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1 INTRODUCTION

Colombia is known for its remarkable macroeconomic stability. Several authors have
shown that the amplitude of the Colombian business cycle has been lower than in other nations.
A number of studies have argued that the institutional design of the country, especially in
relation to fiscal policy, has played a major role in explaining that outcome. For example,
Cirdenas (1992) argues that the relative stability is the result of well designed countercyclical
fiscal po]iciesz. In turn, Hommes (1996) examines the evolution and rationality of budget
institutions in Colombia since the middle of the 19th century. The conclusion is that the Minister
of Finance has been at center-stage in budget matters, with considerably more power relative to
other cabinet members in this regard. The arrangement has led to sound macroeconomic
performance and to the satisfaction and support of the private sector.

Along similar lines, Urrutia (1996) points out that traditionally the Minister of Finance
has not been a politician, but almost always a professional economist. This has been possible
because of the highly competitive nature of Colombian democracy. Consensus over economic
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also presents a measure of the degree of independence along the lines suggested by Cukierman et
al. (1992). Section 3 deals with the political process behind the origins of an independent central
bank in Colombia. Section 4 explores the degree of real autonomy by looking at the minutes of
the meetings of the Junta Monetaria. The analysis focuses on the resolution of conflicts within
the monetary authorities and the nature of monetary policy. In addition, some empirical evidence
on the counter-cyclical character of monetary policy, and the influence of political and
institutional factors is also presented. The paper ends in Section 5 with some conclusions.

2 FORMAL CENTRAL BANK INDEPENDENCE IN COLOMBIA

The Banco de la Repiiblica (created in 1923) is the second oldest central bank in Latin
America®. Over the past 64 years, it has undergone a number of important changes in its
autonomy with respect to the central Government: from a private, independent bank, to a state-
run "dependent” monetary authority, and most recently, to a public, independent Central Bank.
Until 1963, the Bank was a private and independent entity, although not always with a clear
mandate regarding price stability. In particular, in 1951, the objective of working towards
accelerating the growth of the economy was introduced, and until quite recently enjoyed at least
equal importance to the goal of price stability.’

The Junta Monetaria was created in 1963 as the country’s monetary, foreign exchange
and credit authority, without, however, any provisions for its independence from the
Government. At the time, there was growing awareness of the inherent contradictions. in terms
of conflicts of interest, of a situation where an essentially private Bank enjoyed significant
influence over national economic policy. The decision was made to separate the design of
monetary policy, as well as the issuing of economic regulation, in the hands of the Junta, from
the implementation of those regulations by the Bank®. As mentioned in the introduction, the 1991
constitutional reform enhanced the degree of central bank independence in Colombia. The main
formal changes affected the clarity of mandate, the composition of the board of directors, and the
conditions for bank lending to the government.

i Clarity of Mandate

The granting of independence to the Banco de la Repiiblica was associated with a clear
change in the institution’s objectives. Prior to the constitutional reform the responsibilities of the
Monetary Authority explicitly included a broad spectrum of macroeconomic issues. In addition
to the control of inflation, monetary authorities pursued employment and output stability. With
the new conctitntinn tha waishic allasniad oo tlan ~hiectives have undergone a shift. The Board
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interest between the Government and the Bank, the objective of inflation control must take
precedence.’

il. Composition of the Board of Directors

A central criticism of the old Junta Monetaria was its composition. As we will show,
with three cabinet ministers on the Board (Finance, Agriculture, and Development) as well as the
Director of the National Planning Department, the demands on the Board for financing of
Government programs and stabilizing employment, particularly by the sectoral ministers, were
many'’, In addition, two Asesores attended, without voting rights. Despite their generally high
technical attributes, the advisors did not have enough power within the Junta Monetaria.

Table 1 displays the list advisors to the Junta Monetaria. As can be seen, many of them
came from the ranks of the central bank and held Ph.D. degrees. The evidence gathered in this
paper is suggestive of the fact that the advisors were more willing to fight inflation than the
government. In this sense, we will characterize the Junta Monetaria as an arrangement where the
conservative-central-banker was not granted enough power and independence to carry out
policies.

The new Junta del Banco de la Repiiblica includes the Minister of Finance, who is its
Chairman, along with the Managing Director of the Bank and five members appointed by the
President for a fixed term of four years. The Board elects the Bank’s Managing Director. An
innovation in the Constitution was the legal requirement that the five appointed members have a
full-time dedication to their posts, and that they not represent any particular sector of the
economy. The independence of the Board was further bolstered with the provision that each
President could name two members of the Board during his term in office (apart from the
Minister of Finance).

This is a significant improvement relative to conditions prior to the Constitutional reform.
However, the ability to name two of its members, in addition to the Minister of Finance, means
that the President may have a direct influence on three of the seven votes on the Board. If
conditions permit, as happened in 1995-96, when one of the Directors resigned before the end of
her term, thus allowing the President to appoint another member, this influence may be even
greater. As for the length of tenure of the Directors, although it is fixed to four years and is
renewable, it suffers from the provision that the new President can remove any two of the five
Directors named by his predecessor. This in effect introduces a high degree of uncertainty of
tenure for all Directors, leading to the possibility of government’s capture of those willing to be
reappointed.

°In relation to the Bank’s mandate, a new provision in the Constitution is one that calls for Board decisions to be
made in coordination with general macroeconomic policy. It is arguable that this provision dilutes the clarity of
mandate; this point will be addressed below.

