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Price Stability, Financial Stability, and Central 
Bank Independence

1 Introduction
One of the upshots of the recent global 
financial crisis is that in addition to 
maintaining price stability, central 
banks also have a key role in maintain-
ing financial stability and in crisis man-
agement. This is not a completely new 
role, but it is one that has become much 
more central than in the past. This 
“new” role of central banks raises a 
number of questions. A crucial one 
among them is whether maintaining fi-
nancial stability is helped or hindered 
by having a central bank that is inde-
pendent. 

The relationship between financial 
stability and central bank independence 
is nontrivial. Unlike price stability, fi-
nancial stability is rarely within the sole 
purview of the central bank, as it is 
usually shared with other government 
bodies. The actual outcome then de-
pends – much more than in the case of 
price stability – on a number of factors, 
both internal to the central bank (such 
as the tools it has available to deal with 
financial instability, and the potential 
conflicts between financial stability 
and price stability) and external (such 
as the actions of other players, includ-
ing the ministry of finance and other 
government agencies). Arguably, a sys-
tem in which the central bank is very 
autonomous and is narrowly focused on 
achieving the objective of price stabil-
ity, may get into problems if maintain-
ing financial stability requires policies 
that, in the short term at least, deviate 
from policies for achieving price stabil-
ity. On the other hand, greater inde-
pendence from outside pressures means 

that central banks are less politically 
constrained when it comes to address-
ing financial distress. This should allow 
them to act earlier and more decisively 
before a crisis erupts; also, it may give 
them wider latitude in managing a sys-
temic crisis. 

This paper focuses on central bank 
independence and its linkages to finan-
cial stability and price stability. The re-
lationship between central bank inde-
pendence and price stability has re-
ceived much attention in the literature. 
In contrast – and despite the emergence 
of financial stability as an important 
item on central bank agenda in many 
countries in the last three decades – 
relatively little has been written on the 
relationship between central bank inde-
pendence and financial stability. In the 
remainder of the paper, section 2 over-
views central banks’ role in financial 
stability, section 3 examines the trade-
offs between financial stability and 
price stability, section 4 discusses time 
inconsistency in financial stability pol-
icy, section 5 presents empirical evi-
dence on the relationship between cen-
tral bank independence and financial 
stability, and section 6 concludes.

2  Central Banks and Financial 
Stability

The global financial crisis has put into 
question many of the accepted “policy 
wisdoms.” One of them was that that 
monetary policy should have a single 
objective, a corresponding single tool, 
and an operationally independent and 
accountable central bank. This view has 
been put to a major test during the cri-

1  mcihak@imf.org. The views expressed here are those of the author, and do not necessarily represent those of the 
IMF or IMF policy. I would like to thank participants of the 38th Economics Conference at the Oesterreichische 
Nationalbank for their useful comments. I would also like to thank participants in a Bocconi University  conference 
“Does Central Bank Independence Still Matter?” for useful comments on a related paper. All remaining errors are 
my own. 



Martin Čihák

46  38th ECONOMICS CONFERENCE 2010

sis, as central banks have taken on im-
portant roles in financial stability, go-
ing far outside the narrow concept of 
monetary policy, taking on other objec-
tives and tools, and arguably compro-
mising their independence along the 
way.

Compared to central bank activities 
in the area of price stability, central 
bank work in the area of financial sta-
bility is characterized by lower clarity 
of the underlying concepts and opera-
tional definitions. Central bank work 
in the area of financial stability also 
uses tools that have only a partial im-
pact on the ultimate objective of finan-
cial stability (table 2). 

The legal basis for central bank in-
volvement in financial stability is 
weaker than in the area of price stabil-
ity. While price stability is usually 
listed as a primary objective in a central 
bank law, financial stability is rarely 
contained in basic central bank legisla-
tion as a key objective. Instead, central 
banks’ financial stability role is often 

based on an interpretation of the law.2 
If financial stability is included in the 
law, it is often bundled with other 
tasks, such as the support for smooth 
functioning of the payment system, 
regulation and supervision of the bank-
ing system, or lender-of-the-last resort 
functions. Financial stability and the 
central bank’s role in it are more com-
monly specified in other documents, 
such as mission statements or memo-
randa of understanding. Central banks 
typically justify their engagement in the 
stability and general health of the finan-
cial system by their monetary policy 
objectives, payment system functions, 
and lender of last resort roles (which 
they almost universally have) as well as 
their role in prudential supervision 
(which many have).

