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Abstract: This article discusses the institutional mechanisms which characterized the degree of the independence of the Brazilian Central Bank since its creation in 1964 until the implementation of the Real Plan in 1994. The relationship between the Brazilian Treasury and the Central Bank is analyzed from a historical point of view and two institutional aspects are particularly discussed: the usage of repurchase agreements and the issuance of Central Bank securities. It is shown that the Brazilian central bank effectively looses control over the money supply when the repurchase agreements are used, and that policy goals of the executive branch of the government are imposed on the Central Bank when the securities are issued, further reducing its autonomy.
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Resumo: Este artigo discute os mecanismos institucionais que caracterizaram o grau de independência do Banco Central do Brasil desde sua criação em 1964 até a implementação do Plano Real em 1994.  O relacionamento institucional entre o Tesouro Nacional e o Banco Central é analizado a partir de uma perspectiva histórica, sendo que dois aspectos são principalmente discutidos: o uso de cartas de recompra e a emissão de títulos pelo próprio Banco Central.  Argumenta-se que o Banco Central perde o controle efetivo sobre a oferta monetária quando as cartas de recompra são utilizadas e que objetivos de política econômica do Executivo são impostos ao Banco Central quando seus títulos são emitidos, reduzindo ainda mais seu grau de autonomia. 
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1. INTRODUCTION

The concept of central bank independence (hereafter CBI) alludes to the alternative arrangements characterizing the relationship between the central bank and the treasury of a particular country.  In general, a central bank is considered independent from the treasury when it has control over the levers of monetary policy, and it is free to set and pursue monetary goals, such as price stability. 

In the past few years, the growing concern with price stability and control over the government deficit, along with a wave of changes in central bank legislation since the end of the 1980s (Chile and New Zealand are common examples), have led to a growing literature on how to prevent the so-called ‘inflationary bias’ that will be present in monetary policy if the central bank is not independent from the Treasury.

This paper analyzes the institutional mechanisms existent in Brazil over the past thirty years which have given the Treasury control over the Central bank and monetary policy.   

2. THEORETICAL BACKGROUND

The importance given to central bank independence relies upon the assumption that policy-makers are subject to an inflationary bias.  This bias refers to the dynamic inconsistency of monetary policy whereby the government has an incentive to either explore the trade-off between inflation and unemployment in an expectational Phillips-curve model of output determination, or to collect inflation-induced revenue (inflation tax), once the monetary policy has been announced.  In the first case, the government is able to induce a higher employment level because an unexpected higher inflation rate reduces the real wage of workers, who are either locked in a nominal wage contract or have imperfect information about the economy’s price level.  Lower real wages represent lower labor costs to employers and result in higher employment levels. 

In the second case, the government is able to increase its revenue collection by taxing the public’s holding of real cash balances.  By increasing the inflation rate unexpectedly, the public cannot reduce its holdings of real cash balances and prevent the reduction of their real value.

In both cases, the government has an incentive to use discretion on the monetary policy implementation to achieve short-run objectives, such as higher revenue and/or employment, in detriment of price stability, once the monetary policy has already been announced and incorporated by economic agents in their decision process.  

The time inconsistency problem that allows for the inflationary bias of ‘discretionary’ monetary policy was first identified by Kydland and Prescott (1977) and Barro and Gordon (1983).  One possible solution to the time inconsistency problem of monetary policy is to create some form of fixed rule to be followed by the government when setting its monetary policy, such as a constant growth rate for the money supply.  Fixed-rules have, however, the disadvantage of not allowing the monetary authorities to react to unanticipated disturbances, such as supply shocks or shifts in the demand for money.  And, although there is a middle ground between a fixed-rule and a ‘discretionary’ policy with arrangements that can improve the credibility of monetary policy, separating the Treasury (which benefits from unexpected changes in the monetary policy) from the central bank (which is actually responsible for the monetary policy) allows for some degree of discretion while significantly reduces the incentive to change policy unexpectedly.

The theoretical problem of central bank independence entails finding ways of insuring that the inflationary bias will be overcome.

Suppose that the central bank seeks to minimize the following single-period loss function:
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In this economy, output obeys 
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 is positive indicating that output will increase if the inflation rate turns out to be greater than expected. 
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 may be interpreted as trend or the full employment output.  The term ut is a random shock.  

Is is assumed that distortions or imperfections in the labor market result in some wage or price stickness and cause the natural rate of employment to be “too low”.  This assumption justifys k being greater than unit in equation (1) above, and allows the loss function to comprise with a government’s objective to seek to raise output above the natural rate.  In this context, the expectational Phillips curve results from distortions or imperfections in the labor market rather than from imperfect information.

