the central bank in performing their
tasks. Thus the ECB has explicit instrument independence.

Table 15 Political Transparency of the ECB

Year 1998-2013

Formal objectives

Quantification of primary objective

Institutional arrangements between government and CB
Total

W |k |k |

6.2 Economic Transparency

The economic transparency index for CBs is analyzed through annual reports and
inflation reports published on quarterly bases by the NBG and the annual reports and
monthly bulletins published by the ECB from 1998 through 2013. The index of
economic transparency has three equally weighted criteria. Therefore, the overall
index is the sum of those criteria.
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National Bank of Georgia

While analyzing the economic transparency of the NBG a big shift can be observed.
In first three years of the analysis the basic economic data relevant for the conduct of
monetary policy is either available on yearly basis or missing at all. The situation
changes from 2001 when the NBG presents the quarterly data for capacity utilization
and monthly data for money supply and inflation. From 2003 the quarterly data of
GDP is available in annual reports. For the unemployment the NBG presents only
annual data. For the period of 1998-2000 the NBG gets 0 score. Starting from 2001
through 2013 the NBG is assigned half score as there are only 3-4 variables presented
(see table 16 below).

Table 16 Economic Transparency of the NBG

Year 1998-2000 | 2001-2005 | 2006-2012 | 2013
Public availability of economic data

0 0.5 0.5 0.5
Macroeconomic models 0 0 0
Macroeconomic forecasts 0 05 1
Total 0 0.5 1 1.5

There is not disclosed the macroeconomic model that the NBG uses for policy
analysis. Thus, the national bank receives 0 score for all the years from 1998 through
2013. There are available the numerical central bank forecasts for inflation one year
ahead at monthly frequency. This numerical data with the forecasting equation is
available from 2006 in quarterly published inflation reports. From the first quarter of
2013 the forecast of real GDP is also available in the inflation report. For the
macroeconomic forecasts the NBG receives 0 for 1998 through 2005; 0.5 for 2006-
2012 and 1 for 2013 as the national bank publishes both inflation and GDP forecasts.

European Central Bank

All the statistical data of the ECB is available in the statistical data warehouse. The
data is time series of GDP, inflation, unemployment and money supply. The time
period and the frequency can be selected optionally starting from 1998 through 2013.
The score assigned to the ECB is 0.5 as there are only 4 variables presented out of
five (see table 17 below). The ECB discloses the macroeconomic models in the
monthly bulletin published in May 2001. It is written that the ECB uses money
demand models for analyzing the growth of the broad monetary aggregate M3. In
addition, various indicators are used to assess the liquidity situation of the economy.
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Table 17 Economic Transparency of the ECB

Year 1998 1999-2000 | 2001-2013
Public availability of economic data

0.5 0.5 0.5
Macroeconomic models 0 1
Macroeconomic forecasts 0 1 1
Total 0.5 15 2.5

In 2001 the ECB has published a working paper “An Area-Wide Model (AWM) for
the Euro Area” by Fagan G., Henry J. and Mestre R. The paper presents the
macroeconomic model AWM which is used for assessment of economic conditions
and for macroeconomic forecasting. In 2008 another paper “The New Area-Wide
Model of the Euro Area” was published presenting the new advanced macroeconomic
model for the euro area. In this regard, the central bank receives 0 for 1998 through
2000 and 1 for the period of 2001-2013. The ECB publishes the Survey of
Professional Forecasters (SPF) that is a quarterly forecast for the rates of inflation,
real GDP growth and unemployment in the euro area. The survey is available from
the first quarter of 1999.

6.3 Procedural Transparency

The procedural transparency index is analyzed through annual reports and press
releases published after the Monetary Policy Committee meeting in case of NBG and
after the governing council meeting in case of ECB. The index of procedural
transparency has three equally weighted criteria. Therefore, the overall index is the
sum of those criteria.

National Bank of Georgia

The NBG has switched to inflation targeting regime in 2009. Before inflation
targeting the monetary policy was implemented under a monetary targeting regime.
The aim of this regime was controlling inflation and it targeted a desired growth rate
of the monetary base. However, there was no clear rule stating how the instrument is
used when the money growth deviates from the target. In this regard, the NBG receives 0
for the period 1998-2008 and 1 for 2009 through 2013 (see table 18 below).

The Monetary Policy Committee of the NBG formulates and implements the
monetary and exchange rate policies. The decisions of the Committee are submitted
to the president of the NBG who makes the final decision. The Committee consists of
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12 members and it meets once a month according to a pre-determined schedule. The
press releases on the decisions of those meetings are immediately published on the
website of the NBG. However, the press releases are available only starting from
2008 and they do not provide a comprehensive account of policy deliberations.
Therefore, the NBG receives 0 for every year.

