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Abstract Central Bank Independence (CBI) is the
ability of a central bank to control monetary instruments. It
reflects the set of limits on the Government’s influence on
managing a central bank’s monetary policy. CBI can be
restricted or dilated on personnel, objective, policy, and
lending aspects. There is quite ample empirical evidence
that CBI helps reduce inflation and stimulate growth.
However, some countries with high CBI still witness high
inflation. This paper seeks to understand when central bank
independence  would promote inflation control
effectiveness. By establishing a mathematical predictive
model, the study shows that a certain level of dependence
between the central bank and the Government will
facilitate the dual goals of price stability and economic
growth. The empirical evidence from Vietnam, where the
Communist Party leads both entities, reveals the U-shaped
relationship between CBI and inflation, but not growth.
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1. Introduction

In the 1980s, Central Bank Independence (CBI)
emerged as a recipe for avoiding the rampant inflationary
consequences of short-sighted electoral ambition [3].
Practical advice, promoted and accepted by international
bodies and policymakers [8], was to delegate monetary

policies to independent central banks. Many studies show
that CBI was associated with inflation decrease, growth
improvement, financial instability, and monetary policy
credibility [4, 5, 12, 19, 20, 24, 25, 34]. Walsh[37] used
rigorous mathematical demonstrations and proved that
delegating monetary policy to the central bank with a
contract could eliminate the inflationary bias. Such a
contract imposed a penalty on higher inflation, forcing the
central bank’s governor to opt for eliminating inflationary
trends while preserving his(ther) full monetary
independence. CBI had impacts on monetary policy, fiscal
policy coordination, political institutions, democracies,
and crisis responses [1, 12, 18, 21, 26, 28, 30, 32, 33, 35, 36,
38]. However, counterexamples were found in several
studies: a high level of independence could increase stock
market volatility and contribute to financial instability [27],
and central banks with more independence had lesser
willingness to prevent financial crises [6].

In Vietnam, the Communist Party leads both the
Government and the State Bank, therefore, there is no full
central bank independence by institutional regulation.
There is a need to investigate CBI versus growth and
inflation. The optimal level of the central bank’s
independence in Vietnam interests politicians from the
Communist Party. This paper establishes a mathematical
predictive model to look at the convergence of policies
between the State Bank and the Government and their
dynamics in terms of long-run inflation in Vietnam.

CBI was often identified as the central bank’s credibility
in implementing monetary policy [2]. Grilli et al.[21]
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realized CBI in terms of political autonomy — the ability of
central banks to decide on the final objectives of monetary
policy — and economic autonomy — the central bank’s
operational freedom. Cukierman et al.[14] measured the
central bank’s independence in personnel, objective, policy,
and lending aspects. Personnel independence indicated the
restrictions of the Government’s influence on the
membership or tenure of a central bank’s board of directors.
Objective independence included the central bank’s ability
to set targets or select instruments of monetary policy.
Policy independence reflected the central bank’s authority
in formulating and implementing monetary policy. Finally,
lending independence limited the Government’s ability to
use central bank loans to finance its expenditures, avoiding
the dependence of monetary policy on fiscal policy. The
institutional designs of central banks differed across these
dimensions, resulting in different levels of CBI.

Academics broadly believe that a higher degree of
central bank independence and a clear mandate to control
inflation are essential institutional tools to ensure price
stability. Indeed, more than 70% of central bank reforms
worldwide from 1970 to 2012 increased their CBIs [9, 19,
29]. The basic rationale is that the Government favors
economic growth and accepts a trade-off with suboptimal
inflation. This phenomenon is called “inflation bias.”
Rogoff[31] proposed delegating monetary policy to an
independent and “conservative” central bank to alleviate
the inflationary bias. “Conservativeness” means that the
Governor of the central bank is more averse to inflation
than the Government, so (s)he places more weight on price
stability than the Government does.