19 Other members were the Managing Director of the Bank, the Director of Incomex (Instituto de Comercio Exterior
or Foreign Trade Institute), and the Banking Superintendent. The latter, as well as the Economic Secretary of the
President were invited and non-voting members.



6

In addition to the guidelines specified in the Constitution regarding the naming of Board
members, a number of further disqualifications were also included in Law 31 of 1992. According
to the law, persons who during the previous year had acted as legal representatives of a
supervised institution in the financial sector or those who have close relatives amongst other
members of the Board or in the Boards of credit-granting institutions are barred from
membership in the Bank’s Board. Members cannot engage in party politics or in the
representation of any supervised institution, and during one year following their tenure, they are
prohibited from any form of employment in the financial sector or in the Government.''

Table 2 displays the list of members of the new Junta, as well as some of their previous
positions. The appointment of members of the Junta del Banco de la Repiiblica has become a
critical issue for Colombian economic policy. The information is illustrative because it shows
that Presidents have chosen individuals with rich and varied exposure to the public sector, often
as ministers or vice-ministers. A few of them have been presidents of business associations or
directors of Fedesarrollo. It is hard to judge from this information whether the preferences of the
directors match the conservative-central-banker type. However, according to the information
contained in Tables 1 and 2, the profiles of the members of the independent Junta Directiva and
the Advisors of the government-controlled Junta Monetaria are somewhat different in the sense
that the former have more exposure to high-ranking positions within the Executive.

This is an endogenous selection in a country that emphasizes the benefits of output and
employment stability. As mentioned before, the lack of voting rights of the Asesores allowed the
authorities to appoint a group of advisors less inclined to compromise, and committed to
inflation control. The flaw of the arrangement was that their advice was frequently ignored. With
the powers granted to the independent Junta Directiva, and the weak form of accountability
established in the Colombian legislation, the appointment of members of the board has been a
delicate issue.

iii. Restrictions on Government Financing

Strict limitations to lending by the Central Bank to the public sector enhance autonomy
and independence in order to pursue the objective of price stability. As mentioned above, during
the Junta Monetaria days there were few restrictions to Government financing. A consensus
regarding the problems associated with this practice was a major impetus for the move to grant
independence. After the constitutional reform, however, government’s financing can now only
be undertaken subject to a unanimous vote of the Board, signaling that this is no longer a routine
procedure, but rather one that is to be viewed as a final recourse under exceptional
circumstances. Financing of the private sector is prohibited.

In addition to the above-mentioned changes, the Constitution granted the Bank powers in
a number of other areas considered crucial to firmly establishing its autonomy. The new Bank is
an administratively autonomous entity, free to design and execute economic policies in the areas
under its responsibility, although it is under the obligation to coordinate its regulations and
actions with other economic authorities. Financial autonomy implies that the Bank can dispose

" Other restrictions exist, including those dealing with national origin, professional experience and qualifications,
criminal records and so on.



of its own assets as it sees fit, investing and using profits according to what the law prescribes.
The Bank, of course, continues to enjoy some of the same functions as it did prior to the
Constitutional reform, namely, its status as the sole issuer of money, bank of banks, lender of last
resort, administrator of international reserves, as well as fiscal agent for the Government.
Importantly, it lost its function as a development bank, an activity that had been widely criticized
as a highly inflationary and detrimental to the development of the capital market in Colombia'%.

iv. Accountability

One key issue in relation to central bank independence is the system of checks and
balances that the legislation places on an institution that wields so much power. Since central
bankers are not infallible it is critical to exercise some form of control, especially in an
institution that normally operates under secrecy”. In Colombia, according to the 1991
Constitution, the President of the Republic is responsible for the supervision of the central bank
while Congress exercises its political control. The central bank is required by law to report to
Congress twice a year, at the beginning of regular sessions. In addition, when called, members of
the Junta must attend meetings of the different Congressional Committees'*.

Although the law requires the central bank to set an inflation target for each year that
must be lower than the one for the previous year, there are, however, no provisions for sanctions
if those targets are not met. In this way, the conceptual framework for the Colombian central
bank is more in line with the conservative-central-banker approach, rather than the principal-
agent model that penalizes central banks that do not meet their targets. Clearly, this fact
reinforces the importance of appointing members with low tolerance for inflation.

. Summary: Measuring the Degree of Independence

We attempt to quantify the degree of Central Bank independence by updating the index
constructed by Cukierman et al. (1992) to cover the post-constitutional reform period. In addition
to being a measure of the theoretical degree of independence of a central bank, formal legal
independence is of interest because it “suggests the degree of independence that legislators
meant to confer” (Cukierman, 1992), thus serving as an indicator of the seriousness of
institutional reform. Colombia was one of the countries originally included in this index, which
is based on a variety of variables similar to those outlined in this section. The results of this
exercise are summarized in Table 3. The change in the index of formal and legal independence is
dramatic: on a scale of 0 to 1, with O representing the lowest degree of independence and 1 the
highest, the Monetary Board's index was at 0.27, while that of the current structure doubled to
0.53. Appendix 1 details the way the coding was carried out and how the variables were
weighted and aggregated into the final index.

"2 On the development of the non-bank segment of the market see Ministerio de Hacienda, Banco Mundial, and
Fedesarrollo (1996).