Table 18 Procedural Transparency of the NBG

Year 1998-2008 | 2009-2013
Explicit policy rule or strategy 0 1
Account of policy deliberations within a reasonable

amount of time

Disclosure of reaching monetary targets

Total 0 1

There is no information publicly available regarding the way each decision was
reached on the level of the NBG’s operating instrument or target. There are no voting
records from the NBG’s Monetary Policy Committee’s meetings and this leads to the
conclusion that the NBG receives 0 for all the years of the analysis.

European Central Bank

The ECB’s monetary policy strategy covers a quantitative definition of price stability,
and a two-pillar approach to the analysis of the risks to price stability. In order to
make it easily understandable the ECB has made chart as the illustration of monetary
policy framework.

Figure 4 The stability-oriented monetary policy strategy of the ECB

[ Primary objective of price stability ]
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Governing council: Takes monetary policy decisions based on an overall
assessment of the risks to the price stability
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Taking into account the fact that the ECB discloses the macroeconomic models it
uses for policy analysis, it receives 1 for 1998 through 2013 (see table 19 below).

The Governing Council of the ECB meets twice a month. Shortly after the meeting
press release is published and afterwards the president and vice-president hold the
press conference in order to explain their decisions. Thus, the central bank receives 1
for all the years of the analysis.

Table 19 Procedural Transparency of the ECB

Year 1998-2013
Explicit policy rule or strategy 1
Account of policy deliberations within a reasonable

amount of time 1
Disclosure of reaching monetary targets 0
Total 2

The ECB does not disclose how each decision was reached. It does not publish the
voting records of the meeting, neither attributable nor non-attributable®. Thus the
ECB gets 0 score for all the years of the analysis.

6.4 Policy Transparency

The policy transparency index is analyzed through examining the press releases
published after the Monetary Policy Committee meeting in case of NBG and after the
governing council meeting in case of ECB. The index of policy transparency has
three equally weighted criteria. Therefore, the overall index is the sum of those
criteria.

National Bank of Georgia

The Monetary Policy Committee of the NBG meets once a month according to a pre-
determined schedule. The press releases on the decisions of those meetings are
immediately published on the website of the NBG. However, the press releases are
available only starting from 2008. Every year starting from 2008 through 2012 the
press releases are available for every month. In 2013 there are only 8 press releases.

° The ECB has started publishing non-attributable voting records since 2015.
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In this regard, the NBG receives 0 for the years 1998 through 2007 and for 2013; for

years 2008 through 2012 it gets 1 (see table 20 below).

Table 20 Policy Transparency of the NBG

Year 1998-2007 | 2008-2012 2013
Announcement of decisions

0 1 0
Explanation of policy decisions 0 1 0
Policy inclination 0 0 0
Total 0 2 0

Due to the fact that there are no press releases available until 2008, the NBG gets 0.
The national bank gets 0 also for the year of 2013 as there missing press releases.

Starting from 2008 the press releases contain the reasoning behind the undertaken

decisions and also forward-looking assessments. Thus the score for the years 2008-

2012 is 1. The NBG does not disclose its policy inclination after every policy meeting

and thus gets 0.

European Central Bank

The Governing Council of the ECB meets twice a month. Shortly after the meeting
press release is published and afterwards the president and vice-president hold the

press conference in order to explain their decisions. The introductory statements to

the press conferences cover the detailed explanation of policy decisions and explicit

policy inclination. Due to those facts the ECB receives 1 in terms of all three criteria
for all the years of the analysis.

Table 21 Policy Transparency of the ECB

Year 1998-2013
Announcement of decisions 1
Explanation of policy decisions 1
Policy inclination 1
Total 3

6.5 Operational Transparency

The operational transparency index is analyzed through examining the annual reports

of the CBs in terms of implementation of central banks’ policy actions. The index of
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operational transparency has three equally weighted criteria. Therefore, the overall
index is the sum of those criteria.

National Bank of Georgia

The NBG evaluates to what extent its main policy operating target has been achieved
and provides the explanations for significant deviations from target. This is done in
annual reports at the end of each year. In this regard, the NBG receives 1 in the whole
reference period (see table 22 below). The national bank provides information on
unanticipated macroeconomic disturbances that affected policy transmission process.
However, the information is given through analysis of current macroeconomic
developments. Thus the NBG gets 0.5. The NBG does not provide an explicit
evaluation of the policy outcome in light of its macroeconomic objectives and
therefore receives O for all years of the analysis.

Table 22 Operational Transparency of NBG and ECB

Central Bank NBG ECB
Year 1998-2013 | 1998-2013
Evaluation of policy operating targets’ achievements 1 1
Information about (unanticipated) macroeconomic disturbances 05 05
Evaluation of the policy outcome in light of macroeconomic

objectives 0 0.5
Total 15 2

European Central Bank

The ECB also evaluates the achievement of its main policy target in annual reports at
the end of each year. The effects of unanticipated macroeconomic disturbances are
analyzed mainly through current macroeconomic developments. The evaluation of
policy outcomes in light of macroeconomic objectives are scattered throughout the
text and thus done superficially.