There was quite ample empirical research on the
relationships between CBI and inflation as well as growth
[7, 11, 14, 17, 19, 33, 35]. Regressions on the relations
between CBI and inflation and growth [2, 19] were very
sensitive to samples. Cukierman (1994) summarized the
empirical findings in the correlation between CBI on the
one side and inflation and economic growth on the other
side as follows:

(1) In industrialized countries, inflation is negatively
correlated with the legitimate CBI indices but not
with central governors’ turnover ratios.

Among the industrialized countries, the legitimate
CBI indices are not correlated with economic growth.
Among the developing countries, the legitimate CBI
indices are not correlated with inflation. However, the
turnover ratio is associated with inflation.

Among the developing countries, after controlling for
other factors, the turnover ratio is correlated with
economic growth, but the legitimate CBI indices are
not.

2
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Since Vietnam is an emerging nation, the two latter
points (3) and (4) are likely to apply. However, there was
little research on CBI in Vietnam. Huynh (2021) examined
the link between Vietnam’s CBI and inflation in
1997-2020 and found that inflation was better controlled
when CBI was improved.

For China, in the period 1970-1994, like Vietnam, both
the Government and the People’s Bank of China were led
by the Communist Party, the central bank independence
was low (0.21). However, its economic achievement and
inflation stability were remarkable. China had miraculous
economic growth in 1978-1994 and soon became the
second-largest economy in the world. From 1994 up to
now, China’s CBI increased significantly, with higher
independence in personnel appointment, target setting, and
central bank’s policy control. The People’s Bank of China
has implemented appropriate monetary policies since 1997,
which helped this country overcome the world financial
crises. The case of China suggests that the optimum level
of CBI might be higher if the economy is developed to a
certain threshold.

This paper provides a mathematical theoretical model on
the CBI’s relation with long-term inflation and economic
growth in Section 2. The model shows that the relation is
non-monotonic. The regression model indicates the
empirical evidence in Vietnam. The independence of the
State Bank of Vietnam is measured for the period
2013-2020 following the approach of [15]. CBI from
1997-2012 1is referred to [19]. The results obtained are
presented in Section 3. Section 4 is devoted to conclusions
and recommendations.

2. A Theoretical Mathematical Model

Let’s start with the objectives of the government and the
central bank and their loss functions in pursuing their
targets. Suppose that capital flows are broadly neutral and
that the exchange rate is stable.

First, assume that the government desires to maintain
economic growth and seeks to minimize its loss function:

1 a *\2

L0 =om (=)

in which 7, denotes the real inflation rate; y, and y; are

real and desired (targeted) output growth rates,

respectively; and o is the government’s weight on

stabilizing output (o > 0). The output growth rate is derived
from the Lucas supply function (Hof, 1987) as follows:

@2.1)

V=7 T N, 2.2)
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in which mf is the expected inflation rate and y, is a
random shock with zero expectation and variance aﬁ. The
rational expectation of inflation depends on the available
information at the current period.
Taking the first-order condition of (2.1), we obtain:
oL°

_=0c>7r,+a(7r[—7rf+,u,—y7)=0c>

or,

@(a+1)7r,=a(7rf—,ut+y:) (2.3)
The optimal inflation rate m; is derived from (2.3) and
written as follows:

7, =——(z—p,+,) (2.4)

a+1

According to (2.4), the inflation rate 7, to minimize the
government’s loss function depends on expected inflation
ny and desired output growth y;. The equation (2.4) also
shows that m; is increasing in o, which means that if the
government takes the output target as its priority, it will
lead to higher inflation.

In the long-term, the expected inflation rate equals the
actual inflation rate. Formula (2.4) is rewritten as follows:

Taking the expectation of both sides of the equation (2.4)
yields the following:

7 _L(ﬁr —/J,+y:)<:>72'[—iﬂ' ="
a+l

"a+l a+1""'

or T, =ay, —oy, (2.6)

The first term to the right of the equation (2.6), ay{, is
the inflation bias. In many cases, a country with a high
inflation bias will face credibility problems, as economic
actors recognize that the government encourages
unexpected inflation. The second term to the right of the
equation (2.6), au;, reflects how the output shock affects
inflation. To keep price stability, the government needs to
reduce its weight on achieving the economic growth target.