Corresponding to the absence of an 
explicit legal responsibility for financial 
stability, most central banks do not 
have clear accountability to their share-
holders, the government, or the gen-
eral public with respect to the area of 

2  For an earlier overview of institutional frameworks for financial stability, see Oosterloo and de Haan (2004). 

Table 1

Central Banks’ Role in Financial Stability

% of

Central bank: All econo-
mies

Advanced 
economies

Others

has an explicit legal responsibility for financial stability 3 9 2
derives responsibilty for financial stability from interpretation of law 34 89 18

… derives it from monetary policy objectives 10 26 5
… derives it from from payment system tasks 8 20 4
… derives it from banking supervisory tasks 12 26 8
… other interpretations 5 17 1

oversees payment system(s) 100 100 100
supervises banks 47 34 51
supervises all financial institutions 16 11 18
publishes a financial stability report 29 77 15
has a seperate organizational unit on financial stability1 32 83 17
has clear general accountability (to shareholders/government/public) 45 63 40
has clear accountability for financial stability 2 6 1

Source: Author’s survey of central bank laws and other information listed on the 157 central bank websites listet at: www.bis.org/cbanks.htm

1 Percent of all central banks that publish their detailed organizational structure on their website.
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financial stability. Many central banks 
have general accountability require-
ments with respect to their main objec-
tives, and some include reporting on fi-
nancial stability under those require-
ments. 

Correspondingly, central banks’ re-
sponsibility for financial stability is usu-
ally only partial or shared with other 
institutions. The exact boundaries of 
this responsibility are often unclear. 
Some countries use memoranda of un-
derstanding among the various institu-
tions to delineate the responsibilities 
more clearly. However, such memo-
randa are nonbinding by their nature, 
and their resilience in a situation of cri-
sis is an open question.

3 Conflicting Mandates?
Bigger involvement of central banks in 
financial stability has some advantages. 
It may enable them to better respond to 
important developments in credit 
growth and asset prices, which may be 
more difficult for central banks focus-
ing on narrow price stability objectives. 
There are also potential synergies be-
tween monetary policy and financial 
regulation and supervision. A central 
bank’s role in financial supervision can 
inform its response to banking sector 
stresses. Indeed, in response to the cri-
sis, both monetary and prudential poli-
cies are being revised to take greater 

account of the need to mitigate sys-
temic risk.

The bigger role in financial stability 
is, however, not without challenges for 
central banks. First, there are potential 
tensions between monetary policies on 
one hand and prudential policies (as 
well as lender-of-last resort functions) 
on the other. These tensions, as illus-
trated by the recent crisis, are quite 
real, and need to be carefully managed 
and communicated.

Second, there are reputational risks 
for monetary policy. If a central bank 
has responsibility for financial stability, 
an occurrence of financial instability 
may be seen as a sign of ineptitude. If 
this damages the central bank’s credi-
bility, it might also impair its ability to 
conduct monetary policy. These risks 
are not insurmountable. They can be 
mitigated by steps such as institutional 
separation and different accountability 
mechanisms for price stability and for 
financial stability. Moreover, these 
kinds of risk are not entirely new: there 
are already important reputational risks 
arising from non-price-stability tasks 
that central banks manage (e.g. use of 
lender of last resort facilities). 

Third, the greater role of central 
banks in financial stability raises the is-
sue of concentration of power. Adding 
a wide-ranging objective such as finan-
cial stability to an already independent 

Table 2

Schematic Comparison of Price Stability and Financial Stability

Element Price stability Financial stability

General definition Clear A range of definitions

Operational definition Clear (variable and target), 
especially in inflation targeting

Typically not specified

Legal base for central bank’s role Based on law Based on an interpretation of law

Scope of central bank’s responsibility Full responsibility Partial/shared responsibility, exact bound-
aries not clear in some countries 

Interventions Regular, high frequency From time to time 
Research Well developed Developing

Source: Author’s compilation.
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central bank can be seen as giving too 
much power to decision makers who 
are appointed rather than being directly 
elected. At the same time, the crisis has 
illustrated that there is a premium on a 
well-coordinated policy framework. 
Arguably, to achieve this, it is impor-
tant to balance increased independence 
with more accountability. 