Using the output function to eliminate yt from the loss function, minimizing the resulting expression on a period-by-period basis, and taking the expected inflation rate as given, the chosen values for inflation will be:
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Under rational expectations, the equilibrium inflation rate will be:
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If, however, the choice of inflation rate conforms to a consistent rule that takes into account the private agents’ (rational) expectation behavior, the chosen value for inflation will be:
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The inflation rate obtained in equation (4) will also describe the equilibrium output, which will be the same, on average, under the discretionary policy described in (3) and under the consistent policy described in (4).  Because the equilibrium inflation rate will be lower under (4), the outcome in terms of inflation and output is superior under the consistent rule.  The adoption of a discretionary policy (3) reflects the inflationary bias of the government, which results in inflation rates higher than the socially optimum rate.

In the conservative-central-banker approach of Rogoff (1985), the loss represented by higher inflation rates can be reduced if the central bank is allowed to develop a reputation or if the monetary policy is entrusted to a person or institution that weights inflation deviations more heavily than society as a whole, i.e., by appointing a conservative central banker (high w in equation 1).  The author shows that the appointment of a conservative central banker results in lower levels and more stable inflation rates.  Output variability increases, however, as the conservative central banker will be more reluctant to use monetary policy to accommodate real shocks.

In the principal-agent approach of Person and Tabellini (1993) and Walsh (1995), the inflationary bias is reduced by formulating a contract that induces the central banker to behave conservatively by imposing costs on him in case inflation deviates from the optimal level.

In both cases, the monetary authority must be independent from the fiscal authority.  In the case of a conservative central banker, the monetary authority must be able to ensure its preferences about inflation over society’s preferences; if the central banker’s behavior is bound by a contract (principal-agent approach), the monetary authority must be allowed to take action and follow the contract without the interference of the fiscal authority.

Fischer (1995b) further elaborates the problem by pointing to two different forms that CBI may assume: goal independence and instrument independence.  A central bank has goal independence if it is able to set its own policy goals, while it has instrument independence if the central bank has control over the levers of monetary policy to attain the established goals.  Rogoff’s conservative central-banker has control over the monetary policy and seeks the goal of price stability according to its own loss function, having therefore, both instrument and goal independence.  The central-banker in the principal-agent approach, however, has control over the instruments of monetary policy but has to pursue the goals established in its contract.  In this case, the central-banker has instrument but not goal independence, although it is held accountable for the outcome of the implemented monetary policy
.

Examples of conservative central-bankers can be found, among others, in the German Bundesbank, the Swiss National Bank, and in the American Federal Reserve.  The system recently implemented in New Zealand provides an example of the principal-agent approach: the central-banker has to pre-announce an inflation target and his position is on the line in case the target is missed, and no external shocks justify the deviation from the announced target.

Although the delegation of authority to an independent central bank has often been criticized on the grounds that it entrusts an important part of economic policy to unelected personnel, empirical evidence suggests that more independent central banks are associated with better economic performance, not only in terms of lower inflation rates, but also in terms of less output variability.

There are several single and multi-country studies on CBI, but the most comprehensive study on the relationship between CBI and price stability is the cross-country analysis of Cukierman, Webb and Neyapti (1992), which includes 72 countries
.  Through the construction of formal and informal indicators of CBI, Cukierman et al (1992) analyze the legal aspects of CBI and show that there is, in general, a negative correlation between CBI and inflation.  The negative correlation is expected because usually the policy implemented in practice is the result of a compromise between the monetary and the fiscal authorities, and a more independent central bank will have a greater input on the outcome, resulting in lower inflation rates on average.  For the same reason, countries with less independent central banks are more likely to develop high rates of inflation when hit by adverse shocks. 

The formal indicators designed by the authors are based on legal issues, such as how the head of the central bank is appointed, how long is his/her term in office, who formulates monetary policy, and what are the central bank’s objectives.  Because central bank charters often lack precise guidelines on the bank’s functions and operations, the authors also use informal indicators based on a questionnaire about the actual practice of the central banks.  The questions involve issues such as the degree of overlapping in the tenures of the head of the central bank and the government, the strictness of limitations on lending to the government, the importance of central bank’s charter in guiding its operations, the priority given to price stability, and the degree of turnover of central bank governors.  Besides the formal (legal) and informal indicators, the authors constructed an index of overall independence, which combines the legal index for CBI with the rate of turnover of central bank governors, allowing the direct comparison among countries.  Frequent changes of the central bank governor are a strong indication of low level of CBI, because it shows that the political authorities have more opportunity to have central bank governors that will follow their policies than governors that will challenge them.  Moreover, frequent turnovers of central bank governors that coincide with the turnover of the government (executive branch or the finance minister) are even a stronger indication of low CBI as it makes the monetary policy susceptible to political changes.