From the central bank’s side, suppose a “conservative”
central bank governor is put in charge of monetary policy.
Conservatism means that this governor is more inclined to
fight inflation than the government. The central bank’s loss
function can be written as follows:

I+ , « £\2
= Tﬂt +E(yt -V )
in which ¢ indicates the governor’s adverse to additional
inflation.

A total loss function representing the mixed roles of the
central bank and the Government is given as follows:

M, =yl +(1-y)L°

s 2.7)

(2.8)

in which y denotes the degree of central bank independence,
i.e., to what extent the central bank's loss function affects
monetary policymaking. If y =1 the central bank is utterly

determinative of the monetary policy M;. Substituting (2.2)

467

into (2.8), we get:

1+ , « . )2
=7 > uz +5(ﬁz_ﬁz+/uz_yz) +I

1 *
+(1—7/)[57rt2 +%(7T; — 7+ =y, )2} (2.9

The optimal inflation 7, that minimizes the central
bank’s loss function can be derived from the first-order
condition of (2.9):

oM,
or,

<:>7[(1+5)”; +a(7rt—7rf+,u,—y:ﬂ+

0

+(1—}/)|:IZ', +a(7r,—7rf+,u,—y7)}=0
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=ya (- +y, ) +(1-7)a(z - p,+y))
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or

o

(7 -u+y) @10

T, =—
l+ey+a
Equation (2.10) also shows that if there is a shock, x, >0,
the real inflation will decrease. Vice versa, if 1, <0, the real
inflation is higher than the targeted inflation.
We recall the formula (2.4) for minimizing the
government’s loss function:

7 :ﬁ(ﬂ;_ﬂ: +yt*)

Since € > 0 and y > 0, comparing (2.4) and (2.10) shows
that the central bank’s inflation rate will be lower than the
government-run inflation rate.

In the long-term, the expected inflation rate equals the
actual inflation rate. Formula (2.10) turns out to be as
follows:

2.4)

a
Ty = a+1(”t_#t+yg)
or
=2 2.11
; 1+6}/)G 1+g}/ﬂr (2.11)
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This expression shows that the inflation bias (first term
on the right side) is lower for ¢ > 0 and y > 0, which means
that delegating monetary policy to an independent and
“conservative” central bank could lower inflation.
According to equation (2.11), both central bank
independence and inflation aversion are essential. If the
central bank governor has the same aversion to inflation as
the government (i.e., ¢ = 0), the central bank’s
independence y no longer matters. Similarly, central bank
conservatism is unnecessary if the government entirely
administers the central bank (i.e., y =0). There are different
combinations of ¢ and y that can yield the same results. For
each given e = & >0, there exists an optimal value y* € (0,
1) where the loss function reaches its minimum value.
Based on the degree of conservatism of the central bank,
we can allow the central bank a certain degree of
independence so that the loss to society is minimal.

The benefit of the central bank depends on the social loss
and the transfer it receives: U, = T, — L; where U, is the
benefit of the central bank, T; is the transfer, and L, is the
social loss. L; is defined as follows:

1 N2 A \2
Lt:—(ﬁ, -7 ) +—(yt—yt) (2.12)
2 2
in which m*is the targeted inflation.
The transfer 7T takes the form:
I=C-ay,r, (2.13)

where C is a constant. Then, the central bank’s loss
function will be:

I, =%(ﬂt —72'*)2 +%(yt —yt*)2 +ayr, (214

Differentiating this expression with respect to m,, we
obtain:

al, 0
or

t

c>(7r, —ﬁ*)+a(yt—y:)+ay: =0
on =1 -ay, =7r*—05(7rr—7zf+,u[)

e (l+a)r, =7 +ar’ —ay,

Then, we get optimal 7, to minimize the central bank’s
loss:
T tar, «a

m=————te—y,

2.15
! 1+ l+a ( )

Since m* = mf, the expression (2.15) is rewritten as
follows:
* [24
T,=T ——— U, (2.16)
l+a
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Equation (2.16) shows that if there is a shock, x, > 0, the
real inflation will decrease. Vice versa, if u; < 0, the real
inflation is higher than the targeted inflation.