Fourth, there is a risk that the in-
creased involvement in “non-core” ar-
eas, such as those relating to financial 
sector issues, will threaten central bank 
independence. The risk can be man-
aged by ensuring that the improved ac-
countability does not threaten the legal 

boundaries that secure central bank in-
dependence.

To some extent, it could be argued 
that the issue of conflicting mandates 
can be addressed by extending the pol-
icy horizon. If the policy horizon is suf-
ficiently long, the tradeoff between 
price stability and financial stability di-
minishes substantially. However, it is 
still necessary to address the practical 
challenges, in particular how to come 
up with operational measures of finan-
cial stability in the short term, how to 
improve forecasting tools, and what are 
the appropriate policy tools to achieve 
financial stability. On the last point, 
this clearly needs to go beyond report 
writing (although better and more reg-

ular informing of the public is impor-
tant). More regulatory and supervisory 
powers are needed, and other impor-
tant tools include roles in ensuring in-
tegrity of payments systems, broader 
roles in crisis management 

4  Financial Stability, Time 
 Inconsistency and Independent 
Central Banks: Some Theory…

The relationship between central bank 
independence and financial stability is 
far from trivial. In a long-term perspec-
tive, price stability can be seen as a key 
component of financial stability (e.g. 
Christl, 2005). So, the relatively well-
documented relationship between cen-
tral bank independence and price sta-
bility (e.g. Arnone et al., 2008) may 
well translate into a positive relation-
ship with financial stability. However, 
the relationship between price stability 
and financial stability is rather complex 
in the short- and medium-term, with 
potential tradeoffs between the two. 
An independent central bank charged 
with maintaining financial stability is 
likely to end up with levels of inflation 
that are higher than those in similarly 
independent central banks that do not 
follow the financial stability objective 
(Bauducco et al., 2006).

There are reasons to expect a posi-
tive relationship between central bank 
independence and financial stability. In 
particular, greater independence from 
outside pressures should mean that cen-
tral banks are less politically con-
strained in acting to prevent financial 
distress. For example, if the central 
bank’s monitoring picks up signals of 
emerging financial sector problems, it 
is free to act as a “whistle-blower,” 
alerting the relevant parties, and trig-
gering their adjustment actions, ulti-
mately helping to prevent crisis. More-
over, if the central bank has prudential 
powers, it can use its enforcement ac-
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tions to require adjustments by market 
participants. In contrast, if a central 
bank lacks independence, it may be-
come captured by political interests as-
sociated with weak financial institu-
tions threatened by insolvency. This is 
likely to prevent the central bank from 
tough and timely action.

Financial institutions’ owners and 
managers may have good reasons to 
capture the central bank. If a financial 
institution gets close to insolvency, the 
incentive structure of its owners and 
managers (in particular the combina-
tion of deposit taking and limited liabil-
ity) encourages a “gamble for resurrec-
tion”: continue to absorb deposits from 
the public and invest them in increas-
ingly risky projects. If the projects turn 
up successful, they can create substan-
tial profits to owners, and allow saving 
the bank; if not, they usually create 
only limited costs to the owners or 
managers, but they substantially in-
crease the costs of the ultimate failure 
(Kane and Klingebiel, 2004 document 
the effects of such gambles for resur-
rection on a sample of 12 systemic cri-
ses). This creates incentives for finan-
cial institutions’ owners and managers 
to capture the central bank. These in-
centives are likely to be stronger if the 
public sector plays an important role as 
an owner of financial institutions. Ad-
ditionally, central bankers themselves 
may have motivation not to “blow the 
whistle” or enforce prudential action. 
For example, Kane (2000) notes that 
opportunistic forbearance offers per-
sonal and bureaucratic rewards, while 
officials who confront bank insolvency 
in a timely way are threatened with 
substantial reputational and career pen-
alties.

If the central bank is perceived 
weak or hesitant to act in a situation of 

growing financial instability, the very 
perception can make financial crises 
more likely. The problems with moral 
hazard arise well before a crisis, and 
weak banks are tempted to “gamble for 
resurrection” by undertaking very risky 
projects. Central bankers can try to 
claim that they would be “tough” in re-
sponse to a crisis. However, as long as 
the weak behavior is ex-post efficient 
for the central bank, the “tough” strat-
egy would be seen as time inconsistent 
and not credible. In terms of game 
 theory, is can be shown that an infe-
rior equilibrium exists if the central 
bank cannot pre-commit to a “tough” 
course of action (Kydland and Prescot, 
1977). 