Due to those facts the score in terms of evaluation of targets’ is 1 and 0.5 in terms of
two other criteria (see table 22 above).
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7 Accountability of National Bank of
Georgia and European Central
Bank

7.1 Accountability through Monetary Policy

The accountability through MP index is analyzed through examining the CB laws.
The index has four equally weighted criteria. Therefore, the overall index is the sum
of those criteria.

National Bank of Georgia

While analyzing the organic law of Georgia on the NBG from 1998 through 2013 no
changes in terms of primary objective can be observed. According to organic law
introduced in June 1995, the primary objective of the central bank is to ensure price
stability. The same objective is kept through 2013. There can be observed a shift in
terms of quantification of primary objectives. The target for the period 1998 through
2008 is the reserve money and the midterm target is M2 broad money aggregate.
However, the targets for the reserve money and broad money are missing. In 2009 the
NBG defined the inflation target at 9% of the CPI. Starting from 2010 through 2013
the inflation target is set at 6% of consumer prices in the medium term period. Thus
the NBG gets O for the period of 1998-2008 and 1 point for 2009 through 2013.

Table 23 Accountability through MP of the NBG

Year 1998-2008 2009-2013
MP objective 1 1

Prioritization of objectives
Clearly defined objectives

Quantification of the objectives
Total

w| o |- |-
NP N

European Central Bank

While analyzing the protocols of ECB from 1998 through 2013 no changes in terms
of primary objective can be observed. The objective of price stability with the aim of
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low, close to 2%, inflation in the medium term is clearly defined in the law and
annual reports of the ECB.

Table 24 Accountability through MP of the ECB

Year 1998-2013
MP objective 1

Prioritization of objectives
Clearly defined objectives

1
1
Quantification of the objectives 1
Total 4

7.2 Accountability through Transparency

The accountability through transparency index for NBG is analyzed through
examining the annual reports and press releases published by the NBG and annual
reports and monthly bulletins published by the ECB from 1998 through 2013. The
index has three equally weighted criteria. Therefore, the overall index is the sum of
those criteria.

National Bank of Georgia

According to the organic laws of the NBG the national bank is not obliged but can
publish the reports and surveys on financial and economic issues which it considers
reasonable. Accordingly the NBG publishes the inflation reports on quarterly
frequency. There is also no rule in the law that would require from the national bank
to explain publicly to which extent it has been able to reach its objectives.

The press releases of NBG board meetings are published on the same day when the
meetings took place. There are no minutes or voting records of the meeting available.

Table 25 Accountability through Transparency of the NBG

Year 1998-2013
Obligation to publish inflation or MP report 0
Minutes of meeting of governing board of CB made public within

a reasonable time 0

Explanations on reaching the objectives
Total
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European Central Bank

According to the law of the ECB the central bank should publish the annual report in
the end of each year, but there is no provision that obliges the ECB to publish other
reports also. In this regard, the ECB gets O in terms of obligation to publish extra
reports and explanations on achieving the targets.

The ECB does not publish the minutes of the meeting but it does not undermine its
accountability as press conferences summarize the debate that takes place on the
meetings.

Table 26 Accountability through Transparency of the ECB

Year 1998-2013

Obligation to publish inflation or MP report 0

Minutes of meeting of governing board of CB made public within
a reasonable time

Explanations on reaching the objectives
Total 1

7.3 Accountability through Final Responsibility

The accountability through final responsibility index for NBG is analyzed through
examining the CB laws. The index has six equally weighted criteria. Therefore, the
overall index is the sum of those criteria.

National Bank of Georgia

The NBG should submit to the parliament of Georgia the draft of basic directions of
monetary-credit and currency policies for future three years for approval. In addition,
the national bank should submit to the parliament the report on the progress of
monetary-credit and currency policies no later than 4 months after completion of
financial year. Neither government nor parliament has the right to give the
instructions to the NBG and thus there is no need for possibility for an appeal.

The CB governor dismissal can be caused by current serious misconduct or inability
to perform but not by the past performance of the governor.
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Table 27 Accountability through Final Responsibility of the NBG

Year 1998-2013
Requirement to report to parliament 1
Government/parliament the right to give the instructions

Review in the procedure to apply the override mechanism
CB possibility for an appeal in case of an instruction

CB law changed by simple majority in parliament
Past performance as a ground for dismissal of a CB governor
Total

= OO O |0 |O

European Central Bank

The ECB has 0 in every criterion, except the first one, for all years of the analysis.
The central bank is an autonomous legal entity of public law that is not responsible to
parliament. According to the ECB law the bank should address an annual report to
European parliament. According to the same law the governments of member states
should not intervene and influence the decision-making bodies of the central bank in
performing their tasks. Thus the ECB has explicit instrument independence

Table 28 Accountability through Final Responsibility of the ECB

Year 1998-2013
Requirement to report to parliament 1
Government/parliament the right to give the instructions

0

Review in the procedure to apply the override mechanism 0
CB possibility for an appeal in case of an instruction 0
0

0

1

CB law changed by simple majority in parliament
Past performance as a ground for dismissal of a CB governor
Total
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8 Policy Recommendations

This part of the thesis presents the discussion of the results received in the previous
chapters in light of stated hypotheses. In addition, the recommendations to the NBG
based on ECB practice are provided.