Substitute (2.16) into (2.2), the output growth function is
as follows:

. a 1
=7 -7 +u=py—-———u =——qpu (2.17)
yt t ll'lt ll'lf 1+aﬂt 1+a/'lt

When the Lucas supply function (equation 2.2) is
expanded to maintain output, the supply function will be
transformed to the following:

Y, =pYo T -m ty,

inwhich p € (0, 1) is the maintaining parameter.
The long-term social loss function takes the following
form:

(2.18)

(2.19)

e[S

where ﬂ 6(0,1) is the discount rate, and E, is the

expected loss at period 0.

Using the first-order condition of the equation (2.19), the
inflation rate that minimizes the loss function is determined
as:

. ay . a+ e’

T,=7 + ¢y — 2.20
t l—ﬂp—ﬁc y[—l 1+a_ﬂp2+/8€2yl ( )

in which

A 1 2 2)? 2
c=—1- —4Jl 1= —4q, >0
2ﬂp{ B’ —(1-Bp*) —4app } 2.21)

According to equation (2.21), the inflation trend depends
on the past output growth rate and the targeted one set by
the government. If the output growth of the previous year is
positive (y;_q > 0), the current year’s inflation will
decrease. Similarly, if the desired output y* is high, the
actual inflation will be higher than the targeted inflation.

A2
_atfe <y,
l+a-pp*+ pé’

so adverse shocks will increase inflation.

Once again, the coefficient u = _

3. Experimental Studies

There are many researches measuring CBI [2, 12, 19,
21]. Among these, [19] published the most comprehensive
dataset of central bank independence (CBI) built on the [15]
index (CWN) for 182 countries from 1970 to 2012. This
dataset encoded the existence of reforms in 6,764
observations and calculated the CWN index for 5,866
observations.

CWN method of [15] used 16 variables divided into four
groups. Group 1 involved terms of office, appointment,
dismissal, and holding other positions of the central bank’s
chief executive officer (CEO) in the government (denoted
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as cuk _ceo). Group 2 related to policy formulation and
decision-making when there were conflicting views
between the central bank and government agencies in
implementing monetary policy and budgeting process
(variable cuk_pol). Group 3 reflected the references to the
ultimate goal of monetary policy in the central bank law
(variable cuk_obj). Group 4 concerned the ability of the
public sector to borrow from the central bank, such as
limitations on the advances, amounts, terms, interest rates
of lending from the central bank to public agencies
(variable cuk_limlen). Each of the above sub-variables
was given a specific score, as shown in the Appendix. The
weights for the components were as follows: CEO 0.2,
policy formulation 0.15, objectives 0.15, and limitations on
lending to the government 0.5 [15].

Table 1 shows the scores of the above four components
of Vietnam’s CBI from 1997 to 2012 estimated by [19]
based on the CWN method. There was no data on CBI from
1996 and earlier in Vietnam.

Cukierman et al.[12] identified cuk ceo by four
sub-variables of Group 1, including CEO’s term of office
by year, agency appointing CEO, terms related to the
dismissal of CEO, and finally, the eligibility of CEO in
holding other offices of the Government. Garriga[19]
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assigned value zero to cuk_ceo, which meant that all four
sub-variables in Group 1 had value zero; since the SBV
governor’s tenure was less than four years, the prime
minister assigned the SBV governor, the government
decided the discharge of the governor without reason. The
Law on the State Bank of Vietnam did not prohibit the
governor from having another management position in the
governmental offices. Although these scores were assigned
correctly following the CWN method, these justifications
did not entirely reflect the situation in the Vietnamese
context, where the Communist Party had the decisive role
in almost all aspects of the economy, and the government
did not have overwhelming power over the state bank.

