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Abstract

More than two years after its inception, the ECB is Hill perceived as lacking trangparency by many
academics and market participants. Our andysis, based on a series of indicators, suggests instead
that the ECB is, at least on paper, one of the most transparent and accountable central banks. The
discrepancy between theory and public perception suggests that much remains to be done within the
given inditutional framework to improve the transparency of the ECB. What is the best way to
achieve this god? Severa suggestions have been put forward, such as publishing the detailed minutes
of the ECB Governing Council meetings. This would result in shifting the true debate to informd
meetings of the Governing Council, while forma meetings would only record pre-packaged
consensus with no or little discussion. In our view, the best way to make the ECB more accountable
is to engage it in substantive discussions about its policy. The ECB should provide more information
about the background andyss that leads to policy decisons. For example, the ECB should
transform its ‘gaff projections into true inflation forecasts and it should be more open about the
arguments that shape the internal debates, which precedes decisons. Accountability cannot be
ensured by the ECB done. An important role has to be played by its counterparts, such as the
European Parliament, the Council of EU Finance Ministers and the public &t large.

* Lorenzo Bini-Smaghi is Director of Internationa Affairs for the Italian Treasury, and Daniel Gros is
Director of CEPS. This paper was prepared for the Complutense International Seminar on European
Economic Integration: Deepening and Enlargement.
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1. Introduction

The European Centrd Bank is formdly, and dso de facto, one of the most independent centrd
banks in the world. Such an unprecedented degree of independence is considered by some,
however, as a cause for concern unless it is accompanied by adequate accountability. The present

paper examines the extent to which thisis the case by focusing on transparency.

The basic mativation behind this paper is the desire to explain the fact that despite serious efforts by
the Eurosystem to appear as transparent and accountable as possible, it is gill perceived as secretive
and lacking in trangparency by both academics and market participants.

The paper is organised as follows: the first section explores the concept of accountability. The
second section briefly discusses the role of accountability in the economics literature, which usudly
takes the form of the question whether trangparency is dways desirable. The third section describes
the acts and procedures through which central banks perform their accountability in redity and thus

arrives a a concrete indicator of transparency.

The fourth section discusses briefly the results from the indicator, which dlows comparing the
trangparency of the ECB with that of three other central banks (the Federd Reserve Bank of the US,
the Bank of Jgpan and the Bank of England) plus the Bundesbank. The am is not mainly to rank
central banks according to a pre-determined index of accountability. We provide such an index. But
we dso show that it can be mideading because, as shown in the fifth section the ECB is widey
perceved as in trangparent. Section 5 concludes with some ideas on how to improve the

accountability and trangparency of the ECB.

2. Democratic control, independence and accountability

This paper builds on the literature on centra bank independence and legitimacy, which has been
widdy developed in recent years. All cavedts, reated in particular to the limitations and
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amplifications of the theoretical underpinnings of this line of research, must be kept in mind in reading
this sudy.

A couple of darifications may be worth making as a preliminary step towards the andyss of centrd
bank accountability: the first concerns the concept of accountability itsdf; the second, its relationship
with independence.

The concepts of democratic control and democratic accountability” are often confused. Democratic

control refers to the following three constraints on the exercise of government:®

Ex-ante control defines the rules, standards and principles lad down in advance by a
democraticaly elected body, to be followed by the accountable body in the exercise of its

functions.

Accountability is the act of listening to criticism and responding to questions about the past and
future behaviour that may be put forward by a democraticaly eected body.

Popular mandate refers to the attribution of power through democratic procedures.

The above criteria, which define the way democratic control is generaly exercised, cannot be fully
goplied to centrd banks. The third criterion, in particular, is not relevant in that independent centra
banks do not receive popular mandates nor do they choose their own policy objectives. This would
imply that the centra bank had become a new separate branch of democratic power. Instead,
centra banks receive their mandate from the government or through a legd act, to perform specific
tasks in view of specific objectives. The firg two criteria (ex-ante control and accountability)
however, do apply to central banks.

The way in which accountability is exercised is closaly related to the concept of independence of the
central bank. The ex-ante control over a centra bank that is not independent can be effected in the
context of the genera conduct of the government’s economic policy. The rules and principles
underlying such control may be congtantly revised, depending on the circumstances faced by the
executive branch of government and on its policy goas. For indance, monetary policy may be
geared in turn towards the objective of price dability or towards stimulating economic growth,
depending on the wishes of the government. There is no need in this case to precisely specify in
advance the tasks and objectives of monetary policy. Before its recent reform, the Bank of England
was not subject to precise rules or guiddines, as suggested by Roll et a. (1993): ‘The so-cdled

2
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Parliamentary accountability for monetary policy connotes no more that the presence of thetopicin a
generd and continuing Parliamentary debate about the government’s economic performance, a
debate whose red condtitutiond function is to furnish information relevant to the quinquennid popular
control by dections.”