I illustrate this problem (of time in-
consistency in financial stability policy) 
in table 3, using a stylized payoff matrix 
of the financial stability policy game. 
The policymaker has two possible re-
sponses in the face of financial instabil-
ity: “tough” and “lenient.” If the market 
believes the policymaker to be of the 
tough type (i.e., it believes that the pol-
icymaker would enforce a prudential 
action in a weak financial institution or 
“blow a whistle” in a situation of finan-
cial sector weakness), he has a short-
term incentive to act leniently (i.e., en-
gage in regulatory forbearance, pump 
liquidity into an insolvent institution, 
or be silent about the weaknesses in the 
system and allow “gambles for resur-
rection”) if a stressful situation actually 
arises. In other words, being lenient is 
ex-post efficient in this case. However, 
rationally behaving participants know-
ing about this motivation of the policy-
maker would expect the policymaker 
to be lenient. This expectation leads to 
worse payoffs to the policymaker. Spe-
cifically, it leads to a (Nash) equilib-
rium (–1,0), in which the policymaker 
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would be worse off than if he were able 
to credibly commit to being tough 
(0,0).3 

The time inconsistency problem in 
the area of financial stability is arguably 
even more acute than time inconsis-
tency in the area of price stability. A 
part of the reason is that monetary pol-
icy decisions are taken relatively regu-
larly and their impact on inflation can 
be evaluated on a frequent basis. There-
fore, the strategic interaction between 
the monetary policy maker and the 
public has the nature of a repeated 
game, giving the policy maker an op-
portunity to establish a track record 
of being tough. In contrast, a financial 
crisis may strike a given country once 
in a generation or even less frequently. 
In other words, before the next finan-
cial crisis strikes, the existing genera-
tion of policymakers is usually gone. 
This makes it difficult for a policy 
maker to establish a credible track re-
cord.

How to address this version of the 
time inconsistency problem? Similarly 
to the time inconsistency in monetary 
policy, the policymaker needs a com-
mitment device that will persuade the 
market that he or she will indeed be 
tough in a stressful situation. This 
 commitment device can have the form 
of delegating the task of “acting tough 
on financial instability” to an inde-
pendent agency, such as the central 
bank, and appointing as its head a per-
son with a strong aversion to financial 
instability (or designing a contract with 
the central bank head in a way that re-
wards tough behavior and penalizes le-
niency).

Table 3 

Time Inconsistency in Financial 
Stability Policy: Payoff Matrix

Policymaker 
chooses to be:

Market expects  policymaker to be:

Tough Lenient

Tough 0, 0 –2, –1
Lenient 1, –1 –1, 0

Source: Author’s compilation.

Note: In each cell, the first number is the policymaker’s payoff and the 
second one is the payoff to the public.

The above discussion suggests a positive 
relationship between central bank inde-
pendence and financial stability. How-
ever, there are also several complicat-
ing factors. In particular, it is possible 
that publication of a central bank report 
at a time of increasing risk to financial 
stability might precipitate the very 
shocks or crisis that the central bank is 
trying to avoid, by inducing liquidity 
problems in particular markets or fi-
nancial institutions. These consider-
ations may lead even an independent 
central bank to be cautious about issu-
ing strong warnings or implementing 
harsh measures that may ultimately de-
feat their own purpose.4 Nonetheless, 
the danger of precipitating a crisis by 
“whistle-blowing” is reduced if the 
 central bank publishes its analyses 
 regularly, and has an established track 
record of unbiased analysis. Estab-
lishing such a track record may be more 
feasible for central banks that are inde-
pendent and thereby better insulated 
from political and other pressures. 

Another reason why the relation-
ship between central bank indepen-
dence and financial stability may not be 
straightforward is that central banks 

3  It is possible to generalize this matrix by using variables such as crisis costs and supervision/monitoring costs 
 instead of parameter values to denote the payoffs; however, it adds little in terms of analytical insights.