" See Stiglitz (1997) for a critical view of central bank independence in a democratic society.

" On different occasions, the Constitutional Court has clarified these obligations of the Junta. See Herndndez
(1997).



In sum, while formal independence has undeniably increased, gaps remain. As already
mentioned, the President maintains significant powers over the naming of Board Directors,
whose length of tenure, while fixed, remains somewhat short by international standards, and
vulnerable to Presidential power. The presence of the Minister of Finance, with full voting
powers, on the Board is another weakness. These drawbacks are a result of the emphasis on
consensus in decision-making, which is also present in the constitutional provision regarding the
imperative of coordinating the Bank’s decisions with those of the Government. In a way, this
emphasis reflects the importance given in Colombia to output stabilization relative to inflation
reduction.

3 THE ORIGINS OF AN INDEPENDENT CENTRAL BANK IN COLOMBIA

This section describes, from a political economy point of view, the origins of central bank
independence in Colombia. We argue that the degree of independence of the Colombian Central
Bank has been strongly path dependent, mainly because institutional change has arisen from
within the bank itself, rather than imposed by outside pressures.

Some preliminary discussion on the need for reform of the Junta Monetaria took place in
the early 1980s in light of the consequences of the monetary financing of the fiscal deficit. The
removal of sectoral ministers from the Board, traditionally those who had most pressured for
Bank financing of the government, was proposed.'> Concern was also expressed regarding some
activities of the Bank itself (as opposed to the Junta Monetaria), in particular the granting of
development credits, which were viewed as highly inflationary, and hindered the development of
a long-term capital market. It is notable that while the containment of inflation was certainly an
issue, its reduction from the 20-30% level was not a major concern.

The ideal opportunity for pushing forward changes in the legal character of the monetary
authority arose with the convening of the Constituent Assembly in 1991. Despite fortunate
timing and the general national sentiment supportive of change, the process of reforming the
Bank was not always smooth. While there was support for the elimination of routine financing
by the Bank of the government and the private sector, the consensus was much weaker regarding
the desirability of complete independence of the Bank from the government in the formulation of
monetary, exchange and credit policies.'®

The initial proposal for reform of the legal status of the Bank came from the
administration of the Bank itself. This proposal was then modified in the Presidency before being
officially submitted to the Assembly. The differences between these two proposals shed light on
a number of points of contention, and reflect the various divisions amongst policy makers
regarding their visions of the role of a new, independent, central bank. Interestingly, the final
approved version was closest to the Bank’s original proposal, which placed greater emphasis on
the need to ensure autonomy in a number of areas. Yet due to the lobbying efforts of the Bank’s
administration with the members of the Constituent Assembly, its original initiative became the
de facto basis for discussions, strengthening the proposal significantly.

5 Steiner, 1995, p. 4.
'® Steiner, 1995, p.5.
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the government. The objective of controlling inflation enjoyed relatively wide acceptance, at
least in principle. In other words, the objectives preceded the institutional design. Some
consensus on the basics existed, namely on the fact that sectoral ministers should not be involved
in the Board. Also, the central role played by the Bank itself was crucial, strengthening the
proposals for independence and building a support lobby for its approval. The rest was a
consensus-building process where the involvement of large number of parties was central. This
process had costs and benefits.

In relation to the latter, the consensual origin of the reform resulted in greater public
acceptance of independence. Although there have been threats to independence, there is growing
opposition to counter-reforms in this area. On the other hand, it is precisely this faith in the
importance of consensus building over rules, which weakened the final proposal for an
independent Central Bank. Some examples are the inclusion of the Minister of Finance in the
Board of Directors, as well clause calling for coordination between the Bank and the
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4.1 A REVIEW OF THE MINUTES FROM THE MONETARY BOARD

One explanation for Colombia’s 20-30% inflation level over the past 25 years is the
accommodating behavior of the monetary authority in response to inflationary shocks. In this
section we review the Minutes of the Monetary Board and look in depth at the responses of the
monetary authorities to these shocks. We adopt a methodology similar to Echeverry (1995), who
has shown that foreign exchange reserves'® and food supply shocks are the main explanation for
Colombian inflation, in conjunction with the response of policy-makers to these shocks.'”

In the event of an unexpected increase in international reserves, an independent and
"strong" monetary policy aimed at reducing inflation would be expected to adopt a
contractionary package. The package would include a real revaluation of the currency and, when
the increase in reserves is not the result of higher capital flows, higher interest rates. Although in
modern times central banks are less inclined to increases in the required reserves ratio, in the past
this instrument was used actively. If autonomy can be partially defined as the ability to
implement difficult or unpopular measures, then a “strong” policy maker would be equivalent to
an autonomous one.