For an independent centra bank, the way in which accountability is exercised needs to be precisely
defined. Independence can be granted only if clear rules and principles are laid down to define the
boundaries of centrd bank action. Ex-ante control is a necessary condition for delegating power. If
the centra bank could choose its own goals and policies, it would become a palitica body that could
not be independent from government. The issue is thus to define the ‘optimal contract’ for the central
bank in a satisfactory way.” Such a contract must ensure tha the central bank is given the
gppropriate incentives to pursue its satutory gods. The rules and principles for central bank action
can thus not be continuoudy changed by the government according to specific and changesble
interests.

Accountability ams a verifying that the rules and principles lad down for the centrd bank are
repected. The way in which accountability is performed is linked to the way ex-ante control is
specified. If ex-ante control is defined with alow degree of precison, for instance including escape
clauses, accountability can only be of poor qudlity. If the objective of a centra bank is not clearly
gpecified, the reporting will only be vague and will not dlow any association between monetary
policy decisons and the bank’s find performance. When escape clauses are s&t, which dlow the
centra bank under unspecified circumstances to deviate from its targets, bad performance can be
eadly judified ex-post. The public is not in a pogtion to assess the effective contribution of the
central bank to the achievement of the specific objective. This undermines the accountability of the
centrd bank. When the mandate of a central bank is clearly and precisdy defined, the public can
focus on its performance. Accountability can be exercised on the basis of precise performance

indicators.

In sum, contrary to the views expressed in some quarters, there is no priori trade-off between
independence and accountability, if the two concepts are gppropriately defined. Accountability can
be seen as a complement, if not a necessary requirement for independence. A centra bank cannot
be made fully independent if its objectives are not clearly and precisdy defined; it cannot remain
independent if it does not give a public account of its actions.
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Another issue that has been discussed in the literature is whether accountability can be distinguished
from trangparency. Accountability refers to the legal obligation to give an account of a bank’s actions
and performance, which derives from the delegation of power.® Transparency goes beyond the
fulfilment of a given reporting requirement and refers to ‘ more subtle forms of accountability’ related
to the ‘way of doing busness . This didinction is to some extent artificid, a least in the case of the
ECB, snce its objectives and tasks are clearly defined in the Maadtricht Treaty. Although the ECB
has precise reporting obligations, its accountability can be understood in a very general sense, to be
exercised not only to the Council or the Parliament, but to the public a large. This interpretation is
consgtent with Article 2 of the ECB Statute, which specifies that ‘the ESCB shdl act in accordance
with the principle of an open market economy with free competition, favouring an efficient alocation
of resources..” A broad interpretation of the concept of accountability, not restricted to lega
requirements but extended to the broader concept of transparency and openness of monetary policy,
seems thus appropriate for the European Central Bank.

3. Theeconomicsof central bank accountability and transparency

Centra bank performance can be assessed by observing the results of its policies. If the primary
objective of monetary policy is price stability, the assessment of central bank performance can be
based on the regular observation of inflation satistics. Given the time lag between the seiting of
monetary policy and its actud effect on price levels, however, observation of the latter enables us to
assess actions taken about two years earlier. This of course is of little interest to market participants
and the public & large.

Two further dements complicate the exercise of accountability. The firdt isthat inflation is a monetary
phenomenon in the long run, but not a each and every point in time. In the short run inflation is
dominated by a number of other variables, such as labour costs, import prices and taxes, which are
beyond the control of the central bank and are difficult to forecast. The central bank can thus not be
held accountable for temporary deviaions from price stability, which are not due to its own
behaviour. On the other hand, how can market participants know if such deviations are temporary or
not, and whether they are due to monetary factors or to some other cause? These questions, which
lie a the root of the problem of central bank accountability, can be regrouped into three main broad

areas.,
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The firs is the well-known issue of time inconsistency of the optimal monetary policy’. Although a
price sability-oriented monetary policy is optima in the long run, it is not usualy optima in the short
term. Welfare may temporarily increase if the centrd bank deviates from its long-term objective and
conducts an unexpected monetary expanson that would bring about higher growth and lower
unemployment, even at the expense of higher inflation. The incentive to deviate from the optima
long-term policy is known to economic agents, which anticipate this temptation. The central bank is
thus led to conduct a more expansonary policy than desred, with a sub-optimd inflation result for
society. The stronger is the reputation enjoyed by a centra bank, the grester may be the gains
obtained from temporarily deviating from its long-term objective,

The problem is made more acute by the fact that in the short term the rate of inflation may be
affected by other factors than just monetary policy, such as wage shocks and changes in public
expenditure or import prices. The smple observation of the price level does not enable market
participants to understand whether the deviation from price sability, if and when it occurs, is
temporary or permanent and whether it is due to a non-monetary shock or to the intention of the
centra bank to effect a surprise monetary expanson with aview to stimulating the economy.

In this context, the literature has anaysed the issue of central bank ‘secrecy’ or ‘ambiguity’ 2 If only
unanticipated monetary policy is effective in influencing output and employment, disclosing partid
information may be interpreted by market participants as the wish of the central bank to keep some
information private, so s to retain the possibility of springing inflationary surprises® This line of
reasoning has been used, in particular by the Federa Reserve, to judify the fact that information
about the FOMC meetings should not be disclosed as requested by some market participants.®® This
view may be judtified for a central bank such as the Fed, which is not fully independent and whose
primary objective is not price sability but aso to support economic growth. A centrad bank that is
obliged to focus on price stability as its primary objective, and thus cannot conduct an active
dabilisation policy, should benefit from disclosng information that might be used by market
participants to interpret current developments.