4  Empirical literature has so far offered little evidence on the pros and cons of publishing timely information on fi-
nancial stability. However, preliminary empirical data suggest that there are net benefits (Čihák, 2006). 
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have an incomplete degree of control 
over policy outcomes in the area of fi-
nancial stability. Unlike price stability, 
financial stability is rarely within the 
sole purview of the central bank. It is 
usually a shared responsibility with 
other agencies, including the ministry 
of finance, and often also a separate su-
pervisory agency and a deposit protec-
tion fund. The actual outcome there-
fore depends on a number of factors not 
only inside the central bank (the avail-
ability of tools to the central bank, and 
its ability to resolve conflicts between 
financial stability and price stability) 
and outside the central bank (e.g., the 
actions of other players, including the 
government). 

5 … and Some Empirical Results

What do empirical data say on the rela-
tionship between central bank indepen-
dence and financial stability? To exam-
ine this question, I use the central bank 
independence index (CBI) from a re-
cent world-wide survey of central bank 
independence (autonomy) by Arnone 
et al. (2008). They apply the methods 
developed by Grilli et al. (1991) and 
Cukierman (1992) to assess CBI for 163 
central banks representing 181 countries.

For measuring the degree of finan-
cial instability, use a dummy variable 
taking on the value one if a systemic 
banking crisis surfaced in a particular 
year or zero otherwise. I use two 
widely employed databases of financial 
crises, namely those by Demirgüç-
Kunt and Detragiache (2005) and 
Honohan and Laeven (2005), and de-
fine a country being in a crisis in a cer-
tain year if it has be classified as such in 
at least one of the two databases. Using 
this classification, I record up to 61 sys-
temic crises since 1980. 

A preliminary analysis suggests that 
countries with more independent cen-
tral banks are indeed less likely to ex-

perience a systemic crisis. In particular, 
pairwise correlation coefficients be-
tween the CBI index and the crisis 
dummy variable are consistently nega-
tive for the different definitions of the 
crisis dummy and the different sample 
sizes (table 4). Similarly, countries with 

above-average values of the CBI index 
(CBI>0.64) have a markedly lower 
probability of ending up in a systemic 
crisis at least once during the observa-
tion period than other countries (chart 
1). This preliminary analysis suggests 
that whether a country has an indepen-
dent central bank matters for financial 
stability.

These preliminary results are con-
firmed by a more rigorous regression 
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Central Bank Independence and
Financial Stability

Chart 1

Source: Author’s calculations.

Below-average CBI Above-average CBI

Probability of (at least one) crisis in the sample period
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analysis, based on a logit model. The 
model estimates the probability of a 
crisis in a given country and a given 
year as a function of the CBI and other 
explanatory variables. Specifically, to 
distinguish whether a central bank is 
involved in banking supervision, I use a 
“CB supervisor” dummy that takes a 
value of 1 it is a banking supervisor and 
0 if it is not. To approximate quality of 
banking supervision, I use information 
from the assessments of compliance 
with the Basel Core Principles (BCP), 
collected by IMF missions.5 I also in-
clude a range of macroeconomic con-
trol variables that are commonly em-
ployed in early warning system models 
(real GDP growth, the real interest 
rate, the rate of inflation, changes in 
the terms of trade, changes in the for-
eign exchange rate, credit growth, and 
the ratio of M2 to gross foreign re-
serves). To avoid simultaneity, these 
variables are lagged by one period. I ac-
count for the effect of deposit insurance 
schemes on bank stability, using a 
“moral hazard index” by Demirgüç-
Kunt et al. (2005). To capture the ef-
fect of ownership structure in the 
countries’ banking systems, I include 
the proportion of bank assets controlled 
by foreign entities (Barth et al., 2001), 
and the degree of government owner-
ship (La Porta et al., 2002).

The results (presented in detail in 
Čihák, 2007) suggest that central bank 
independence indeed maters for finan-
cial stability. Both the CBI index and 
the “CB supervisor” dummy variable 

have the expected signs. The Basel 
Core Principles (BCP) index, which 
approximates quality of banking super-
vision, has the expected (positive) sign, 
but is not significant. The other explan-
atory variables previously used in the 
early warning systems literature (see 
e.g. Demirgüç-Kunt and Detragiache, 
1998) have the expected signs.6 

Based on the estimates, one can 
compute the impact of an increase of a 
one standard deviation in the CBI index 
(0.20) using the marginal effect, evalu-
ated at the mean, on the probability of 
observing a crisis in a country. The re-
sults suggest that a one standard devia-
tion increase in central bank indepen-
dence (which, for illustration, corre-
sponds roughly to the difference 
between observations for the United 
States and Uganda) decreases the prob-
ability of observing a crisis by about 
3%.7