The evidence suggests that “strong” responses by the Central Bank to inflation were
determined by the magnitude of the inflation shock. In other words, the preferences of the policy
makers were such that strong responses were taken only when inflation rates increased rapidly
and dramatically, regardless of the degree of formal autonomy. In fact, in its response to all but
one of the episodes over the two decades under study, the Monetary Board was unable or
unwilling to take the measures necessary for neutralizing the inflationary effects of the shocks to
international reserves. There appears not to be much concern for reducing inflation so much as
for avoiding its further acceleration. On one such occasion, the then President of Colombia said
it clearly: 'it is [only] possible...to reduce the acceleration of the current inflationary process,
since certain factors of [an] external character are affecting it

For example, this was the case after the inflow of foreign reserves in 1973, when inflation
jumped from 7% in 1971 to 21% in 1973. Reactions by the Monetary Board to later shocks were
similar. While an increase in food prices can be blamed for generating inflationary pressures at
the end of the 1970s, it is also clear that the Monetary Board did not adhere to inflation-control
measures, but merely aimed at containing the increases in the price level.”' The Advisors to the
Board, in a summary of economic conditions for 1979, state that a 24.3% growth in the
Monetary Base can be considered a satisfactory accomplishment given the expansionary
pressures resulting from the accumulation of international reserves. This can only be described as
an acceptance of reigning inflation levels, despite a clear acknowledgment of the danger, in
terms of the public's expectations and the implied difficulty of future reductions in inflation, of
validating such levels (near 29% in 1979).22

'8 However, treating shocks to international reserves are exogenous may not be correct if policy responses are also
crucial for the balance of payments.

' He characterizes policy-makers’ response to eight episodes of shocks to international reserves between 1971 and
1991, and traces the behavior of policy tools available to the Monetary Board in the aftermath of those shocks.

* Quoted by Echeverry (1995).

2! Echeverry (1995) pp. 33-34.

2 Advisors’ Documents, Doc. A-4, January 16, 1980, pp. 36-42.



In 1986, following an international reserves shock, the decision was made not to sacrifice
the real exchange rate and reserves were consciously accumulated. The Advisors argued that
bank lending to the government and access to profits of the Cuenta Especial de Cambios™ were
highly expansionary and should be abolished. The Board rejected the Advisors’ arguments, citing
the high level of unemployment at the time. The Minister of Finance argued that denying the
Government access to these resources would force it to turn to Congress for approval of further
financing allocations from the Central Bank.>* The goal in terms of expansion of M1 was set at
24% for the following year (1987), with the argument that such an increase would ensure that
productive activities could expand without hindrance.”

Policy-making in 1988, another year with an international reserves shock and high
inflation, was equally lax. In June of that year, inflation reached a level of over 30%. While there
was a concern that monetary policy should not validate this level of inflation, the Board was
distracted by other concerns, including what it considered to be high interest rates, poor
profitability of the financial sector, and lack of liquidity in the economy. In their document of
May 18th, the Advisors go so far as to admit that while monetary policy has been complacent
with respect to average inflation levels, "...it at least has not been oriented towards the validation
of the highest levels of inflation observed at each moment in time."

On one occasion, however, the Monetary Board did unequivocally show a strong anti-
inflation stance: during the events following the large reserves shocks of 1976-1978, which were
mainly the result of high international coffee prices. The impact on inflation was severe: it
skyrocketed from 15% in January 1976 to 34% in mid-1977. The situation was worsened by the
refusal of the government to increase taxes on the coffee sector, thus allowing the full
transmission of the shock to the domestic economy. Also, a widespread drought affected national
agricultural production.

The severity of the increase in inflation between 1976 and 1977, however, appears to
have induced concerted action: on all fronts, the response of the Monetary Board was
unequivocally that of a "strong" policy maker. The ordinary required reserves ratio was increased
by 3 percentage points and an additional marginal ratio of 100% was implemented, Government
expenditures were reduced and revenues increased through taxation. Anticipated Imports
Deposits were increased, and Exchange Certificates, bonds exchanged for foreign exchange
revenues, were put in place. The combined effect of these measures, in addition to the effects of
a fiscal surplus, was a halving of the Monetary Base. One year later, inflation had been forced
down to 12.6%.

< Throughout the years this account (created in 1935) served the purpose of registering the profits derived from the

depreciation of the currency (and the appreciation of gold holdings) and the net return on international reserves.

Profits derived from the multiple exchange system and taxes on coffee exports and overall remittances were also

part of the Account. These profits were transferred as current revenues of the government, representing -at their
cak- 23% of total central government’s current income. See Jaramillo and Montenegro (1984).

* Acta de la Junta Monetaria, number 12599, October 29, 1986.

** Advisors' Documents, Doc. A-27, March 1987.

** Advisors' Documents, Doc. A-066, May 1988, p. 2.
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It is interesting to note at this point that in the midst of this particular episode there were
no changes either of the Managing Director of the Central Bank or of the Advisors to the Board.
Neither were there any significant legal changes that allowed the Board to act in a more
autonomous manner. Strong action against inflation was possible due to a consensus amon_;
policy makers at the time that the level of inflation, well above 30%, was inadmissible®’.
However, this need for consensus is a clear indication of the lack of real autonomy. Lower levels
of inflation had not resulted in a similar effort, and would not do so in the future.

To sum, in the absence of consensus any increase in inflation was necessarily validated
by weak or non-committal monetary policy. The emphasis on inflation containment rather than
inflation reduction indicates that the Monetary Board had always possessed the instruments to
fight inflation; what it lacked was the conviction of all parties that the fight was worth the effort.
Tough measures were postponed due to pressures from the sectoral ministers as well as interest
groups. The Advisors repeatedly complained of the inconsistency in the application of monetary
policy by the Board. The Advisors to the Board openly referred, at the time, to the need to
continue resisting political pressures on a number of fronts®®. In fact, the minutes indicate
specific decisions were often taken, "'.. in response to pressures from the regions and industry
and trade associations", that are counter to general objcctives.29

How has this situation changed in the years following the creation of an independent
Central Bank? The removal of sectoral ministers from the Board of Directors-was an important
step towards the isolation of monetary policy from political pressures favoring expansion.
Similarly, the prohibition of Central Bank financing of the Government in all but the most
exceptional circumstances has increased the ability of the Board of Directors to withstand clearly
expansionary demands. In this regard, the real autonomy of the Central Bank has unequivocally
increased. But, has the greater autonomy resolved the inflationary bias?