Accountability can be seen as a part of acommitment technology by which the central bank provides
economic agents with symmetric information, and thus deprives itsdf of the posshility to follow a
different policy from the one it has announced, with a view to enhancing the credibility of its action. It
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is noteworthy that the issue of accountability has been promoted in particular by centra banks whose

statutes have changed and that have no track record.

To summarise the above arguments, transparency increases the credibility of the central bank,
especialy when the later does not enjoy a particularly high reputation. It thus enables the centrd
bank to conduct a less restrictive monetary policy than would otherwise be required.** Transparency

and accountability increase the overal welfare of the economy.

The second argument for accountability is linked to the previous one and arises from the digtributive
effects produced by monetary policy decisions, in particular unanticipated ones. Unexpected interest
rate changes can produce a sgnificant redistribution of wedth between debtors and creditors. The
small increase in the fed fund rate decided by the Federd Reserve in early 1994 was sufficient to
wipe out mogt of the profits of the large investment banks for that year. Such redigtributive effects
may teke place not only across sectors and agents, but aso across regions. They may be
exacerbated if different groups of society have different information about the intentions and the
behaviour of the central bank.

If the central bank is dependent from the government, the didtributive effects may be linked to explicit
political decisons, and possibly compensated through other policy instruments. In this context, the
secrecy surrounding central bank decisions can be judtified as a way to achieve the desired income
digtribution objective. An independent centra bank, which has no income distribution objective, must
prevent a gtuaion in which private information concerning its actions is made available to certan
groups of society and not to others. This aspect is particularly rdevant in a highly decentralised
economy such as the European one, where the decision-making process may be seen as distant and
may not be fully understood by some sectors of society. Without the necessary transparency, the
suspicion may arise tha the interests of some parties are given more atention then others™ This
would clearly be to the detriment of European Centrd Bank’s credibility. To avoid this suspicion,
information should be disseminated with smilar intengity, frequency and depth across the economy.

This can be more easily done in an atmosphere of disclosure and accountability than one of secrecy.

The third reason for accountability is that it facilitates cooperative behaviour between economic
agents, thereby achieving Pareto-superior socid welfare. In the presence of uncertainty, the
avalability of information from the centra bank enables economic agents to extract information not
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only on aggregate developments but aso on their own behaviour, redive to the rest of society.
Agents can thus modify their behaviour or try to influence that of the other components of society.
This argument gpplies in paticular to decentrdised economies, where agents have difficulty in
coordinating their actions and expectations. For instance, if the ECB anticipated that the government
of one of the large EU dtates was in the process of launching a mgor public expenditure plan, with
potentid inflationary pressures for the whole Union, it could consder increasing interest rates,
possbly in a pre-emptive way. In this case, it would be desirable to publicly spdl out such policy
intentions, possbly in advance of the decison. This would give the government in question the
opportunity to reconsider its policy action. The other countries would aso have the opportunity to try
to influence the undisciplined country, since the effects of the latter’s policies would be borne by al.
Indeed, the increase of the Union’sinterest rate would have restrictive consequences on dl countries,
including those ‘that are fiscaly disciplined’. The outcome of a re-consideration of the initid policy
intention would lead to a more efficient solution than the one contemplated in the case of an ex-post

reaction by the central bank.*®

The same reasoning can be applied to other shocks, such as for ingtance asymmetric wage and price
developments. Central bank trangparency contributes to cooperative equilibrium between economic
agents, which is a Pareto-improvement. Centrd banks are aware of this fact, and often use their
communication channes with market participants to ‘guide’ them on possible policy developments.
Centra banks have a times even ‘threstened’ to increase interest rates if wage negotiations were

concluded that were incongstent with price stability or if budget projections were overshot.

4. How to assess central bank accountability and transparency?

It istempting to assess central bank accountability and trangparency by creating an indicator as done
in the literature on centra bank independence. We have succumbed to this temptation, but only to
show that indicators based on formd criteriaare not useful in thisfied. Briault et a. (1996) have dso
followed this route and crested an accountability index based on four criteriac @ whether the centrd
bank is subject to externa monitoring by Parliament; b) whether the minutes are published of the
mesetings in which monetary policy is decided; ¢) whether the central bank publishes an inflation or
monetary policy report of some kind, in addition to the standard centrd bank bulletins and d)
whether there is a clause that dlows the government to override a decison of the centrd bank. De

Haan and Eijfinger (1999 and 2000) dso provide a numericd indicator, with an emphasis on
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accountability defined as the interaction of the centra bank with political ingtances (government and
parliament).

In our view, these criteria are unsatisfactory. They overamplify the process and thereby give an
incomplete picture of the framework within which accountability is exercised. In particular, the last
criterion seems more appropriate for evauating centra bank independence than accountability. The
possibility of overriding the central bank is unrelated to ex-ante control and thus to accountability.
Cukierman (1992) includes this criterion in the index of legd independence. The third criterion isdso
dubious; it is not clear why an inflation report would necessarily ensure any more accountability than
would be achieved through the regular monthly reports, if the latter contained the necessary
informeation.