8.1 Independence

As stated in the first hypothesis of the thesis and as it can be seen from the table 29
below, the independence of the NBG is less than the independence of the ECB for all
years of the analysis. But still increasing tendency of independence index makes it
reasonable to think that NBG is striving to reach the ECB standard. The
independence of the NBG has increased over time mainly due to the increase of
institutional and financial and budgetary CBI. After the introduction of the new law
in 2009 the NBG became less dependent on parliament of Georgia. The institutional
arrangements between these two institutions rely on submitting the draft of main
directions of monetary-credit and currency policies and the annual reports to the
parliament and approving of this draft and report by parliament. The increase in
independence was also ensured with the restriction of direct credit to the government
in 2006.

Table 29 “Eurozone Index” of NBG and ECB

Central Bank NBG ECB
Year 1998-2005 | 2006-2008 | 2009-2013 | 1998-2013
Functional CBI 1.000 1.000 1.000 1.000
Institutional CBI 0.620 0.620 0.790 1.000
Personal CBI 0.525 0.525 0.525 0.725
Financial & Budgetary CBI 0.486 0.686 0.686 0.840
"Eurozone Index" 0.65810 0.708 0.750 0.891

The obtained results partially support the expectations of the first hypothesis of the
thesis that the NBG is lagging behind mainly in terms of financial and budgetary

10 The value of the total index is a simple arithmetic mean of all four sub-indices.



56

independence. The expectation was supported only for the period of 1998 up to 2005.
For the period of 2006-2013 the NBG is lagging in terms of personal CBI.

The other index of the legal CBI strengthens the previous conclusion about personal
CBI. As it can be seen from the table below that the political independence of NBG
has not increased and is much lower than the one of ECB. The main criterion causing
this is mandatory participation of government bodies in the CB board. The NBG
needs to prohibit the possibility of being public servant for the president and vice-
president of the bank in order to avoid the pressure and increase the independence.
The GMT index indicates less closeness to ECB standard than in case of “Eurozone

index” as there is a big difference between the indices of those two central banks.

Table 30 GMT Index of NBG and ECB

Central Bank NBG ECB
Year 1998-2005 | 2006-2013 | 1998-2013
Political Independence 6 6 10
Economic Independence 3 5 6
GMT Index 9 11 16

The actual independence index also supports the idea that the NBG needs to increase
its independence in terms personal CBI. The governor turnover index for the period
of analysis matches the threshold of 0.25 changes a year that is four years of tenure.
According to the NBG law the term of governor is seven years that is more than
actual tenure. In case of ECB the index is lower around five years of tenure but still
less than implied by the law. The TOR index for the NBG significantly increases
when extending the period from the establishment of the NBG up till present
implying around 3 years of tenure. This can be explained by increase in governor
turnover frequency in the years 1991-1997. The high frequency of governor turnover
not only creates the dependence but also discourages the governor from trying to
implement the long-term policies.

8.2 Transparency

According to the results of transparency index it can be concluded that the index has
gradually increased over time (see table 31 below). For the period 2001-2008 the
increase was mainly caused by the fact that the economic data relevant for conduct of
monetary policy became publicly available from 2001. From 2008, in addition to this
the national bank promptly announced the policy decisions with explanations.
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However, there is a shortfall in 2013 in terms of policy transparency. This is caused
by the missing press releases from four CB board meetings. The ECB transparency
index has increased from 10.5 to 12.5 in the period of 1998-2013. The obtained
results are in line with the second stated hypothesis of the thesis as the transparency
index of the NBG has increased over time but it still does not meet ECB standard.
The values of each sub-index and the total transparency index of the ECB are
significantly higher than the ones of the NBG.