It is tempting to argue that the consequences of this enhanced independence are clearly
visible in the behavior of the Colombian inflation rate. Figure 1 shows the decline in inflation in
the 1990s. It may be arguable that the acceptable upper threshold has fallen from a level of 30%
to one closer to the lower twenties, although such an assertion is difficult to support until such a
threshold is seriously challenged. However, a final evaluation of the actions of the Junta del
Banco de la Repiiblica requires access to the minutes of the meetings of this institution, which
have not been disclosed yet. Also, the ability of monetary and credit policy to achieve inflation
reduction has been severely crippled due to the fact that fiscal adjustment is not forthcoming.
This was the case in Colombia during 1996 and 1997, and as such, the conclusions regarding the
results of monetary policy must be tempered by this fact.

4.2 EMPIRICAL ANALYSIS

In this section we present results of various econometric exercises that attempt to
determine whether measures taken by the Bank can be characterized as pro- or counter-cyclical.

7 Advisors’ Documents, Doc. A-094, August 22, 1990, p.12.

% Advisors’ Documents, Doc. A-99, November 22, 1979, pp. 3-6; Doc. A-102, November 28, 1979, p. S5: and
Echeverry (1995), Summary of the Minutes of the Monetary Board, pp. 27-30.

20 o9

“ibid, p.20.
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Also, we are interested in knowing whether monetary policy has been influenced by the different
institutional arrangements and by other political factors, such as the occurrence of elections and
the type of political party in power. We start by looking at annual data for the period 1947-1996.
The main results are given by the following equation:

tity = 0.175 10255, + 0.1595,_* DIM — 0.067DJD + 002 + .00l * DLIB +¢,
6.9 (2.0 (04) (-1.96)" 23" 1.9

£}

R’=0.58; DW=1.86; n=50. *(**)[**#] denotes significance at 10%(5%)[1%] level.

m, is the percentage change in M1, y, is GDP’s growth rate, DJM is a dummy variable that

takes a value of 1 during the Junta Monetaria years (1963-1991), DJD is a dummy variable that
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where y denotes the (log) deviations from a Hodrick-Prescott GDP trend. Again, the results

suggest the counter-cyclical character of monetary policy and the secular acceleration in money
growth (especially during liberal administrations). Also, monetary expansion has been lower
after independence. These results are consistent with Escobar (1996) who found greater
monetary expansion during liberal governments. In sum, the legal changes introduced in the
Constitution of 1991 had a permanent effect of monetary policy. In a way, they lowered the
average annual growth in money, but did not eliminate the acceleracionist bias, which is more
palpable during liberal administrations.

% This is not true for political business cycles that suggest greater expansion at election years.
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To further analyze these issues we identified five periods of interest over the past two
decades. During these periods the rate of growth of GDP was particularly high -- above 6% for at
least two consecutive quarters -- or low, below 2%, again for at least two consecutive quarters.
As can be seen in Figure 2, three of these incidents took place prior to the granting of
independence to the Central Bank, and two following independence. Two of the five periods
were booms (1978.11-1979.1 and 1993.111-1995.11I), while three were recessions (1981.IV-
1983.11, 1990.111-1991.111, and the current downturn in the economy which began in 1996).

The exercise traced the behavior of five variables, namely the real exchange rate, the
interest rate, the required reserves ratio, as well as M1 and inflation, over an 18-month period
following the realizations of exceptionally high or low growth rates. The methodology follows
Romer and Romer (1989) and estimates univariate forecasting equations for each variable, and
then examines the difference between their forecasted and actual behavior during the five
periods.”' The forecast indicates the behavior of the variable that would have occurred without
any intervention. Should, for instance, actual interest rates be higher than the forecast, one may
conclude that the Central Bank had followed a contractionary policy with respect to that variable.

We use quarterly data from 1969:1 until 1996:2 (with the exception of the series for
required reserves, which extends until 1996:4). Definitions of each of the variables, as well as
results of Dickey-Fuller unit root tests can be found in Table 4. The forecast is made using an
autoregressive model that takes into account 24 lags. By using two years of information we try to
control for the possibility that the economy may naturally experience a downturn (expansion)
following periods of high (low) growth, regardless of the policies pursued by the Central Bank.
Thus, the lag structure reduces the bias in the forecasts.

The results indicate that the forecast equations are adequate in capturing the behavior of
the five series.”” Dynamic forecasts are then carried out for the 18-months following the
initiation of each of the five periods mentioned above. The differences between these forecasts
and the actual behavior of each of the variables are shown in figures 3-7. The dates indicate the
quarter of initiation of the recession or boom.

Again, our interest lies in characterizing the behavior of the Central Bank as pro- or
counter-cyclical. In boom times, a “strong” policy maker would be expected to raise nominal
interest rates and to lower the growth of M1. Thus, the package would lead to a real revaluation
of the currency and a decline in the growth of inflation. Similarly, a conservative Central Bank
will give more weight to inflation reduction than to the recovery of the economy (compared to
the government’s preferences). In other words, although there is some room for monetary
expansion, the central banker would not jeopardize inflationary targets during recessions.