The evidence provided by Cukierman et al (1992) indicates that all countries will annual inflation rates above 50 percent have less than median central bank independence.  Moreover, the turnover of central bank governors significantly contributes to inflation rate variability.  

For industrialized countries, legal central bank independence can be negatively related to inflation rates, and more legal independence limits credit expansions by the central bank to the public sector.   The degree of central bank governor turnover is very low for the industrialized countries and it does not have much influence on inflation rates for this group of countries.

For developing countries, legal independence has little correlation to inflation rates or to the degree of credit expansions to the public sector.  Instead, the degree of turnover of central bank governor seems to be a more important measure of CBI: higher turnover of central bank governors is associated with higher inflation rates and contributes to faster credit expansion to the public sector.  

One possible reason for this result is that, in many developing countries, the law regarding the operation of the central bank is not observed or can be easily circumvented.  Restrictions on lending to the public sector, for example, are often altered through the creation of informal arrangements that, although meant to be only temporary, end up rendering the central bank charter limited meaning.  In the case of Brazil, for instance, the use of letters of repurchase (the repurchase agreements) to assure a stable demand for government securities, and the issuance of securities by the central bank have circumvented the law that prohibits the Brazilian central bank from financing the government and public enterprises.  

On Cukierman et al coding system, the aggregate index for legal central bank independence during the 1980s ranges from a maximum of 0.69 for the Federal Republic of Germany to a minimum of 0.10 for Poland.  Brazil scores at the lower end, along with Taiwan and Pakistan, with an index of 0.21.  The study did not capture, however, the legal changes occurred after 1986.  From a legal point of view, therefore, the coding probably underestimated the degree of CBI of the Brazilian central bank.

The legal or institutional aspects of CBI in Brazil and the relationship between the Central Bank and the Brazilian Treasury characterized by the use of letters of repurchase and the issuance of securities by the central bank are discussed in the following sections.

3. CENTRAL BANK INDEPENDENCE IN BRAZIL

3.1. Institutional Aspects 

Although the institutional aspects of central bank independence do not reveal the actual behavior of the central bank and, therefore, its actual independence, they indicate the degree of independence that legislators meant to confer to the central bank at the time of its creation, and provide the basis for possible legal changes that could enhance independence.

The institutional guidelines regarding the operation of the central bank in Brazil were generally laid out in 1964, when the Central Bank was created.  The changes that did occur regarded, in their most part, the provisions of credit to the public sector and will be discussed bellow
.

Following the legal independence coding developed by Cukierman et al (1992), this section discusses the institutional features that characterize CBI in Brazil, particularly, the institutional aspects concerning the role of the Central Bank in providing credit to the public sector.  

Legal independence is analyzed through four clusters of issues: a) the appointment, dismissal and term in office of the head (or governor) of the central bank; b) the role of the central bank in policy formulation; c) the central bank objectives; and d) the provisions of credit to the public sector.   

The lower the legal authority of the executive branch of the government in appointing and dismissing the central bank’s governor, and the longer his/her legal term in office, the more legally independent is the central bank.  Also, the greater the governor’s ability to formulate monetary policy, the more independent is the central bank.  Items (a) and (b) are related in the sense that, even if the central bank has a decisive role in formulating monetary policy, the central bank will have low legal independence if the central bank’s governor can be easily dismissed by the executive branch of the government when a conflict arises. 

Although only Germany and the Philippines have explicit legal mandates for price stability, a central bank that has price stability as its main or only objective is considered more independent than a central bank that has other objectives along with price stability -- such as stability of the financial system -- or even objectives that conflict with price stability  -– such as full employment.  

Finally, the conditions under which the central bank is (or is not) allowed to finance the public sector indicate its degree of legal independence.  Clearly, the stricter the limitations on lending to the public sector, the more independent is the central bank to pursue price stability.

In Brazil, the governor of the central bank is appointed by the finance minister (or Treasury secretary), which is, in turn, appointed by the executive branch of the government, more specifically, the President.  The governor’s appointment does not have any specific time length, and the contract is at the discretion of the finance minister.  The governor can be dismissed at any moment by the executive, and it is not unusual for the Treasury secretary (finance minister) to dismiss the governor when a conflict between the government and the central bank arises.  In fact, during the years of great economic instability (1980-89), the average tenure of central bank governor was only 15 months.