Table 31 Transparency index of the NBG

NBG 1998-2000 | 2001-2005 | 2006-2007 | 2008 | 2009-2012 | 2013
Political Transparency Index 2 2 2 2 3 3
Economic Transparency Index 0 0.5 1 1 1 1.5
Procedural Transparency Index 0 0 0 0 1 1
Policy Transparency Index 0 0 0 2 2 0
Operational Transparency Index 1.5 1.5 1.5 1.5 1.5 1.5
Total Transparency Index 35 4 4.5 6.5 8.5 7

It should be mentioned that the expectation of the thesis was that the NBG is lagging
behind mainly in terms of operational transparency. The expectation is not supported
by results as the transparency of the NBG should be increased in terms of procedural
transparency. The NBG should disclose minutes and the voting records after every
board meeting with the comprehensive account of policy deliberations and provide an
explicit policy rule or strategy that describes its monetary policy framework. For
example, the ECB not only verbally explains its monetary policy framework but also
uses chart as the illustration of it. The NBG should also publish the explicit policy
inclination and likely future policy actions after every policy meeting. In addition, to
improve its economic transparency the NBG should disclose on a quarterly basis the
five variables important for the conduct of monetary policy. One more suggestion
would be to improve the readability and accessibility of the official web site. Almost
all the relevant information needed for understanding the actions of the bank is easily
accessible. The exception is statistical data that is stretched across the whole web site.

When comparing the results of the transparency index from the current thesis for the
years starting from 1998 through 2006 with the results of Dincer & Eichengreen
(2009) there are no big differences. The results for the NBG are the same for the
years 2003-2005. In years 1998-2002 and in 2006 the difference is 0.5 point. In case
of ECB the results of this thesis are to some extent more optimistic. As the paper
estimated the transparency index for 100 countries, it does not provide the reasoning
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behind the value of the index. Thus it is hard to explain the differences between
Dincer & Eichengreen (2009) and this thesis. Nevertheless, the differences are not
big, which means that the analysis of this thesis is accurate.

8.3 Accountability

The accountability of the NBG has increased over time as seen from the table 32
below. But it has not increased as a result of increasing transparency as stated in the
last hypothesis of the thesis. The accountability increased through the decisions about
ultimate objectives of monetary policy. In particular, in 2009 the NBG moved to
inflation targeting regime. This regime implies the announcement of quantitative
target for inflation. Before, the national bank targeted the reserve money and the
broad money aggregate without quantitative targets.

Table 32 Accountability Index of NBG and ECB

Central bank NBG ECB
Year 1998-2008 | 2009-2013 | 1998-2013
Accountability through MP 3 4 4
Accountability through transparency 1 1 0
Accountability through final responsibility 1 1 1
Total Accountability Index 5 6 5

The other part of the hypothesis stating that the accountability of the NBG is lagging
behind is also not supported by the results. For the years 1998-2008 the index is the
same for both central banks. However, starting from 2009 the ECB is lagging behind
by one point. De Hann et al (1998) have also calculated the accountability index for
ECB for 1998. The result of this thesis compared to the result of De Hann et al (1998)
is to some extent more optimistic but still accurate. The difference for the first sub-
index is that the thesis assigns the ECB 1 point in terms of quantifications of
objective while De Hann et al (1998) assigned 0. The reason behind a high score is
that the objective of price stability with the aim of low, close to 2%, inflation in the
medium term is clearly defined in the laws and annual reports of the ECB. As for the
accountability through transparency, the score assigned to NBG is 0 as there is no
provision in the laws that would require from ECB to publicly explain to which
extent it has reached its objectives. De Hann et al (1998) have valued this at 1 point.
And finally, the thesis valued the accountability through final responsibility at 1 point
(in contrast to the paper that assigned 0) as the ECB has the responsibility to report to
Parliament.



59

O Conclusion

The large bulk of literature on central banking reveals the importance of central bank
independence, transparency and accountability as they are key pillars of good and
stable monetary policy. Many central banks around the world have put a lot of effort
to improve their autonomy, communication practices and responsibility when
implementing and explaining their decisions related to the monetary policy.
Considering the importance of the topic the thesis evaluates those three pillars for the
National Bank of Georgia (NBG) and European Central Bank (ECB). The main
purpose of the thesis is to help the NBG in its efforts to improve its governance based
on the ECB practice as Georgia is striving to integrate into the European Union.

In evaluating the independence, transparency and accountability of the two central
banks, a detailed analysis of various monetary policy documents and actual
information disclosure has been done. Based on the information gathered the
independence, transparency and accountability indices for both central banks have
been constructed. Those indices revealed the increasing tendency for all three pillars
in the period of 1998-2013. The legal and actual independence indices only partially
supported the expectation of the thesis and showed that the NBG is lagging behind in
terms of financial and budgetary independence only for the years 1998-2005. For the
period of 2006-2013 the NBG is lagging in terms of personal CBI. This result is
strengthened by two other CBI indices. The results of transparency index are not in
line with the expectation of the thesis as the transparency of the NBG is lagging in
terms of procedural transparency instead of operational one. As for the accountability
the expectation, stating that the accountability of the NBG is lagging behind, is also
not supported by the results. For the years 1998-2008 the index is the same for both
central banks. However, starting from 2009 the ECB is lagging behind by one point.