During the two periods where growth rates accelerated, namely in the 1978-79 period and
the 1993-95 years, the behavior of the Bank’s policy instruments was similar. Real exchange
rates behaved as expected (revalued) but actual M1 was higher than forecasted for both periods.
Interest rates in 1978 were initially below forecast values, but increased later (8 periods into the
shock). In 1993, interest rates increased only one year following the initiation of the expansion

3! Echeverry (1995) also uses this method in his work on foreign exchange reserve shocks and inflation in Colombia.
32 (Q-statistics show that no problems of serial correlation persist with 24 lags.
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and required reserves were held below their forecast value throughout the expansion. Interest
rates did not increase immediately because of the fear that they would exacerbate capital inflows.

In this sense, the implementation of a contractionary package relied more heavily on the
appreciation of the currency, which in turn did not curb the consumption boom. However, the
results in terms of inflation were favorable both in 1978 and in 1993, although for the first period
inflation began to rise again 12 months following the coffee shock. Later, in mid-1994 a fully
counter-cyclical contractionary package was implemented, including an increase in interest
rates™. Nonetheless, as similar actions were taken in 1978/79, one cannot make the claim that
this was necessarily due to a tougher, more independent, institution.

We also analyzed three periods where (annualized) quarterly growth rates fell to below
2% for at least two consecutive quarters. Two of these incidents, those that occurred in 1981 and
in 1990, took place prior to the granting of independence, and one followed the Constitutional
reforms of 1991. The results are mixed. On the exchange rate, interest rate and M1 fronts, there
are no clear signs of expansionist behavior prior to independence. As for the required reserves
ratio, the behavior of the Banco de la Repiiblica may be seen as counter-cyclical (in terms of
GDP) during 1990. In fact, the actual ratio was approximately 5 points below what would be
expected according to the forecast. Not surprisingly, in terms of inflation results, 1981 was
slightly below forecast, whereas 1990 was above.

Since 1996 the economy has been experiencing a slowdown. This is the first episode
since the granting of independence to the Banco de la Repiiblica. On the positive side, growth in
MI has been consistently below forecasts, in line with the results obtained with the annual data.
Also, the difference between the actual real exchange rate and its forecast is negative, indicating
a revaluation. It must be noted, however, that in all five episodes analyzed, both booms and
recessions, the exchange rate has been revalued.

The behavior of the remaining three variables is of interest. Actual interest rates fell
below their forecasted values two periods after the shock and have continued their decline since.
Throughout 1996, the Government worked towards garnering the support of the private sector

:y. The presence of the Minister of
on purposes between the Bank and
ie Government’s concerns regarding
ons on liquidity and of high interest
nandate of inflation reduction, and
s.** Although there was some room
stent with the inflation goal set for
st rates is suggestive of the presence
to long-term objectives befitting an

etary policy, and not the result of terms of
s were also a major force leading to the

regarding the failure in the achievement of
dit growth and monetary aggregates which
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independent central bank. This is even more worrisome in the context of a growing fiscal deficit
that created additional difficulties for economic adjustment. In fact, the difficulties experienced
by the financial sector during 1996 Posed what was perhaps the greatest restriction on the
imposition of a tight monetary policy.*

Also, throughout 1996 and 1997 the required reserve ratio was steadily reduced. As can
be seen in figure 5, this ratio plunged four months following the shock to levels significantly
below those forecasted. However, this reduction cannot entirely be attributed to pressures for
monetary expansion, as there were technical arguments to bring these requirements in line with
international standards. At any rate, inflation rates following the 1996 shock were significantly
above their forecast based on the autoregressive model.

In sum, the results of this section indicate that monetary policy has played a counter-
cyclical role in Colombia, regardless of the institutional design. However, during the period of an
independent Junta monetary expansion has been, on average, lower than before. Possibly, this
result is a direct consequence of the elimination of lending operations to the public and private
sectors. Despite the clarity of mandate to preserve the value of money, monetary policy in
practice still is influenced by a multiplicity of objectives, particularly during recessions or
periods of low growth. As was the case prior to independence, these concerns include productive
activity, employment generation and the health of the financial sector.

S CONCLUSIONS

This study has shown that the government-controlled Junta Monetaria adopted truly anti-
inflationary policies only when inflation rates increased rapidly and dramatically. Strong action
against inflation was possible only after a consensus among policymakers was reached (the
consensus being that a rate of inflation above 30% was inadmissible). This need for consensus is
a clear indication of the lack of real autonomy on the part of the central bank. The end result, as
is clearly observable in the Colombian case, was a shift from the emphasis on inflation reduction
to inflation containment, combined with an active use of monetary policy for output stabilization.
In other words, the Junta Monetaria always possessed the instruments to fight inflation; what it
lacked was the conviction of all parties that the fight was worth the effort.

In relation to the legally independent Junta Directiva, the paper concludes that money
growth has been lower after 1992, mainly due to the Constitutional restrictions on central bank
lending to the private and public sectors. However, inflation control has not been the only
objective of monetary policy. In this sense, the central bank has not been isolated from the
consensual nature of economic policy making in Colombia.