We examine a much larger st of criteria, derived from the concepts of ex-ante control and
accountability discussed in the firgt section. We examine the ways and opportunities that centra
banks use to interact with public opinion, market participants and the other indtitutions in society.

We congder 15 criteria of central bank trangparency, divided into four groups (see Table 1): the
precison of the objective, the drategy to reach it, the datalforecasts published and the
communication strategy.

The fird criterion in the first grouping is Smply what the objective of the centra bank is supposed to
be. Giving a centra bank one clear task facilitates accountability. A score of two was thus given
when maintaining price stability was clearly the main task of the central bank. A score of 1 was
assigned when the primacy of price stability was not clear and a score of zero was assgned when the

centrd bank had no clearly defined respongibility.

Accountability is further enhanced by a dear definition of the objective of price dtability. This
concerns in paticular the way in which price gability is defined, a quantification of the target
(whether apoint estimate or arange) and the horizon of the target. The more precise is the target, the
more accountable a central bank can be held. This criterion has to be viewed againgt the well-known
and documented difficulties to correctly measure inflation. There is clearly a trade-off between the
amplicity of the public announcement, which enhances trangparency, and the complexity of the

inflation phenomenon.
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Nevertheless, complexity cannot be used as an excuse for not defining the target, as this would give
rise to the suspicion by market participants that other policy targets are being followed. This would
lead to aloss of credibility for the central bank. A numerica target was given ascore of 2 if it wasin
the Statutes, a score of one was assigned if the target was chosen by the central bank itsdf (implying
that it could be changed at its discretion) and a zero was assigned if no numerical target exigs.

The second grouping concerns the drategy to reach the ultimate target. A clear understanding by
market participants of which operationd target the centra bank uses to conduct its monetary policy
operations enables a frequent monitoring of a centra bank’s actions. Market participants should
know what modd the central bank has in mind when it sets rates and be able to clearly distinguish
between the insruments of monetary policy, such as the ‘officid’ or ‘policy’ interest rate, and the
operationa target that is affected by a centra bank’s actions but is ultimately determined by market
conditions. If such a digtinction cannot be made, market participants have less information about a
central bank’s actions. A score of 2 was assessed when the sirategy is announced openly. If not the

Score was Zero.

This adso gpplies to the announcement of an intermediate target. Given the time lag, estimated to be
around 18 to 24 months, between implementation of monetary policy and its effects on price levels,
the inflation rate provides information only on past monetary policy. To assess current policy, one
needs to compare it againg inflation performance one or two years in the future, a satidtic that is not
avalable. An intermediate target is generdly used to try to express future inflation developments in
terms of contemporaneoudy observable varigbles. Severa variables can be used for this purpose,
such as the exchange rate, monetary or credit aggregates, or other indicators of future inflation,
depending on their effective relationship to the price level. The announcement of the target enables
the public to monitor how the centrd bank is reacting to inflationary pressures, as reflected in these
indicators. It can thus check whether the central bank is sticking to its price stability objective. The
setting of an intermediate target requires that there are variables that enable, with some degree of
precison, to forecast future inflation. This is an empirica question. If there is no varigble closaly
related to future price developments, the centra bank may use its own inflation forecast as a target,
asisdone under a direct inflation targeting strategy. A score of two was assessed if the central bank

announces an intermediate target, zero otherwise.
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To the same group belongs the announcement of indicators for assessng the appropriateness of
monetary policy. Given that it is generdly difficult to find one single varigble that enables the targeting
of future inflation, central banks use indicators to interpret possble deviations from the intermediate
target and to assess whether a palicy reaction is granted. Disclosing information on these indicators
helps market participants to understand how the centrd bank interprets inflation forecasts and
deviations from the intermediate target. An excessve amount of indicators may however confuse the
picture and give the impression that the centra bank wants to pick the indicator it prefers, depending
on circumgtances, to judtify its own behaviour. The statement that centra banks ‘look a everything’
is not very informative for market participants. A score of two was assigned to centrd banks that
announce ‘prominent’ indicators that are quantified, a score of one for indicators that are not, and

zero if no indicators exi<.

The next group concerns the explanation of how monetary policy actions interact with other policies
and objectives. Even if the primary objective is price stahility, centrd banks may pursue secondary
objectives, such as supporting the economic policies of the government. During times of generdly
low inflation central banks are actudly judged more by how they are percaived (rightly or wrongly)
to contribute to growth and employment. Providing the mode the model on which the central bank
bases either explicitly or implicitly its decisonsis afirs step. A vaue of two was assessed when the
model used to evauate prospects was explicitly provided, a vaue of one for the case (the ECB)

where the modd can be inferred from an informa discussion and avalue of zero otherwise.

Publishing data on intermediate targets and indicators in red time will dso help the market and the
public to understand policy. A vaue of two was assessed whenever this was the case, zero

otherwise.