Finally, based on the ECB practice several recommendations have been suggested to
the NBG in order to improve the existing situation: to prohibit the possibility of being
public servant for the president and vice-presidents of the bank, to disclose the five
variables important for the conduct of monetary policy on a quarterly basis, to make
public the macroeconomic models used for conducting the monetary policy, to give a
comprehensive account of policy deliberations and inclinations within a reasonable
amount of time, to organize press conferences after each monetary policy meeting
and to improve the readability and accessibility of the official web site.
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Appendix A: “Eurozone Indices” for

CBI by Pisha (2011)

Table A.1 Functional CBI

Propoged Proposed Weights
' valuation
Functional Independence
In points Option 1
I. The primary objective of the central 20%
bank:
To maintain price stability 1
To maintain domestic currency stability 0.66
To maintain financial stability 0.33
No specifications in law on the primary 0
objective
Il.  Secondary objectives of the 30%
central bank:
To support the general economic policies
in the Community, without prejudice of 1
price stability objective
Exchange rate stability 0.5
No secondary objectives for a central bank 0
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Table A.2 Institutional CBI

Proposed
valuation Proposed weights
Institutional Independence In points
l. CI_3 monetary po_llcy, 50%
formulation and execution
Central bank formulates and executes 1
independently its monetary policy
Central bank formulates and executes its
monetary policy, but in case of
: . . : 0.66
inconsistence, parliament has to decide for
it
CB determines and executes exchange rate 0.33
policy '
CB does not formulate by itself monetary
. .. . . 0
policy, but it is responsible for it
1. CB independence, to formulate
and execute other policies (secondary 25%
one)
Central bank does not formulate secondary 1
policies
Central bank establishes and implements
- 0.66
the monetary and exchange rate policies
CB determines exchange rate regime with 0.33
the consent of the Government/Parliament '
The CB cannot issue money, but is
responsible for a solvent banking system 0
and an efficient payment system
Il. Level of CB dependence, or
L 25%
other possible influences
Freedom from instructions or other 1
possible influences
Dependence on instructions or other 05
possible influences '
CB does not formulate different policy 0
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Table A.3 Personal CBI

Proposed
valuation Proposed weights
Personal Independence In points
I NCB governor term of office:
6 alternatives proposed 10%
a) Term of Governor within the limits of 0.63
EU, from 5-8 years (points are calculated 0'75
proportionally): '
5 years
6 years 0.88
7 years 1
8 years
Term of governor more than 8 years 0.5
Term of governor less than 4 years 0
9 alternatives proposed: 10%
a) Term of governor from 1 to 8 years
(points are calculated
proportionally):
1 year 0.13
2 years 0.25
3 years 0.38
4 years 0.5
5 years 0.63
6 years 0.75
0.88
7 years 1
8 years
b) Term of governor more than 8 years 0.5
1. CB gove_rn_o_r_reéppomtment 10%
possibilities:
CB governor reappointment is not allowed 1
Only one reappointment is possible 0.66
No comments on this issues 0.33
Reappointments with no limit are specified 0
in law
Il. Who proposes th_e governor’s 10%
appointment:
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NCB governor appointment is proposed by

CB board .
NCB governor appointment is proposed by 0.75
parliament '
NCB governor appointment is proposed by 05
parliamentary committees '
NCB governor appointment is proposed by 0.95
state president '
NCB governor appointment is proposed by 0
Cabinet
V. Who nominates the NCB 10%
governor:
NCB governor is appointed by NCB board 1
members
NCB governor is appointed by parliament 0.5
NCB governor is appointed by Cabinet 0
V. CB composition of governing 50
board
1 governor, 1 vice-governor, 4-5 board 1
members
Board composition exceeds first alternative 05
limits '
Board has no members, or are also 0
members of government
VI. CB board length of term of
office:
6 alternatives: 10%
a) Terms of NCB Board within the
limits of EU, from 5-8 years,
(points are calculated
proportionally):
5 years 0.63
0.75
6 years 0.88
1
7 years
8 years
b) Terms of NCB Board, are more than 8 05

years
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c) Terms of NCB Board, are less than 4 0
years
Or 9 alternatives: 10%
a) NCB board terms are from 1 to 8 years
(points are calculated proportionally):
1 1year 0.13
T 2years 0.25
1 3years 0.38
1 4years 0.5
1 5years 0.63
i 6 years 0.75
1 7 years 0.88
1 8years 1
b) Terms are more than 8 years 0.5
VIl. Reappointments possibilities for 10%
NCB board members:
CB board members reappointment is not 1
allowed
Only one reappointment is possible 0.66
No comments on this issues 0.33
Reappointments with no limit 0
VIIl.  Who proposes the NCB board
, . 10%
member’s appointment:
Vice governors are proposed by NCB 1
governor
NCB board members are proposed by 0.75
parliamentary committee '
NCB board members are proposed by NCB 05
governor and state president '
NCB board is proposed by parliament, the
) : : 0.25
Cabinet and the supervisory council
All board members are proposed by 0
Cabinet
IX. Who nomlnate.s NCB board 10%
members:
CB board members appointed by CB 1
council
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CB board members appointed by
parliament