The empirical analysis also provides 
some evidence supporting the state-
ment made earlier that a more indepen-
dent central bank is more likely to act 
as a “whistleblower.” Many central 
banks nowadays publish financial stabil-
ity reports (FSRs), and previous re-
search finds little empirical evidence 
that overall, financial stability reports 
provide useful early warning (Čihák, 
2006). In the run-up to the recent 
global financial crisis, some financial 
stability reports for instance warned of 
risks from the U.S. economy, but more 
in terms of its impact on global imbal-
ances rather than U.S. mortgage mar-

5  The BCP contains 25 “Core Principles” (CPs) that cover aims of supervision, autonomy, powers, and resources, 
capital adequacy, regulation of risks, supervision of foreign banks, and other issues. I calculate a “BCP compliance 
index,” which is an unweighted average of all the 25 CP gradings, normalized to be from 0 (no compliance) to 100 
( full compliance). The website www.imf.org/external/standards/index.htm has more details on the BCP and 
shows the gradings for the subset of countries that agreed to publication.

6  In particular, I find that strong credit growth, higher inflation, higher real interest rates, and exchange rate 
 devaluations are associated with higher likelihood of banking crisis.

7  As regards the reliability of the estimates, some 25% of the crises in the sample are misclassified (Type I Error), 
which compares favorably with the existing early warning system literature ( for a survey, see Demirgüç-Kunt and 
Detragiache, 2005).
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kets. And some financial stability re-
ports have clearly missed risks that have 
materialized in a dramatic fashion (the 
financial stability report published on 
Iceland, for example, seriously under-
estimated the extent of risks in the do-
mestic banking system). 

But perhaps, going beyond this ag-
gregate picture, more independent cen-
tral banks are more effective in their 
FSRs. To examine this relationship be-
tween central bank independence and 
its ability to act as a “whistleblower,” I 
have calculated the correlation between 
the CBI index and an index of FSR 
quality developed in Čihák (2006).8 
The correlation coefficient is signifi-
cantly positive (table 4), suggesting 
that independent central banks are in-
deed likely to be more transparent in 
their analysis of domestic financial sta-
bility.

Finally, as expected, we find a posi-
tive correlation between the CBI index 
and an index of compliance with the 
Basel Core Principles (for central banks 
that are also banking supervisors). In 
other words, independent central banks 
that are also bank supervisors are likely 

to have higher degrees of compliance 
with international good practices.

In sum, the analysis suggests that 
central bank independence is corre-
lated positively with financial stability. 
A one standard deviation increase in 
central bank independence index (cor-
responding roughly to the difference 
between Uganda and the United States) 
is associated with 3 percentage point 
decrease in crisis probability. This rela-
tionship holds even controlling for 
macroeconomic and other systemic fac-
tors identified by the literature. The re-
lationship holds even in a series of ro-
bustness tests, such as different crisis 
coding, country samples, and time 
spans (central bank independence index 
becomes insignificant in some specifi-
cations, but its sign holds). The analysis 
also suggests that if a central bank pub-
lishes a financial stability report, the ef-
fectiveness of the report is positively 
correlated with central bank indepen-
dence. In central banks carrying out 
banking supervision, supervisory qual-
ity (compliance with international stan-
dards) is positively correlated with in-
dependence. 

8  The index is based on a framework that identifies 5 key elements of a FSR (aims, overall assessment, issues, tools, 
structure and other features) and 3 characteristics (clarity, consistency, and coverage). Each FSR was assessed 
against each of the criteria, on a 4-point scale: 4 ( fully compliant), 3 (largely compliant), 2 (partly compliant), 
and 1 (not compliant) and averages were used to arrive at the aggregate gradings (Č ihák, 2006).

Table 4

Central Bank Independence and Financial Stability

CBI Index1

Narrower sample Broader sample

(68 countries) (163 countries)

Crisis Dummy
– Honohan and Laeven (2005) –0.229 (0.055) –0.346 (0.038)
– Demirgüç-Kunt and Detragiache (2005) –0.233 (0.050) –0.352 (0.041)

Financial stability report grading 0.583 (0.012) 0.584 (0.011)
Compliance with Basel Core Principles 0.314 (0.051) 0.423 (0.032)

Source: Author’s calculations.