The score on policy formulation independence was also
as low as 0.08. The independent index of the State Bank of
Vietnam was relatively low and almost unchanged
throughout the period 1997-2012.

The independence index of the State Bank of Vietnam in
2012 was lowest among 179 countries in Garriga’s sample.
In the research of [2], the CBI of Vietnam ranked 113"
among 163 central banks in late 2003.

Following the CWN method (see Appendix 1), the CBI
index is calculated for 2013-2020. The scores are shown in
Table 2.

Table 1. The State Bank of Vietnam's independence index, from 1997 to 2012
Variable. cuk_ceo cuk_pol cuk_obj cuk_limlen
CBI
Weight 0.20 0.15 0.15 0.50
From 1997 to 2002 0 0.0825 0.40 0.1537 0.1492
From 2003 to 2012 0 0.0800 0.40 0.1537 0.1488
Source: Garriga[19]
Table 2. Vietnam’s CBIs from 2013 to 2020
Group Variables Score Group mean score
Term of office 0.5
Chief executive officer Who appoints CEO? 0.5
o 0.4575
(cuk_ceo) Dismissal 0.83
May the CEO hold other offices in Government? 0
Who formulates monetary policy? 0.67
Policy formulation (cuk_pol) Who has the final word in a resolution of conflict? 0.8 0.4900
Role in the Government’s budgetary process 0
Objectives (cuk_obj) Price stability 0.6 0.6000
Advances 0
Securitized lending 0
Terms of lending 0
s . Potential borrowers from the bank 1
Limitations on lending to the
government (cuk_limlen) Limits on central bank lending defined in 0 0.3337
Maturity of loans 0.67
Interest rates on loans 1
Central bank prohibited from buying or selling government securities in 0
the primary market?
Average 0.4219

Source: Author’s estimation based on CWN method (Cukierman et al. 1992)
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Applying Cukierman’s method to Vietnam, the SBV’s
independence index in the period 2013-2020 is 0.42, which
is close to the independence level of US and Canadian
central banks. The SBV’s independence has improved
significantly in all aspects as compared to the period
1997-2012.

Table 3 provides the regression results of inflation and
GDP growth on the CBI based on various datasets and
samples from [9, 15, 19, 23, 29]. Huynh [23] employs
quarterly data for Vietnam, and no lagged values are
included. Arnone et al.[2] used ordered probit model for 32
emerging economies. The other models' used annual data
of various countries, with the lagged value of output.

Table 3 shows that CBI has a negative effect on inflation
in most studies and pooled samples. Although the

The Central Bank Independence in Relation to Inflation and Growth: An Empirical Evidence from Vietnam

relationship between CBI and growth is generally positive,
the relations are not statistically significant in the pooled
sample and the sample of CWN. In high-income countries,
the association is negative. The relationship between CBI
and inflation in Vietnam is negative, based on data
collected quarterly from 1990Q1 to 2020Q4 [23].

The mathematical model in section 2 suspects that
inflation is not linear to CBI, and too high CBI may not
effectively control inflation. A quadratic model of inflation
for CBI is considered.

Using CBI data of Vietnam from 1997 to 2020, the
regression models with the dependent variables being
inflation and GDP growth, and the independent variables
including CBI and CBP® provide the results presented in
Table 4.

Table 3. Relationship between CBI and inflation and growth

Dependent variable Inflation GDP growth
Model CBI measure (sample) Coefficient (t-statistics) N Coefficient (t-statistics) N
Garriga -174.62 .587
1 5672 5474
(full) (-4.01)%** (1.02)
Garriga -26.50 -1.310
2 1897 1819
(high income) (-3.72)%*=* (-1.73)*
Garriga -329.87 3.267
3 3775 3655
(middle & lower income) (-4.20)*** (3.86)***
-292.01 3.696
4 CWN 1470 1364
(-1.03) (1.10)
Garriga -173.85 5.307
5 1470 1364
(model 4) (-0.70) (2.01)**
. . -293.19 1.993
6 Polillo and Guillen (2005) 985 965
(-1.29) (1.60)
Garriga -427.53 2.698
7 985 965
(model 6) (-2.10)** (2.46)**
. -241.45 1.864
8 Bodea and Hicks (2015) 2305 2273
(-3.80)%** (3.22)%%*
Garriga -273.81 1.669
9 2305 2273
(model 8) (-4.09)%** (2.77)%%**
Huynh -116.58
10 (Vietnam) (-4.68)%** 124
1 Arnone et al. (2009) 0.73%% 1

(emerging economies)

Source: [19, 2].