A forecast and an assessment of inflationary trends will dso help the public to clearly distinguish
between the responsihilities of the various policy-making indtitutions and to creste trangparency in the
didogue between them. Publication of data on intermediate variables and explanation of possble
deviaion from target will dso help. A vaue of two was assessed for clear quantified inflation
forecasts, a vaue of one for ‘projections, which are not redly underwritten by the centra bank’s
decison making body (a specid case of the ECB) and a vaue of zero otherwise (no inflation
forecast at dl).

10
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The find group of accountability criteria refers to the procedures followed by the central bank to

effectively communicate with the market and the public.

The procedure may include the issuing of public reports in which the central bank provides data on
its targets and indicators and explains its policies, their underlying reasons and how well it has
performed in view of the pre-announced targets. Reporting can aso be made through testimony
presented in hearings before Parliament™ by members of the decision-making body. These
presentations are generdly less technicd but dlow, through the question and answer sessons, for a
more articulated assessment. A score of two was assigned for regular hearings before Parliament,

zero otherwise.

The frequency of reports can also increase transparency, especially when events are moving fast. A
vaue of two was assgned to monthly publications and one for quarterly publications. Zero would

have been appropriate for annua ones, but his was not the case in this sample.

Press conferences are an important eement for alowing for red interaction between the centra bank
and the public. A vaue of two was assessed for frequent press conferences monthly), onein the case

of quarterly ones, and zero otherwise.

A subdtitute for a press conference can be press releases in which the motivation for policy actionsis
summarised in aform that is accessible to the public. Most central bank do so, receiving a vaue of

two. If press releases were the norm, but not ways provided a vaue of one was assessed.

Another way in which the central bank can communicate its policy stance and its own outlook for the
future is through statements on possible future moves. A vaue of two was assessed when thiswas as

arule, avaue of oneif thiswas done occasonaly and avaue of zero otherwise.

Finaly, the background anadlysis and reasoning for the central bank’s decison-making can be made
available through the publication of the minutes of the meeting of the decison-making body, in ether
an abridged or full verson. Thisinformation could be dis-aggregated up to the level of each member
of the decison-making body, by making public the votes of the individua members. This raises the
question of whether accountability is required for the centra bank as awhole or for each member of
the decison-making body; it relates to the issue of collective vs. individua accountability, which is
addressed below. Disregarding this issue for the moment a value of two was assessed when the

11
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minutes of policy making bodies are released (a least in summary form) within a time frame thet is

gill useful for financia markets and the public (i.e. weeks, not years later), and zero otherwise.

Publication of votes of members of the decison making body is dso potentidly a two-edged sword.
It raises delicate issues in the case of the ECB, but disregarding this specia case it is clear that
publication of the votes increases trangparency. A vaue of two was assessed if votes are released

(with a certain lag) and zero otherwise.

Thisis the way the criteria have been used to congruct an index of centra bank accountability. Such
an index suffers from al the problems inherent in such an exercise as some of these criteria are
complementary and cover overlapping issues. Furthermore, the list is not exhaustive nor has it been
drawn up on the basis of a normative andysis of accountability but rather on the observation of
certain practices in some centra banks and the discussion that has taken place in academic and
policy fora. But it provides one useful piece of information: how transparent should a particular
central bank if itsinditutiona framework iswell managed?

5. How accountableisthe ECB?

There is as yet little literature that attempts to assess the accountability of the ECB.* There are at
leest two difficulties with such an exercise. The firg difficulty is that, as mentioned above, the
assessment can only be of a quditative, rather than quantitative nature. The criteria outlined in the
previous sections are to be consdered as references to help understand the main issues at stake
rather than pointers to rank central banks. Furthermore, these criteria need to be examined
collectively, and in the broad indtitutiona context within which the central bank operates. The second
difficulty isthat the ECB has not been operating for a very long time.

In spite of these cavedts, we try to examine the possible accountability of the ECB, in comparison
with the experience of three other mgor centra banks — the Federal Reserve in the US, the Bank of
Japan and the Bank of England — the latter two having recently experienced a change in their
dautes, in paticular with a view to increasng both independence and accountability. The
Bundesbank is aso included as a ussful reference point from the past.

The detailed scores are presented in Table Al, based on a qualitative evauation done by the
OECD. The quantification is entirely ours.
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The overd| scoreisthe following:

Table 1. Anindicator of central bank transparency and accountability

Total score Total score without 14
and 15 (minutes and
Votes)
Eurosystem 19 19
Federd Reserve 16 14
Bank of Japan 14 10
Band of Canada 15 15
Bank of England 24 20
Bundesbank 13 13

Source: own caculations.

This table suggests that the ECB (or rather the Eurosystem) should be more transparent than the
other mgjor centrd banks, with the exception of the Bank of England. This is a first answer to the
question posed above: just looking at the forma set-up suggests that the Eurosystemn should do wll.

We have provided the overdl score in two ways. firgt athe smple sum of al the 15 different scores,
and second, the sum without the last two items, i.e. the publication of minutes and votes of members
of the decison making body. The reason is that on these points the particular sructure of the ECB
rases delicate issues, which merit a longer excursus. Given this we would actudly prefer to
concentrate on the indicator that leaves these two items out. But the vauesin the last row of table 1
only strengthen the impression that the set-up of the Eurosystem looks rather transparent. We will
come back to this issue after the condgderations on the specid postion of the ECB regarding the

publication of minutes and voting records.