The role of the Central Bank in formulating the monetary policy is limited.  The finance minister and the Central Bank’s governor, along with a board of directors comprised also of representatives of the private sector, approve together the targets for monetary policy, which always accord with the government established goals.  The Central Bank does not have any influence on the government’s budgetary process, and it does not set the interest rate and the exchange rate independently from the government’s targets for economic activity.  As a result, the central bank’s capacity to promote price stability, which is not included in the bank’s stated objectives, is severely curtailed.  

The low autonomy of the Central Bank of Brazil is also brought to light by the provisions on credit to the public sector.  From a legal point of view, there are two phases in the financing relation between the Central Bank and the public sector in Brazil.  The first one, from the financial reform of 1964-66 to the beginning of the democratic government in 1986, is characterized by a ‘mixed-banking’ operation of the monetary authorities, which assumed fiscal responsibilities along with the Treasury.  In the second phase, the government and Congress implemented institutional changes to unify the Treasury’s accounts under a single budget, and to prohibit the Central Bank from participating in the primary market for government securities.

First Phase  

The structure of the Brazilian monetary authorities operating until 1986 was defined in the reform implemented by the military government in 1964-66.  The main objective of that reform, as mentioned earlier, was to create an institutional framework for government financing through the issue of securities and the implementation of monetary policy.

The central bank functions had until then been performed by the Bank of Brazil (Banco do Brasil), a state-owned commercial bank.  The Bank of Brazil had already been in operation and had branches in several locations in the country, and it was designated as the executing agent of the Central Bank.  In order to perform this function, a special account, called the “movement account” (conta movimento), was established to deal with imbalances of funds between the two institutions.  This account carried interest of 1% per annum on the outstanding balance, and was cleared weekly. 

The Bank of Brazil continued to function as a regular commercial bank and played a central role in launching the massive federal government lending program of the 1970s.  To meet the government lending targets, the “movement account” was used to transfer resources, originally raised by the Central Bank, to the Bank of Brazil.   

The recently founded Central Bank, in addition to receiving resources from the commercial banks and the federal debt, administered fiscal funds derived from the Treasury.  These funds were then transferred to financial institutions to be lent mainly to agriculture, and also to the business sector, through the National Economic and Social Development Bank (BNDES- Banco Nacional de Desenvolvimento Econômico e Social), in order to promote manufacture exports. 

As a result of the financial reform, the first stage of financial intermediation comprised three federal institutions: the monetary authorities (the Central Bank and the Bank of Brazil), the National Economic and Social Development Bank (BNDES), and the National Housing Bank (BNH- Banco Nacional de Habitação).  The objective of the National Economic and Social Development Bank, established in 1964, was to carry out credit operations directed to sectors considered important for the government’s import-substitution investment program.  The National Housing Bank was also established in 1964 to cope with a serious housing shortage.  Its resources depended mainly on savings deposits made to state and federal savings banks
.  All three institutions (BNDES, BNH, and the monetary authorities) could lend directly to final borrowers or non-financial institutions, and provide funds for relending by institutions at a second stage of financial intermediation.   

As a result of the arrangement established by the financial reform of 1965-66, the responsibilities of the monetary authorities were extended beyond its conventional operations: the Central Bank managed development funds and programs, and the Bank of Brazil was also the largest commercial bank in the country.  Both carried out credit operations which, in turn, were determined by the Treasury and ultimately implemented (executed) by the Bank of Brazil.  The passive adjustment of the “movement account” in the Bank of Brazil was used to accommodate increased credit operations (often at subsidized rates) created by the BNDES.  At the same time, part of the resources raised through the sale of federal debt were assigned to the monetary authorities, mainly the Central Bank
.  That is, the institutional framework established by the financial reform resulted in the diffusion of fiscal and monetary responsibilities between the Treasury and the monetary authorities, the Central Bank and Bank of Brazil: the Central Bank was responsible for issuing and managing the federal debt, although its proceeds were rendered to the Treasury to finance part of its borrowing requirements; the Bank of Brazil, besides being the largest commercial bank in the country, also played an important role in executing the Treasury’s sectorial lending operations.  These lending operations were in turn sanctioned by the transfer of resources (adjustments) between the Bank of Brazil and the Central Bank through the “movement account”.