Table 4. The relationship between CBI and inflation and GDP growth in Vietnam from 1997 to 2020

Dependent variable Inflation GDP growth
Coefficient t-statistics Coefficient t-statistics
Constant 4266.53 2.725%* 7.6062 14.139%%*
CBI -38683.48 -2.720%* -4.0379 -2.215%*
CBP 67750.85 2.720%*
N 24 24
R’ 0.2776 0.1824

Source: Author’s calculation
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The coefficients are statistically significant, in which
CBI’s coefficient is negative in both models, and CBF is
positive in the inflation model.

Figure 1 indicates that the actual and fitted values of
inflation and GDP growth follow the same patterns with
their residuals in each model. However, the models can
only explain 28% of the inflation variation and 18%
variation in GDP growth over time.

Figures 2a and 2b indicate that the residuals are not
autocorrelated or partially correlated, so the residuals of the
two models are stationary. The models are appropriate for
further explanation.

The relationship between inflation, GDP growth, and
CBI in Vietnam can be depicted as equations (3.1) and
(3.2).

25
[ 20
A 15
10
V
15 5
10

0 A/\ -
\/V %

5 10 15 20

-5

-10

Actual: INF (GROWTH) observations

Residual —— Actual —— Fitted |
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INF = 4266.524862 —38683.4796 * CBI + 67750.84982 * CBI?
(2.725072)** (-2.720577)**  (2.720165)**

3.1)
GROWTH = 7.606171483 - 4.037887835*CBI

(14.138) %% (=2.215)** (3.2)

The values in parentheses ( ) are t-statistics.

The regression results confirm the U-shaped relation
between inflation and CBI of the mathematical model.
When CBI is low, inflation decreases as the CBI increases,
until a certain threshold, inflation increases with higher
CBI. The relationship between economic growth and CBI
in Vietnam is negative, i.e., the economic growth rate
decreases if CBI is higher.

10

2] L4

_L\f \/\/

2]
-3
-4 T T T T
5 10 15 20
— Residual —— Actual —— Fitted

Residual = Actual — Fitted INF (GROWTH)
Figure 1. Estimation of INF (left) and GROWTH (right) on CBI.

Date: 07/19/21 Time: 15:26 Date: 07/19/21 Time: 15-41

Sample: 124 Sample: 124

Included observations: 24 Included observations: 24

Autocorrelation  Partial Correlation AC PAC Q-Stat Prob Autocorrelation  Partial Correlation AC PAC Q-Stat Prob

| | [ | 1 0.107 0.107 0.3087 0578 1 | l I 1 0222 0222 13344 0248
1 I | I 2 -0.090 -0.103 0.5397 0.764 l I | I 2 0115 -0.172 1.7074 0426
1 | l | 3 0270 0298 27122 0438 1 | [ I 3 -0.092 -0.026 1.9615 0.580
! I | I 4-0.022 -0.119 27268 0605 | I | ! 4 -0.098 -0.095 22590 0688
1 | I | 5-0271 -0.210 51402 0399 [ | 1 I 5 -0.282 -0.278 4.8787 0431
! ! ! I 6 -0.077 -0.116 5.3456 0500 ! I | ! 6 -0.310 -0.249 82181 0223
! [ | ! 7 -0.314 -0.366 89566 0256 [ | [ I 7-0202 -0239 97113 0206
1 I ! I 8 -0.321 -0.186 12977 0.113 ! I | I 8 -0.072 -0.207 9.9126 0271
! [ [ ! 9 -0.060 -0.102 13127 0157 ! | [ I 9 -0.008 -0.231 9.9153 0.357
1 I | I 10 0.028 0.115 13.163 0.215 ! ! ! I 10 0.219 -0.014 12.059 0.281
| | I | 11 -0.068 -0.008 13.386 0.269 1 | [ I 11 0302 0001 16443 0125
1 1 1 1 12 -0.031 -0.187 13.435 0.338 ! ! ! ! 12 0.182 -0.052 18.167 0.111