Thus, the institutional reform has not implied a dramatic reduction in inflation. The
government-controlled Junta Monetaria often ignored the advice of the Asesores de la Junta, a
conservative group of technocrats that had no voting powers. The preferences of the independent
members of Junta Directiva reveal less tolerance for inflation than under the previous regime,

35 . . . . .

™ Overdue accounts receivable were at particularly high levels for the system as a whole, and in particular for the
commercial finance companies, where overdue accounts represented over 13% of the total, the highest level for the
decade.
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but continue to place weight on output and employment stabilization in their objective function.
The end result has been a gradual and slow decline in inflation.
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1987-88 X
1988-90
1989-91 X
1991 X
1990-91 X
TABLE 2
MEMBERS OF THE BOARD OF DIRECTORS
PREVIOUS JOBS
President of
Minister or a Business Director of
Period Vice-minister Association Fedesarrollo
*%)
91-96 M
91- M X
91-93
91-93 \Y% X
91- M
93-97
93-97 \Y
93-
96- M
97- M
97- \"
90-94 M
94-96 M
96- M

* Minister of Finance in exercise. ** Director of National Planning is considered as minister

21



(]

Table 3

Ranking of central banks by overall legal independence

Country Index of Legal Independence Average yearly inflation
(unweighted)'
West Germany 0.68 3
Colombia (post 1992) 0.53 22.8%
Egypt 0.53 17
United States 0.51 5
Canada 0.46 6
Argentina 0.44 319
Ireland 0.39 9
Venezuela 0.37 21
Mexico 0.36 63
Indonesia 0.32 10
France 0.28 7
Colombia (pre 1992) 0.27 24 .5%*
Singapore 0.27 3
Norway 0.14 8

* covering the period 1992.1-1996.12
** covering the period 1980.1-1991.12

Source: Based on Cukierman et al. (1992), Table 2
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Quarterly Growth of GNP*
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Table 4: Variable Definitions and Unit Root Tests

76 78 80 82 84 86 88 90 92 94 96

seasonally adjusted*

Variable ADF test Critical Value Significance
DINF -3.39 -3.43 5%
DM %% -4.11 -3.99 1%
DRER* -2.52 -1.94 5%
DIR* -2.47 -1.94 5%

Source: Revista del Banco de la Republica. Unless otherwise noted, the tests were performed with 12 lags, constant

and trend.

*: no trend
**: 18 lags

DINF: yearly log differences of monthly inflation; i.e. log (INF, ) - log (INF ;). Based on the CPI.
DMI1:  yearly log differences of monthly values of M1.

DRER: yearly log differences of monthly values of the real exchange rate index.

DIR:  yearly log differences of monthly values of the interest rate on 90-day certificates of deposit.
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Appendix 1: An Index of Legal Independence

Table A.1: Coding of Legal Variables

Group Definition Levels of independence and their Numerical pre-1992 post-1992
of variable meanings codings code code
CEO Term of office of 1.t002=8 1
CEO in years (to0)  2.8>10026 0.75
3.t00=35 0.5
4.100=4 0.25 0.25
5.t00<4 0 0
Who appoints 1. CB board | 1
CEO? (app) 2. council composed of members from 0.75 0.75
executive and legislative branches and
CB Board
3. legislative branch 0.5
4. executive branch (council of ministers) 0.25
5. decision of one or two members of 0

executive branch (e.g. prime minister or
minister of finance

Provisions for 1. no provisions for dismissal !
Dismissal of CEO 2. dismissal possible only for non-policy 0.83 0.83 0.83
(diss) reasons

3. dismissal at discretion of CB board 0.67

4. dismissal for policy reasons at 0.5

legislative branch’s discretion

5. unconditional dismissal at legislative 0.33

branch’s discretion

6. dismissal for policy reasons at executive  0.17
branch’s discretion

7. unconditional dismissal at executive 0
branch’s discretion

Is CEO allowed to 1. CEO prohibited by law from holding any 1 1
Hold another office? other office in government
(off) 2. CEO not allowed to hold any other office 0.5

in government unless authorized by

executive branch

3. Law does not prohibit CEO from 0 0
holding another office

Policy Who formulates 1. CB alone has authority to formulate 1 1
Formulation Monetary policy monetary policy
s
(monpol) 2. CB participates in formulation of 0.67 0.67>
monetary policy together with government
3. CB participates in formulation of 0.33

monetary policy in an advisory capacity

2

In the coding of this variable we differ from Cukierman (1992). Whereas he assigns, erroneously, we
believe, a numerical code of zero (0). we have chosen to assign a code of 0.67. For the variable obj we also assigned
a different code than that chosen by Cukierman, namely 0.4 rather than his zero.