The unconventional operations of the monetary authorities implied that controlling the monetary base and total expenditures required efforts from both the monetary authorities and the Treasury.  For example, according to the Central Bank data for 1985, interest payments on a particular Treasury security (ORTN) totaled Cr$ 9.6 trillions.  The Treasury accounts for the same year shows that Cr$ 5.4 trillions were transferred to the Central Bank to meet interest payments for that particular security.  The difference, Cr$ 4.2 trillion, is unaccounted for in the Treasury’s budget and this amount, owed in interest payments, was probably paid for with new issues of debt.  Because fiscal expenditures were part of the monetary authorities’ budget, part of the fiscal deficit was unaccounted for in the Treasury’s accounts.  The difficulties of achieving fiscal and monetary targets led to institutional changes, starting in 1986, aiming at the consolidation of the federal accounts. 
Second Phase

The institutional changes, that characterized the second phase of public sector-Central Bank relations, were initiated by the newly instituted democratic government in 1986, consolidated in the constitution promulgated in 1988, and are still taking place nowadays, as the general legislation laid out in 1988 is detailed for implementation and approval by Congress.

In 1986, the government initiated an administrative reform that altered the relationship between the Treasury and the monetary authorities in three important ways.  First, the reform created the National Treasury Secretariat (STN- Secretaria Nacional do Tesouro) with the objective of managing the central government’s budget, including its stock of debt and its domestic and external borrowing operations. 

Second, the reform created the so-called “single account” (conta única) for the Treasury at the Bank of Brazil.  The “single account” consolidated the accounts held by the Treasury and promoted a better control of revenues and expenditures, limiting them to the approved budget. 

Finally, the reform demoted the Bank of Brazil from its position as part of the monetary authorities and eliminated the “movement account”.  As a state-owned bank, however, the Bank of Brazil continued its credit operations, but without the passive adjustment in the “movement account”. 

In 1987, the government established the guidelines of the Treasury’s unified budget to be implemented in 1988
. Starting in January, the Central Bank was not to be involved, either directly or indirectly, on any credit operation whose objective was not the implementation of monetary policy.  The issuance of Treasury securities could only be used to finance the public deficit as established and approved by the Treasury’s budget, and to roll over the already existing debt.  The purpose of this determination was to avoid the issuance of debt to finance expenditures not accounted for in the originally approved budget.  Starting in January 1988, moreover, the Central Bank, the Bank of Brazil and the Treasury had to consolidate their assets and liabilities.

Finally, the government transferred the management of the federal government’s debt from the Central Bank to the Treasury, and Congress approved a law which prevented the central bank from participating in the primary market for public debt.    

The reform initiated in 1986 thus legally prevented the Central Bank from financing the public sector, and better equipped the Treasury with the instruments to gain control over its finances: it eliminated the ‘movement account’ in the Bank of Brazil, and unified the Treasury’s accounts under a single budget
. 
From a legal point of view, the institutional measures implemented after 1986 represented an increase in the autonomy of the Central Bank and represented important steps towards independence.

Although legal independence is important, the actual degree of central bank independence, depends not only on the law, but also on more informal arrangements between the Central Bank and the public sector, which can not be captured by an analysis of the bank’s charter.

3.2. Practical Aspects

The relationship between the Central Bank and the Treasury in Brazil is characterized by the use of letters of repurchase (the repurchase agreements) and the issuance of special securities by the central bank.  How did these two aspects of the Treasury-Central Bank relationship affect the degree of independence of the Brazilian central bank? 

The study by Cukierman et al (1992) recognizes the importance of actual central bank practice for price stability, and also measures CBI through the responses to a questionnaire sent to specialists on monetary policy.  Brazil was not included on this part of the analysis, however.  This section analysis the implications of using repurchase agreements and Central Bank-issued securities for price stability and the relationship between the Central Bank and the Treasury.  

3.2.1. Repurchase Agreements

The Brazilian central bank has issued letters of repurchases since its creation during the financial reform of 1964-66.  The use of repurchase agreements for government securities particularly during the last years of the 1980s, revealed an important aspect of the low degree of independence of the Brazilian central bank.  As the market became increasingly wary of government securities, it became more difficult to place federal debt in the market.  The prices that government securities were able to command were falling and their yields were on the rise.  In order to guarantee a stable demand for government securities at a particular interest rate and help the Treasury finance itself in a context of falling credibility and market pressure for higher yields (or larger discounts), the Central Bank used the repurchase agreements to calm the market and prevent a sudden rise on the interest rate on government securities.  Financing the Treasury and guaranteeing the market for government securities were the primary concerns of the Central Bank.  By preventing a fall in the price of government securities, the Central Bank in effect pegged the nominal interest rate and lost control over the money supply.  On the other hand, the Central Bank helped the Treasury to roll over its unsustainable debt in detriment of price stability. 

The implications of using repurchase agreements for price stability will be analyzed through their effect on the money supply (M1) and on the interest rate when there is an increase in the demand for real cash balances.  In the following discussion, I let aside the debate about the so-called transmission mechanism (from money to prices) and assume throughout that increases in the money supply ahead of output growth will, eventually, result in higher prices.