1 Central bank independence index. For definitions and country samples, see Arnone et al. (2008).

Note: Pairwise correlations, p-values in parentheses.



Martin Čihák

54  38th ECONOMICS CONFERENCE 2010

References
Arnone, M., B. J. Laurens, J.-F. Segalotto and M. Sommer. 2008. Central Bank  

Autonomy: Lessons from Global Trends. IMF Staff Papers doi:10.1057/imfsp.2008.25.

Barth, J. R., G. Caprio, Jr. and R. Levine. 2001. The Regulation and Supervision of Banks 

Around the World – A New Database. Washington: World Bank. 

Bauducco, S., A. Bulíř and M. Čihák. 2008. Taylor Rule under Financial Instability. IMF 

 Working Paper No. 08/18. Washington: International Monetary Fund.

Caprio, G. and D. Klingebiel. 2003. Episodes of Systemic and Borderline Financial Crises. 

Washington: World Bank.

Christl, J. 2005. Price Stability – A Key Component of Financial Stability. Retrieved on 21 September:

  www.oenb.at/en/presse_pub/aussendungen/2005/q2/pa_20050513_preisstabilitaet_ist_

beitrag_zur_stabilitaet_des_finanzsystems.jsp

Čihák, M. 2006. How Do Central Banks Write on Financial Stability? IMF Working Paper No. 

06/163. Washington: International Monetary Fund. 

Čihák, M. 2007. Central Bank Independence and Financial Stability. Conference Does Central 

Bank Independence Still Matter? Milan, Italy: Bocconi University.

Cukierman, A. 1992. Central Bank Strategy, Credibility, and Autonomy. Cambridge, MA.: MIT 

Press.

Demirgüç-Kunt, A. and E. Detragiache. 2005. Cross-Country Empirical Studies of Systemic 

Bank Distress: A Survey. IMF Working Paper No. 05/96. Washington: International Monetary 

Fund.

Concluding Thoughts
An expanded role of central banks in fi-
nancial stability may enhance overall 
effectiveness of financial regulation, al-
lowing synergies to be exploited among 
tools to mitigate systemic risk. Inde-

pendent central banks can help in 
achieving financial stability. This paper 
points to new empirical evidence that 
higher central bank independence is as-
sociated with more financial stability. 

At the same time, higher indepen-
dence needs to be complemented by ro-
bust mechanisms for transparency and 
accountability in safeguarding financial 
stability. One of the reasons why this is 
important is that it is usually the trea-
sury that bears the ultimate responsi-
bility for fiscal (or quasi-fiscal) costs in-
curred in the resolution of financial in-
stitutions. 

Whether central banks actually 
achieve the objective of financial stabil-
ity (and price stability) also depends on 
some factors not explicitly captured 
here. One of the factors is the quality of 
leadership, difficult to model, but very 
important in practice. A central bank 
governor needs to be a skilled manager 
and leader to be successful. Leadership 
skills are useful in normal times, and 
they become absolutely critical in situa-
tions of financial instability, when the 
going gets tough and the monetary and 
financial policies enter “unexplored wa-
ters.”



Martin Čihák

38th ECONOMICS CONFERENCE 2010  55

Grilli, V., D. Masciandaro and G. Tabellini. 1991. Political and Monetary Institutions and 

Public Financial Policies in the Industrial Countries. Economic Policy 13. 341–392.

Honohan, P. and L. Laeven (eds). 2005. Systemic Financial Crises: Containment and 

 Resolution. Cambridge: University Press.

Kane, E. 2000. Dynamic Inconsistency of Capital Forbearance: Long-Run vs. Short-Run Effects of 

Too-Big-to-Fail Policymaking. Boston College.

Kane, E. and D. Klingebiel. 2004. Alternatives to Blanket Guarantees for Containing a  

Systemic Crisis. Journal of Financial Stability 1. No. 1. 31–63.

Kydland, F. E. and E. C. Prescott. 1977. Rules Rather than Discretion: the Inconsistency of 

Optimal Plans. Journal of Political Economy 85. 473–492.

La Porta, R., F. Lopez-de-Silanes and A. Shleifer. 2002. Government Ownership of Banks. 

Journal of Finance 57 (1). 265–301.

Oosterloo, S. and J. de Haan. 2004. Central Banks and Financial Stability. A Survey. In: Journal 

of Financial Stability 1(2). 257–273.