In the case of the ECB there is the question of collective, rather than individua accountability. This

Issue involves severd aspects.

The fird is that the members of the ECB Governing Council are nominated through different
procedures. the Governors of the NCBs through nationa procedures; the members of the Executive
Board through a European procedure, specified in the treaty (Art. 109a2). Thisis a rather different
Stuation than that of any other centrd bank.

A second aspect is that the ECB’s primary objective is that of maintaining price sability in the euro

area as awhole. The ECB is not respongble for nationa price developments. Each member of the
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ECB Governing Council should thus in principle have the same “European” objective. This is
confirmed not only by the provisons related to the persond and indtitutiond independence of the
ECB governing body, but also by the voting system: one man, one vote.

Consgdering the two aspects jointly, a tenson can be observed between the expectation that the
ECB has a *European’ objective (price stability in the euro area) and fact that the members of its
decison-making body are not nominated on the basis of a fully *European’ procedure. A system of
individua accountability, by which each member of the ECB Governing Council was individudly
accountable, would raise the problem of the body to which they should be accountable. 1t would not
be consigtent for an NCB Governor to account for his actions, in particular his vote, taken with a
view to a ‘European interest’, to a body such as a nationd Parliament or a nationa government,
which represents nationd interests. A nationd political body has no authority to judge how the
accountee has performed in his ‘ European’ task. The accountability of the ECB is not the sum of the
nationa accountabilities of the members of its Governing Council.

It could be envisaged that the members of the ECB Governing Council are individudly accountable
only to the European Parliament or to the European Council. The European political bodies
(Parliament and Council) however, play no role in the appointment of NCB Governors. Their
membership in the ECB Governing Council is automatic, not subject to an act of confirmation by a
European body (as in the case of the Court of Justice or the Commission). The European Parliament
does not organise hearings to confirm the gppointments of the Governors of the NCBs. It would thus
be peculiar to request the NCB Governors to be accountable to the European Parliament.

Only the members of the Executive Board could be individualy accountable to the European bodies
that have nominated them. But it would not make much sense to publish only the votes of the ECB
Executive Board members, while the others are kept secret; individua accountability would then be
required of only some members. In summary, given the peculiar nature of the ECB and its decison-
meaking bodies, its members cannot be individualy accountable. The solution that has been chosen is
to have a collegiate accountability for the whole ECB Governing Council to the European political
bodies. Such collegidity makes confidentidity of proceedings necessary, as cdled for in the
Maeadtricht Treaty.
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The interplay between the fact that the President of the Council participates in the meetings of the

ECB Governing Council and the requirement of confidentidity of the voting system in the laiter may
cregte the peculiarity that confidentidity on ECB ddiberations is ensured only with respect to the
public at large, and not with the Council of Minigters. Unless the requirement of confidentiaity were
extended to the President of the Council of EU Minigters, vis-avis the other EU Finance Minigters,
there would be an asymmetry of information. That is, the governments of the member states, but not
the public or the market participants, would know how the various members of the Governing
Council have voted. This might not be fully consistent with collegiate accountability and transparency,
and would encourage the search for private information about the behaviour of the various members

of the ECB Governing Council.

6. How doesthe market evaluatethe ECB?

It is interesting to note that mogt criticiam of the ECB has come from the academics and market
participants, rather than the public at large or the press. The criticiam from the academic sde has
already been referred to above; Buiter (1999) represents the most prominent example. It is more
difficult to document the evduation of the market. Anecdotal evidence suggests that market
participants have difficulties understanding the ECB. Criticiam of the lack of transparency of the ECB
appears frequently in the publications of the mgjor internationa indtitutions. See for example :

JP. Morgan Global Data Watch, March 17, 2000, ‘The ECB: More activist and less
trangparent’,

Deutsche Bank, Europe Weekly, February 25, 2000, on conflicting statements from members of
the Governing Council, and March 17 on ‘ unfortunate comments', and

Goldman Sachs, European Weekly Analyst, June 25, 1999, ‘the ECB has not yet succeeded in
giving an entirdy dear and convincing message on monetary policy issues to financid markets';
February 25, 2000, ‘The ECB feds misunderstood; February 29, 2000, ‘Baffling sgnds from
the ECB’, and European Daily Comment, ‘To avoid new misunderstandings, both the markets
and the ECB should learn from this episode.’)

A more systematic way to assess whether market participants understand what the ECB does is to
ask them directly. An exercise dong these linesisreported in Gros et a. (2000) which report on poll
of financial market participants in early, who was asked to rate on a scale of 1 to 5 how wdl they
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understand the reasoning behind monetary policy decisons at four centrd banks (a higher grade
indicates a better understanding). The comparison included the Bundesbank, in many ways the
ECB's predecessor. The sample was not scientific (only 113 responses were received, but from
amog dl business areas and regions). The sample of respondents is not representative, but it is
rather diverse regarding the type of financid market activities the respondents pursue and their
locations. Hence, it may well broadly reflect views held by amgority of financia market participants.