Suppose the public believes that the inflation rate for the next period will turn out to be higher than the inflation rate expected by the Central Bank -- which determines the indexation on government securities -- and that holders of government securities will suffer a loss.  Agents will want to sell their officially indexed securities, converting them into cash, in order to acquire some other asset believed to offer a positive real return.

Given the legal capital leverage required by the Central Bank, a simplified, yet typical, portfolio of a financial institution in Brazil is comprised of interest-bearing deposits on the liability side, and of government securities on the asset side
.  Let the interest paid on deposits be id  and the interest received on government securities be iS.

Facing increasing deposits’ withdraws (or a rise in the demand for cash balances), the  financial institution has two options: it may either sell part of its assets to provide the demanded cash, or it may increase the interest rate paid on deposits (id ) to attract new deposits and/or convince part of the public to keep their money in the form of interest-bearing deposits.  It may, of course, do both.  In fact, if the increase in the demand for cash is too sudden, the institution will probably have to sell assets and increase interest paid on deposits, shedding some of its capital.  But for the sake of the argument, lets assume that the institution will choose either to sell assets or to increase id , but not both.  We can then analyze the effect of an increase in the demand for cash balances under two scenarios: (a) absence of repurchase agreements and (b) presence of repurchase agreements.

a) Absence of Repurchase Agreements

As indicated above, the financial institution facing deposits withdrawals may either sell assets (government securities in this case) or raise the interest paid on deposits, id. In the absence of repurchase agreements, the analysis is standard and the Central Bank may or may not choose to accommodate part of the increase in the demand for real balances. 

Institutions sell assets

A generalized increase in interest-bearing deposits withdrawals leads the financial institutions to sell off their holdings of government securities in the secondary market.  The price of securities will fall pushing yields upwards until a new equilibrium is reached.  There will be no effect on the money supply (M1).  The resulting increase in the interest rate, however, will rise the costs of new issues of interest-bearing debt by the Treasury.  In the case of floating rate debt, the increase in the interest rate will not only rise the cost of new issues, but also increase interest payments on the outstanding stock of government securities. 

If the pressure on yields is considered too sharp, the Central Bank may acquire government securities in the secondary market accommodating part of the increase in the demand for nominal balances and stabilizing the interest rate.  In this case, there will be a positive effect on M1 and on the interest rate, depending on the degree of monetary accommodation. 

Institutions raise id
If the financial institutions opt to increase the interest rate paid on deposits, two situations arise.  In the first one, the newly increased id is lower than the interest rate received on government securities (id < iS), but sufficiently high to convince depositors to stick to their original portfolios.  In this case, there will be no impact on M1 or on the cost of issuing new government securities, at least in the short run.

In the second situation, the increase in id sufficient to convince agents to maintain their portfolios is higher than the interest received on government securities (id > iS).  The financial institutions’ liabilities will be increasing faster than their assets, and they will have to sell the government securities at their portfolios in order to pay the higher id.  As securities are sold in the secondary market, their prices will fall and their yields will increase until iS is at least equal to id, reestablishing the equilibrium between assets and liabilities.  Again there will be no effect on M1, but the cost of issuing new government securities will be higher.  This result is equivalent to the one obtained when financial institutions sell assets and there is no monetary accommodation.   

b) Presence of Repurchase Agreements

How does the presence of repurchase agreements change the results of the analysis above? With repurchase agreements, the Central Bank no longer has the option of not repurchasing government securities in the secondary market when dealers (financial institutions) want to sell them.  Once more, lets assume that the financial institutions facing an increase in the demand for cash balances can either sell their assets or increase the interest paid on deposits.

Institutions sell assets

Once more a generalized increase in interest-bearing deposits withdrawals will lead financial institutions to sell off their holdings of government securities in the secondary market.  In the absence of the repurchase agreements, security prices would fall pushing yields upwards until a new equilibrium was reached.  With the repurchase agreements in place, however, the Central Bank will stand ready to repurchase the securities and prevent the prices’ fall.  As a result, the securities sell off will not depress their prices and, therefore, not increase the interest rate.

Because the Central Bank stands ready to buy government securities on the secondary market preventing adjustments on the interest rate, an increase in interest-bearing deposits withdrawals will ultimately cause an increase in M1.  As the interest rate on government securities stays pegged, the cost of new issues remains constant.  Moreover, in the case of floating rate debt, by avoiding the otherwise increase in the interest rate, the Central Bank prevents interest payments on the outstanding stock of government securities from rising as well. 