(a) DV: inflation

(b) DV: economic growth

Figure 2. Autocorrelation and partial correlation of residuals
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4. Discussion and Conclusions

Vietnam’s CBI has increased significantly in recent
years thanks to the legislative reform and renovation of the
State Bank’s activities recently. The regression results
show a negative relationship between CBI and inflation in
the first phase, and when CBI exceeds a certain threshold,
it will increase inflation. These findings are consistent with
the mathematical model, which implies an optimal
independence level of the SBV to ensure inflation control
and maintain growth. This finding is also in line with the
evidence from several countries [19]. Many countries with
high CBI, such as Venezuela, Ecuador, or Guatemala, also
have high inflation. The economies continuously fall into
crisis and recession. The CBI's of the US and Canada are
moderate (0.4804 and 0.4496, respectively), and these
countries have well-controlled inflation and maintain
economic growth. Therefore, in the context of Vietnam,
CBI should be kept at a moderate level.

The research finds that the relationship between
economic growth and CBI in Vietnam is negative.
Although this result contradicts various studies (Table 4), it
is similar to the results of [19] for the group of high-income
countries.

The mathematical models in the article show that there
should be optimal independence between the Government
and the state bank to promote growth and control inflation.
Most studies show that a central bank with a high degree of
independence will control inflation better. Nevertheless,
growth is also essential. For example, there are many
mixed opinions about the inflation situation in the case of
the United States recently. Some people say that the
inflation trend is clear. Some argue that the price level
increase is only temporary. However, the Fed policy is that
if the US is not fully employed, there is no need to tighten
monetary policy, i.e., no inflation control. The same is
valid for developing countries like Vietnam, where higher
weight is put on growth.

Mathematical formulas also show the dialectical
relationship between the central bank and the Government.
When the Government and the central bank governor have
the same view on anti-inflation, the central bank’s
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independence is no longer meaningful. In Vietnam, the

State Bank and the Government have the same goal on

economic growth and inflation control, as the Communist

Party leads both.

Although the threshold for &, the coefficient for the
optimal degree of dependence between the Government
and the central bank, is not identified in this study, there are
several implications for Vietnam from the above findings.
(1) The State Bank personnel mechanism remains the

same as it is now, decided by the National Assembly.

(2) It is necessary to unify between stabilizing inflation
and economic growth and other goals between the
Government and the State Bank.

(3) It is necessary to unify monetary policy with a
socialist orientation. However, the State Bank is a
specialized agency, and it needs to be more
independent to manage monetary policy flexibly.

(4) The State Bank needs to be more independent on
lending to the Government and handling huge debts
from loss-making state-owned corporations to avoid
causing uncontrolled inflation, leading to an
€Conomic Crisis.

(5) The independence of the State Bank should not be too
high, as it will increase inflation and drag down
growth.

There are a few limitations in this paper that can be
studied more in-depth in future research. First, the weights
for variable components are fixed in our study. Future
studies could vary those weights to check for the
robustness of the results. Second, future research could use
structural break techniques to study how the relationships
between CBIs and inflation or growth change in different
periods, e.g. stable periods, crisis periods, etc.