Here are the results.

Table 2. Transparency ratings of central banks

% Didribution of ratings Average Ratings

1 2 3 4 5

Federal Reserve 00 18 71 487 425 43
Bank of England 55 100 427 336 82 33

Bundeshank* 27 100 355 382 136 35
ECB 212 434 274 71 09 22
" Until 1999.

Source: Groset al. (2000).

Given its track record and careful communication drategy, it is probably not surprisng tha dl
respondents give the US Federd Reserve (Fed) atop rating of 4.3 for intelligible monetary policy.
Moreover, votes are ratively highly concentrated on the two top ratings (see Table 2). Clearly
behind the Fed come the Bundesbank and the Bank of England. At 3.5 and 3.3, respectively, these
centrd banks differ only dightly in trangparency. Views of the Bank of England are a bit more
homogenous than those of the Bundesbank, which show a somewhat greater disperson around the
mean. In fourth place comes the ECB with arating of only 2.2. Views about the ECB are dso more
homogenous than those of the Bundesbank, but more widdy distributed than those of the Fed.
Congdering that the ECB has operated for only a little more than a year and is, uniquely, a supra-
nationa centra bank, a lower trangparency rating than for the other centra banks should not come
as a big surprise. However, the ratings do indicate that there is a communication problem, and that

the ECB decisions seem less dlearly understood than those of the other central banks.™®

A survey conducted by Reuters in early summer of 2001 came to a Smilar result: In a survey

conducted May 2001 62 analysts gave the five centrad banks within the Group of Seven nations,
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scores (out of 10) for trangparency and presentation as well as policy effectiveness. The following
Table 3 presents the results in more detail.

Table 3. How financial market participants evaluate transparency, |1

Mean score
Monetary policy Transparency Presentation
effectiveness

European Centra 6,2 3.8 34
Bank

U.S. Federd 7,3 7,3 7,9
Reserve

Bank of Japan 4,6 5 4,6
Bank of England 7,5 8 7,8
Bank of Canada 7,2 7 6,8

Source: ‘ECB ranked last among G7 central banks in transparency’, Reuters report by Pratima Desal.

Here again the ECB is ranked lowest in terms of trangparency (and presentation). This poll is even
less reliable in scientific terms than the previous one (only 62 replies), but it confirms the results of the
previous table for adifferent point in time. It is interesting to note that in terms of policy effectiveness
the ECB scores rdaively wedl, coming closdy behind the other mgor central banks. This suggests
that the negative rating in terms of trangparency is not the result of a genera lack of satisfaction with
the ECB, but awell-defined separate problem.

The difficulty the market has in understanding the ECB can dso be seen in another indicator, namely
the volatility of short-term interest rates. Gros et di. (2000) find that both actua and implied volatility
from option pricesis higher in the euro area than in the US, despite the more stable macroeconomic

environment here

What explains this discrepancy between high forma trangparency (as emphasised by Issuing (1999)
on the one hand, and, on the other hand, the lack of understanding by the markets documented

above as well asthe complaints from academics (Buiter (1999))?

The most convincing explanation is that the ECB does not use its policy framework efficiently
because its decison making structure has not yet settled down and it does not have a clear sirategy.
The firg point derives from the compostion of the Governing Council in which the (now) 12
governors of nationa central banks have a mgority. Nevertheless, the 6 members of the Executive
Board have much stronger position than one would guess merely from their numbers because they
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have an advantage in terms of information. And because they are at the centre of the complicated
web of relationships that links nationa centrd banks via a number of working groups within the
Eurosystem. The importance of this information advantage is difficult to gauge for outsders, which
makes it in turn difficult for market participants to predict ECB decisons.

But a more important reason for the perceived lack of openness is possibly that the ECB does not
have a clear strategy. The two-pillar gpproach is widely perceived as not credible because the ECB
usudly pretends that both pillars point in the same direction. There is a growing consensus among
academics that the ECB is de facto following an inflation strategy (focusing on core inflation) athough
thisis officdly denied.

Findly, the ECB might smply be inefficient, in the sense that it has not been able to organise properly
al the different avenues for trangoarency that exist. There might in fact be too many communications
channels, which can at times lead to a cacophony of pronouncements which through the markets into

confusion, as the events in 2000 surrounding a period of pronounced euro weakness show.

7. Conclusions

Our forma andyss based on the treaty’s requirements and the communication procedures of the
Eurosystem, suggest that the ECB should be more accountable and transparent than most other
central banks. However, the ECB is widdly perceived as less trangparent. This suggests that it is not
the indtitutional framework that is lacking, but its proper use. The present Stuation that looks
unsatisfactory could probably be improved with few changes.