If the securities sell off is considered too great, instead of simply providing M1, the Central Bank may offer the market to swap ‘old’ securities for ‘new’ ones at a higher discount.  With their assets rendering higher interest, the financial institutions can increase the interest rate paid on deposits (id), and bring the increased demand for cash balances to a halt.  In this case, the effect on the money supply will depend on the degree of security swaps, remaining constant if all ‘old’ securities are swapped for ‘new’ ones, or rising if only a fraction of the ‘old’ securities is swapped.  The effect on the cost of issuing new government securities is, however, unambiguously positive.

Institutions raise id
Facing an increased demand for cash balances, financial institutions may increase the interest rate paid on deposits to prevent withdrawals.  If the increase in id sufficient to convince depositors to stick to their original portfolios is such that (id < iS), there will be no impact on M1, or on the cost of issuing new government securities, at least in the short run.  The increase in id will simply squeeze financial institutions’ profits.   

What if the required increase in the interest rate paid on deposits would result in id being greater than iS ?

As stated earlier, financial institutions’ liabilities will be increasing faster than their assets, and they will have to sell the government securities at their portfolios in order to pay the higher id.

In the absence of repurchase agreements, as securities are sold, their prices fall, rising yields until a new equilibrium (id = iS) is reached.  With the repurchase agreement in place, security prices do not fall because the Central Bank is standing ready to acquire them.  If prices do not fall and, therefore, yields do not rise, iS will never equal id.  The persistent gap between id and iS will result in the complete depletion of financial institutions’ securities and, eventually, lead to their insolvency. 

The gap between id and iS will not persist in the presence of repurchase agreements, however, if the Central Bank provides ‘new’ securities at a higher discount in exchange for the ones being sold in the market.  That is, if the Central Bank swaps the ‘new’ securities for the ‘old’ ones, instead of increasing the money supply.  In this case, there will be no effect on M1, but the Central Bank will be sanctioning the interest rate increase promoted by the financial institutions and, therefore, causing an increase in the cost of issuing new government securities. 

Because financial institutions have no guarantees that the Central Bank will provide higher discounted securities, the situation just described is not likely to occur.  Security swaps have occurred, however, as the Central Bank tried to control the money supply and yet was obliged to repurchase government securities in the secondary market. 

The most important aspect of the usage of repurchase agreements for CBI is that the Brazilian central bank effectively lost control over the money supply, as it stood ready to buy government securities on the secondary market letting the money supply to float and accommodating any increase in the demand for cash balances.  That is, the Central Bank did not provide any anchor to the money supply.

A second aspect of the usage of repurchase agreements for CBI is the subordination of the Central Bank to the financial needs of the Treasury.  By offering guaranteeing a stable demand for government securities, the Central Bank helped the government place them in the market even though the federal domestic debt had assumed an unsustainable path during the 1980s.  Moreover, by calming the market and preventing a run on the government debt, the Central Bank prevented a rupture on the market for government securities and guaranteed that the Treasury would be able to finance itself in the future once stability was achieved.  The use of repurchase agreements meant that the Central Bank functioned as a lender of last resort, not to the market, but to the Treasury itself, and relinquished its role of protecting the value of the country’s currency. 

As the borrowing requirements of the central government increased dramatically after 1986, the Central Bank started relying more and more on repurchase agreements to convince market participants to hold Treasury securities, even if only for one day.  The Central Bank was, in practice, financing the Treasury, even though the constitution of 1988 prohibited it from buying Treasury securities in the primary market.  The scheme ‘worked’ for everybody: the Treasury could have instant cash and finance itself; the market could protect their wealth from the effects of inflation and earn a positive attractive real return.  The Central Bank, however, became hostage of the situation, losing control of the monetary policy.  As the fiscal stance of the Treasury did not allow for much leverage, the market dictated the interest rate on the primary market for government securities and ultimately determined the money supply.  

3.2.2. Central Bank Securities

The second characteristic of the relationship between the Treasury and the Central Bank is the use of securities issued by the Central Bank.  These securities are part of the Central Bank liabilities, and their issues are backed by holdings of securities issued by the Treasury. 

The first security issued by the Central Bank was the Central Bank Bill (LBC-Letras do Banco Central), created in 1986.  The LBCs were created to enable the Central Bank to increase interest rates without imposing losses to financial institutions holding securities previously issued by the Treasury, the price-indexed ORTN and the pre-fixed LTN.  By avoiding losses to financial institutions, the Central Bank prevented problems for the placement of Treasury securities later on. 