In summary, the State Bank of Vietnam is an agency
under the leadership of the Communist Party and the
supervision of the National Assembly with relative
independence from the Government, with the unity of
objectives and personnel with the Government. However,
it still needs a certain level of independence in policy
formulation and lending rights to the Government.
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Variable Weight Description of variable Numerlcal
coding
Over 8 years 1.00
6 to 8 years 0.75
Term of office *
0.05 5 years 0.50
4 years 0.25
Under 4 years or at the discretion of appointer 0.00
Board of central bank 1.00
A council of the central bank board, executive branch, and legislative 0.75
Who appoints CEO? branch
0.05 Legislature 0.50*
Chief  exccutive Executive collectively (e.g. council of ministers) 0.25
officer (cuk_ceo) One or two members of the executive branch 0.00
0.20 No provision for dismissal 1.00
Only for reasons not related to policy 0.83*
At the discretion of central bank board 0.67
(I))t)s;mssal At legislature’s discretion 0.50
Unconditional dismissal possible by legislature 0.33
At executive’s discretion 0.17
Unconditional dismissal possible by executive 0.00
May CEO hold other No 1.00
offices in . o .
Government? Only with permission of the executive branch 0.50
0.05 No rule against CEO holding another office 0.00*
Bank alone 1.00
Who formulates  poui participates, but has little influence 0.67*
monetary policy?
0.05 Bank only advises Government 0.33
Bank has no say 0.00
The bank, on issues clearly defined in the law as its objectives 1.00
. . Government, on policy issues not clearly defined as the bank’s goals or "
Policy formulation X . . S 0.80
in case of conflict within the bank
(cuk_pol) Who has final word in ; ; olati
A council of the central bank, executive branch, and legislative branch ~ 0.60
resolution of conflict?
0.15 0.05 The legislature, on policy issues 0.40
The executive branch on policy issues, subject to due process and
. 0.20
possible protest by the bank
The executive branch has unconditional priority 0.00
Role in the  Central bank active 1.00
Government’s
budgetary process Central bank has no influence 0.00*
0.05
Price stability is the major or only objective in the charter, and the central bank has the final 1.00
word in case of conflict with other government objectives '
Objectives Price stability is the only objective 0.80
(cuk_obyj) Price stability is one goal, with other compatible objectives, such as a stable banking system 0.60*
0.15 Price stability is one goal, with potentially conflicting objectives, such as full employment 0.40
No objectives stated in the bank charter 0.20
Stated objectives do not include price stability 0.00
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Table continued

No advances permitted 1.00
Advances (limitation Advances permitted, but with strict limits (e.g., up to 15 percent of 0.67
on nonsecuritized = government revenue) '
lending) Advances permitted, and the limits are loose (e.g., over 15 percent of 033
0.15 government revenue) '
No legal limits on lending 0.00*
Not permitted 1.00
Permitted, but with strict limits (e.g., up to 15 percent of government 0.67
Securitized lending revenue) '
0.10 Permitted, and the limits are loose (e.g., over 15 percent of government 033
revenue) '
No legal limits on lending 0.00*
Terms of lending Controlled by the bank 1.00
(maturity,  interest, Specified by the bank charter 0.67
amount) Agreed between the central bank and executive 0.33
0.10 Decided by the executive branch alone 0.00*
Only the central Government 1.00*
Potential - borrowers All levels of Government (state as well as central) 0.67
Limitations on from the bank T ) ) )
. 0.05 ose mentioned above and public enterprises 0.33
lending to the
Government Public and private sector 0.00
cuk_limlen
(cuk_ ) Limits on  central Currency amounts 1.00
0.50 bank lending defined ~ Shares of central bank demand liabilities or capital 0.67
. in Shares of government revenue 0.33
0.025 Shares of government expenditures 0.00*
Within 6 months 1.00
Maturity of loans Within 1 year 0.67*
0.025 More than 1 year 0.33
No mention of maturity in the law 0.00
Above minimum rates 1.00*
Interest rates on loans 4! market rates 0.75
must be Below maximum rates 0.50
0.025 Interest rate is not mentioned 0.25
No interest on government borrowing from the central bank 0.00
Central bank  yes 1.00
prohibited from
buying or selling
government securities .
in the  primary No 0.00
market?
0.025

Note: The ranking under each criteria indicates the degree of independence of central banks-the higher the code, the more independent the central bank
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