0.75

CB board members appointed by
parliament and state president

0.5

CB board members appointed by president

0.25

CB board members appointed by Cabinet

X. Governor and CB board
members dismissal options:

10%

NCB Board member no longer fulfills the
conditions for performance of his duties, or
has been guilty of serious misconduct

NCB Board members are dismissed for:

1 serious misconduct
71 lack of professional integrity

1 inability, to perform his/her functions
for more than 6 months

M criminal act
1 bankruptcy

0.66

Dismissing rules for CB high decision
body are as follows:

1 serious misconduct
inability to perform
illness

bankruptcy

false statements

1 unjustified absence from 2 SC
meetings

= 4 4 2

0.33

CB legislation has no criterion for board
dismissal

XI. Incompatibility clauses for top
NCB official

5%

NCB top official has to perform their duties
on a full time basis and must not engage in
any other occupation, whether gainful or
not, unless exemption is exceptionally
granted by the NCB Governing Board

NCB top official are incompatible with:

0.66
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1 Appointment or election to presidency;
parliament; constitutional court;
government

1 inter alia party membership or/
political affiliation

1 Ownership or management position in
commercial banks.

NCB top official are incompatible with:

appointment/election/ membership in:

1 high institutions

1 local government 0.33
7 trade union

1 Bank management etc.

also are incompatible members which are:

1 net debtor of a bank status or in

waiting time for criminal sentence

No rules on NCB top officials 0

incompatibility clauses
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Table A.4 Financial & Budgetary CBI

Proposed
valuation Proposed weights
Financial and Budgetary Independence In points
I Prohibitions/limitations of direct
: 40%
credit to Government
Overdrafts or any other type of credit
facility with the ECB, or with the NCBs in
favor of Community institutions or bodies,
central government, regional, local or other
public authorities, other bodies governed 1
by public law, or public undertakings of
Member States shall be prohibited, as shall
the purchase directly from them by the
ECB, or NCBs of debt instruments.
Direct credit is prohibited, except under 05
certain conditions '
There are no provisions on direct credit to 0
Government
1. Gove_rnmer)t indirect credit 10%
limitations
Indirect credit to Government is prohibited. 1
There are no provisions on indirect credit
0.5
to Government
Purchases of government securities in 0
secondary market are permitted.
Il. Ownership of budget and capital 10%
Full capital is in NCB ownership 1
NCB capital held exclusively by state 0.5
NCB capital is shareholders private 0
property
V. NCB budget management 10%
NCB budget management is determined by 1
board or supervisory council of the bank
NCB budget is approved by parliament 0.5
NCB budget is approved by governing 0
council
V. NCB’s profit allocation 10%
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The higher NCB profit allocated to general
reserves:

From 11%-14% profit allocations in
reserves

0.1

From 15%-20% profit allocations in
reserves

0.2

From 21%-24% profit allocations in
reserves

0.2

From 25%-30% profit allocations in
reserves

0.3

From 31%-34% profit allocations in
reserves

0.3

and so on

VI. NCB’s residual profit allocation

10%

The higher NCB residual profit is paid to
state budget

From 11%-14% residual profit is paid to the
state budget

0.9

From 15%-20% residual profit is paid to the
state budget

0.8

From 21%-24% residual profit is paid to the
state budget

0.8

From 25%-30% residual profit is paid to the
state budget

0.7

From 31%-34% residual profit is paid to the
state budget

0.7

and so on

VIl.  Potential NCB loss coverage

10%

NCB losses covered by general reserves,
special reserves, or by revaluation account
etc

NCB losses covered by general reserves,
special reserves, and the rest from state
budget

0.66

NCB losses covered by general reserves,
and the rest from state budget

0.33

NCB losses covered only from the state
budget
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Appendix B: GMT CBI Index by
Maliszewski (1997)

GMT index

Coding

Political independence

Yes

No

Is the governor not appointed by the government/not appointed by the parliament only?
Is the governor appointed for more than 5 years?

Are all the board members not appointed by the government?

Are all the board members appointed for more than 5 years?

Are there only nonpolitical provisions for governor's dismissal?

Is there no mandatory participation of government representative in the Board?

Is the government/parliament approval not required for monetary policy formulation?

Is there a statutory requirement for the central bank to pursue monetary stability amongst its
goals?

Are there legal provisions that strengthen the central bank’s position in conflicts with the
Government?

1/2

N e e e =

o O O o o o o

Economic independence

Is direct credit not automatically extended to the government?

Is direct credit provided at market interest rates?

Is direct credit explicitly temporary?

Is direct credit subject to limitations on amount?

Does not the central bank participate in the primary market for public debt securities?
Are discount rates set by the Central Bank?

Is banking supervision not entrusted to the central bank/or not entrusted to the
central bank alone?