The second Central Bank security, the Central Bank Bond (BBC- Bonus do Banco Central) was issued in 1991 after the government implemented the financial siege that resulted in the compulsory increase in the average maturity period of its debt.  The Treasury securities held by the Central Bank were of longer maturity and not well accepted by the market in a time when inflation was making a strong come back.  According to the Central Bank, in order to facilitate the operation of the monetary policy, the Central Bank issued the BBC, of shorter maturity. 

The Central Bank Note (NBC- Notas do Banco Central) was issued later on in 1991 and is backed by the Treasury-issued National Treasury Note (NTN-D –Notas do Tesouro Nacional, série D).  Both securities, the one issued by the Treasury and the one issued by the Central Bank, share the same characteristics, except for their maturity periods. Having a maturity period of no longer than a year, the security issued by the Central Bank is more tradable than the longer maturity Treasury security.

Finally, the Central Bank issued the Central Bank Special Note (LBCE- Letra Especial do Banco Central) in 1994.  The costs to local governments (states and municipalities) of financing their debts was higher than the cost to the federal government, as their securities were being traded at a rate 4.4 percent higher than federal securities.  The Central Bank’s charter allows only the central government to use credit lines at the Bank.  In order to circumvent the law and yet be able to finance the local governments, the National Monetary Council (CMN) authorized the Central Bank to issue securities to be exchanged for securities issued by local governments.  

The issuance of Central Bank securities reveals another aspect of the low degree of independence of the Brazilian central bank.  It shows how the goals of the executive branch of the government are imposed on the Central Bank, which ends up financing the government, even at the local levels, and at the same time, protecting the market to make sure that the Treasury will continue to be able to finance itself. 

4. CONCLUDING REMARKS

This article has analyzed the degree of central bank independence in Brazil based on the criteria proposed by the literature, and discussed two aspects of the relationship between the Treasury and the Central Bank, the repurchase agreement and the issuance of securities by the Central Bank.  Central bank independence refers to the alternative arrangements characterizing the relationship between the central bank and the treasury.  A central bank is considered independent from the treasury when it has control (formally and/or informally) over the levers of monetary policy, and it is free to set and pursue monetary goals, such as price stability. 

This article has discussed legal and practical aspects of the degree of independence of the Brazilian central bank.  The degree of legal independence of the Central Bank, although still low, has increased after the administrative reform initiated in 1986, and sanctioned by the constitution promulgated in 1988.  Since 1988, the Central Bank has not been allowed to acquire Treasury securities in the primary market or finance any state-owned enterprises.

Although legal independence is important, the actual degree of central bank independence, depends not only on the law, but also on more informal arrangements between the Central Bank and the public sector, which can not be captured by an analysis of the bank’s charter.  Two aspects of the practice of the Brazilian central bank were discussed: the use of repurchase agreements and the issuance of securities by the Central Bank.  The Central Bank’s ability to control the money supply is discussed in two scenarios: in the absence and in the presence of repurchase agreements.  It is shown that the Brazilian central bank effectively looses control over the money supply when the repurchase agreements are used.  The issuance of securities by the Central Bank has indicated how policy goals of the executive branch of the government are imposed on the central bank, further reducing its autonomy.
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� The distinction pointed out by Fischer can be also found in Grilli et al (1991) under political independence (the capacity to set goals for monetary policy) and economic independence (the capacity to choose and use the instruments of monetary policy necessary to achieve the goals). 


� See Cukierman et al for a vast list of articles dealing with CBI.


� During the years of 1967 to 1979, there were changes in the composition of the Bank’s board of directors, intended to bolster the authority of the executive branch of the government.  Although these changes cannot be considered unimportant from the political point of view, they did not affect the modus operandi of the Central Bank, and therefore its degree of CBI as measured by the legal independence code of Cukierman et al (1992).  For an account of these political changes, see Maxfield (1997).


� Until 1964 tenancy laws virtually froze nominal rents by indefinitely extending rent contracts after their maturities, at the tenants option. Since annual inflation rates were high (92% in 1964), home owners would rather leave the property vacant, causing the housing shortage.


�  For example, interest payments on the public debt were included in the monetary, rather than in the fiscal budget. From 1980 on, interest payments are included in the fiscal budget.


�  Details about the first unified budget were laid out on government’s Decree no. 94442.


�  Although the “single account” has helped the government to limit expenditures to the approved budget, changes are easily made by the Senate through additions of expenditure items to the original budget under “supplementary items”. An important source of pressure has come from local governments.


� A stylized balance sheet of a typical financial institution dealing with government securities in Brazil is:


 Assets����__________      Liabilities___________


    LFT        | interest bearing deposits 


     capital    | 
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