28

Group

CB
Objectives

Limitations
on lending

Definition
of variable

Government
Directives and

(conf)

Is CB given active
Role in formulation
of government’s
Budget? (adv)

(0bj)

Process of approval
of loans to
Government

Levels of independence and their
meanings

4. Government alone formulates monetary
policy

1. CB given final authority over issues
clearly defined as CB objectives

2. Government has final authority only
over policy issues that have not been
clearly defined as CB goals or in case of
conflict within CB

3. In case of conflict final decision up to a
council whose members are from CB,
legislative and executive branch

4. Legislative branch has final authority
on policy issues

5. Executive branch has final authority

on policy issues, but subject to due process
and possible protest by CB

6. Executive branch has unconditional
authority over policy

1. Yes
2. No

1. Price stability mentioned as the only or
major goal, and in case of conflict with
government CB has final authority to
pursue policies aimed at achieving goal

2. Price stability mentioned as the only
goal

3. Price stability mentioned along with
other objectvies that do not seem to conflict
with price stability (e.g. stable banking)

4. Price stability mentioned with a number
of potentially coflicting goals (e.g. full
employment)

5. CB charter does not contain any
objectives for CB

6. Some goals appear in the charter, but
price stability not one of them

1. lending to government prohibited

2. lending only permitted under excep-
tional circumstances (e.g. economic
emergency, unanimous Board approval)

3. no prohibitions to lending to government
4. no prohibitions to lending to government
or to private sector

Numerical
codings

0

0.8

0.6

0.4

0.2

0.8

0.6

0.4

0.2

0.67

0.33
0

pre-1992
code

0.2

0.4

post-1992
code

0.67
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Group

Definition
of variable

Limitations on
Advances (lla)

Limitations on
Securtized lending
(lls)

Who decides
Control of terms of
Lending? (ldec)

How wide is the
Circle of potential
Borrowers from
CB?

Type of limit when
Such limit exists
(Itype)

Levels of independence and their
meanings

I. Advances to government prohibited

2. Advances permitted but subject to limits
in terms of absolute cash amounts or to
other types of relatively strict limits (up to
15% of government revenues)

3. Advances subject to relatively accomo-
dative limits (e.g. advances can exceed
15% of government revenues or are
specified as fractions of government
expenditures)

4. No legal limits on advances; their
quantity subject to periodic negotiations
between government and CB

Specification of levels identical to those
for advances

1. CB controls terms and conditions of
government borrowing from it

2. Terms of CB lending specified in the
law, or CB given legal authority (o set
these terms

3. Law leaves the decision about the terms
of CB lending to government to negotia-
tions between CB and executive branch
4. Executive branch alone decides the
terms of CB lending to government and
imposes them on CB

1. Only central government can borrow
from CB
2. Central and state governments as well as

all political subdivisions can borrow from
CB

3. In addition to the institutions mentioned
under 2 public enterprises can borrow from
CB

4. CB can lend to all of the above as well
as to the private sector

1. Limit specified as an absolute cash
amount

2. Limit specified as a percentage of CB
capital or other liabilities

3. Limit specified as a percentage of
government revenues

4. Limit specificed as a percentage of
government expenditures

Numerical pre-1992
codings code
1
0.67 0.67
0.33
0
0
1
0.67
0.33 0.33
0
1
0.67
0.33
0 0
1
0.67 0.67
0.33
0

post-1992
code

0.33
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Group

Definition
of variable

Maturity of loans
{Imat)

Restrictions on
Interest rates (lint)

Levels of independence and their
meanings

1. Maturity of CB loans limited to a
maximum of 6 months

2. Maturity of CB loans limited to a
maximum of one year

3. Maturity of CB loans limited to a
maximum of more than one year

4. No legal upper bound on the maturity
of CB loans

1. interest rate on CB loans must be at
market rate
2. interest rate on CB loans to government
cannot be lower than a certain floor
3. interest rate on CB loans cannot exceed
a certain ceiling
4. no explicit legal provisions regarding the
interest rate on CB loans
rate charge
from the CB

g government

lying
mary market

Numerical pre-1992
codings code

1
0.67 0.67

0.33

0.75
0.5
0.25 0.25

0

1 1

post-1992
code
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A unified index is constructed based on table A.1. Following Cukierman (1992), the four “ceo” variables are
aggregated into a single variable ceo, by calculating an unweighted mean of the codings. The three variables under
policy formulations™ are aggregated into one variable, pf, by computing a weighted mean: a weight of 0.5 for conf
and 0.25 for each of monpol and adv are used. The last four variables in the group of “limitations on lending™ are
aggregated into a single variable, /m, by calculating an unweighted mean.

Table A.2 Aggregation of Variables

Legal Variable Weight Weight (C)*
ceo (chief executive officer) 0.20 0.20
rf (policy formulation) 0.15 0.15
obj  (objectives) 0.15 0.15
lapp  (limitations on lending - approval) 0.15 -
lla (limitations on lending - advances) 0.10 0.15
lls (limitations on lending - securitized) 0.05 0.10
Idec  (limitations on lending - who decides) 0.05 0.10
Iwidth (limitations on lending - width) 0.05 0.05
Im (limitations on lending - miscellaneous)  0.10 0.10
1.00 1.00

* Weights employed by Cukierman (1992)

The resulting codes are summarized in the following table.
Table A.3: Coding the Components of Legal Independence

Variable pre-1992 code post-1992 code
Ceo 0.40 0.77
Pf 0.27 0.75
0bj 0.40 0.10
Lapp 0.00 0.67
Lla 0.67 0.00
Lls 0.00 0.00
Ldec 0.33 0.33
Lwidth 0.00 1.00
Lm 0.40 0.25
Unweighted index 0.27° 0.53
Weighted index 0.31 0.61
Weighted index (C)* 0.35 0.53

* Results based on Cukierman’s (1992) weights.

i Due to alterations we made in the coding of the variables mentioned in the previous note, our index is

different from that obtained by Cukierman et al. (1992), which was 0.26.