N T = = =

1/2

o O O O o o
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Appendix C: CB Transparency Index
by Dincer and Eichengreen (2009)

1. Political transparency

(@) Is there a formal statement of the objective(s) of monetary policy, with an explicit
prioritization in case of multiple objectives?

No formal objective(s) = 0

Multiple objectives without prioritization = 1/2

One primary objective, or multiple objectives with explicit priority = 1
(b) Is there a quantification of the primary objective(s)?

No=0

Yes=1

(c) Are there explicit contacts or other similar institutional arrangements between the
monetary authorities and the government?

No central bank contracts or other institutional arrangements =0
Central bank without explicit instrument independence or contract = 1/2

Central bank with explicit instrument independence or central bank contract although
possibly subject to an explicit override procedure = 1

2. Economic transparency

(@) Is the basic economic data relevant for the conduct of monetary policy publicly
available? (The focus is on the following five variables: money supply, inflation,
GDP, unemployment rate and capacity utilization.)

Quarterly time series for at most two out of the five variables =0
Quiarterly time series for three or four out of the five variables = 1/2
Quarterly time series for all five variables = 1

(b) Does the central bank disclose the macroeconomic model(s) it uses for policy
analysis?

No=0

Yes=1
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(c) Does the central bank regularly publish its own macroeconomic forecasts?
No numerical central bank forecasts for inflation and output =0

Numerical central bank forecasts for inflation and/or output published at less than
quarterly frequency = 1/2

Quarterly numerical central bank forecasts for inflation and output for the medium
term (one to two years ahead), specifying the assumptions about the policy
instrument (conditional or unconditional forecasts) = 1

3. Procedural transparency

(a) Does the central bank provide an explicit policy rule or strategy that describes its
monetary policy framework?

No=0
Yes=1

(b) Does the central bank give a comprehensive account of policy deliberations (or
explanations in case of a single central banker) within a reasonable amount of time?

No or only after a substantial lag (more than eight weeks) = 0

Yes, comprehensive minutes (although not necessarily verbatim or attributed) or
explanations (in case of a single central banker), including a discussion of backward
and forward-looking arguments = 1

(c) Does the central bank disclose how each decision on the level of its main
operating instrument or target was reached?

No voting records, or only after substantial lag (more than eight weeks) =0
Non-attributed voting records = 1/2
Individual voting records, or decision by single central banker = 1

4. Policy transparency

(@) Are decisions about adjustments to the main operating instrument or target
announced promptly?

No or only after the day of implementation = 0
Yes, on the day of implementation =1

(b) Does the central bank provide an explanation when it announces policy
decisions?

No=0

Yes, when policy decisions change, or only superficially = 1/2
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Yes, always and including forwarding-looking assessments = 1

(c) Does the central bank disclose an explicit policy inclination after every policy
meeting or an explicit indication of likely future policy actions (at least quarterly)?

No=0
Yes=1
5. Operational transparency

(a) Does the central bank regularly evaluate to what extent its main policy operating
targets (if any) have been achieved?

No or not very often (at less than annual frequency) =0
Yes but without providing explanations for significant deviations = 1/2

Yes, accounting for significant deviations from target (if any); or, (nearly) perfect
control over main operating instrument/target = 1

(b) Does the central bank regularly provide information on (unanticipated)
macroeconomic disturbances that affect the policy transmission process?

No or not very often =0

Yes but only through short-term forecasts or analysis of current macroeconomic
developments (at least quarterly) = 1/2

Yes including a discussion of past forecast errors (at least annually) = 1

(c) Does the central bank regularly provide an evaluation of the policy outcome in
light of its macroeconomic objectives?

No or not very often (at less than annual frequency) =0
Yes but superficially = 1/2

Yes, with an explicit account of the contribution of monetary policy in meeting the
objectives = 1
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Appendix D: CB Accountability Index

by De Haan et al (1998)

Coding
Ultimate objectives of MP Yes No
1 | Does the CB law stipulate the objectives of MP? 1 0
2 | Is there clear prioritization of objectives? 1 0
3 | Are the objectives clearly defined? 1 0
4 | Are the objectives quantified (in the law or document based on the law)? 1 0
Transparency
Must the CB publish an inflation or MP report in addition to standard CB
5 | bulletin/report? 1 0
Are minutes of meeting of governing board of CB made public within a
6 | reasonable time? 1 0
Must the CB explain publicly to which extent it has been able to reach its
7 | objectives? 1 0
Final responsibility
Is CB subject to monitoring by parliament (is there requirement to report to
8 | parliament)? 1 0
9 | Has the government/parliament the right to give the instructions? 1 0
10 | Is there review in the procedure to apply the override mechanism? 1 0
11 | Has the CB possibility for an appeal in case of an instruction? 1 0
12 | Can CB law be changed by simple majority in parliament? 1 0
13 | Is past performance a ground for dismissal of a CB governor? 1 0