The ECB should establish a hierarchy of occasions for public statements. For examples, occasiond
gpeeches by members of the Governing Council should be clearly subordinated to the speeches and
reports to the European Parliament by the Presdent. Moreover, there should be a common
underganding and blueprint over what kind of statements are adlowed. Members of the Governing
Council should be alowed to express somewhat different views over ther interpretation of the
economic outlook, acknowledging that judgement of the economic Stuation need not be dways
unanimous. But they should ddiberately refrain from commenting on priorities and goas for monetary
policy, on the immediate policy outlook, and on market variables such as the exchange rate, unless
such statements have been explicitly agreed upon by the Governing Council. Over such matters, the
ECB should spesk with one voice, to avoid sending conflicting sgnas and confusng market
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participants. Moreover, such views should be expressed preferably by the President, in its officid

hearings with the European Parliament.

One problem that is inherent in the sructure of the ECB is that it is not a ‘one man show’' as the
Federd Reserve (under its current Chairman.) Power is much more widdy shared within the
Eurosystem than in the Fed, where the entire staff a headquarters works for one person and where
the other members of the FOMC by far do not have the same basis in terms of andyss and

information as the Chairman.

Contrary to some suggestions, the way to improve the accountability of the ECB is not to ask it to
publish detailed minutes of the ECB Governing Council meetings. This would only result in shifting
the true debate to informa meetings of the Governing Council, so that the forma meetings would
only record pre-packaged consensus with no or little discusson. The minutes would become

irrd evant.

A better way to make the ECB more accountable is to engage it in substantive discussons whereit is
pressed to provide the relevant information about the background andysis that have led to policy
decisons. For example, the ECB should be pressed to transform its ‘staff projections into true
inflation forecasts. Moreover, the ECB should be more open about the arguments, both pro and con,
that shape the interna debates, which precedes decisons. Its officia publications give at present only

the arguments for the decision that was taken.

Accountability cannot be ensured by the ECB done. An important role has to be played by its
counterparts, such as the European Parliament, the Council of EU Finance Minigters and the public
a large. The record S0 far is encouraging. The hearings for the nomination of the ECB Executive
Board held in May 1998 suggest and the subsequent quarterly appearances of the President of the
Eurosystem before the European Parliament show that the latter intends to give serious attention to
this task. However, much more is required to counteract the widespread impression of inadequate
accountability, which would lead to congtraints on the independence of the ECB if it were to perast

for too long.
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Appendix
Table 1A
Eurosysem Federal Bank of Bank of Bank of Bundesbank
Reserve Jagpan Canada England
Objective
1 Ultimate god 2 1 2 2 2 2
2 Quantification 1 0 0 2 2 0
Strategy
3 Announcement of drategy 1 0 0 2 2 2
4 Announcement of 0 0 0 0 2 2
intermediate target
5 Announcement of indicators 2 1 0 0 0 0
Publication of
datalforecasts
6 Macro mode used 1 2 0 2 2 2
7 Dataon targets 2 1 0 0 2 2
8 Inflation forecast 1 2 0 2 2 0
Communication Strategy
9 Paliamentary hearings 2 2 2 2 2 0
10 Frequency of reports 2 2 2 1 1 2
11 Press conferences 2 0 2 0 2 1
12 Publication of press releases 2 2 2 2 1 0
13 Statement of future moves 1 1 0 0 0 0
14 Publication of minutes 0 1 2 0 2 0
15 Publication of indiv. Votes 0 1 2 0 2 0
Totd 19 16 14 15 24 13

Sub Total (1-13) 19 14 10 15 20 13
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Notes

! Buiter (1998) is the most prominent example for the academic criticism. Gros et dii. (2000) contains
evidence that market participants do not seem to understand the ECB.

2. It is interesting to note that during the debate in the European Parliament on ‘ Democratic accountability
in stage three of EMU’, the French, Italian and Portuguese versions of the draft report initially used the
term controle démocratique, controllo democratico and controlo democrético, respectively, while the
Spanish version referred instead to responsabilidad democratica. The texts were later harmonized with the
use of the word responsibility. The literal German trandation of accountability would be
‘Zurechenbarkeit’, but Rechenschaftspflicht seem to get closer to the true meaning of accountability.

3. See Rall et a. (1993).

4. CEPR (1993), pp. 48-49.

5. Seg, in particular, Persson and Tabellini (1993), Walsh (1995) and McCallum (1995).

6. See Briault et a. (1996).

7. See Kydland and Prescott (1997) and Barro and Gordon (1983a and 1983b).

8. See Cukierman and Metzler (1986) and Garfinkel and Oh (1995).

9. See, for example, Canzoneri (1985).

10. Goodfriend (1986) presents in a critical way the arguments of the Fed in its case against Merrill.
11. See Faust and Svensson (1998) for aformal proof of these propositions.

12. Theissue is aready debated in the literature; see Dornbusch, Favero and Giavazzi (1998).
13. A formal derivation of this reasoning can be found in Demertzis et a. (1998).

 The participation of the government in meetings of the decision-making body is potentialy another
opportunity through which ingtitutions exchange information and views on each other’s policies.
Although market participants are not necessarily informed about such exchanges, it may be reflected in
the respective policies. But we concluded above that is rather an indicator of independence than of
accountability.

15. See, in particular, Gorwley and De Haan (1996) and De Haan (1997).

18 A survey of over 300 financia market participants organised by the ZEW in Germany came also to
the result that the ECB was criticised for its lack of transparency, see Heinemann (1999).
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