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Abstract

We construct a new measure of monetary policy discretion by treating the pre-
dictable component of interest-rate changes as rule based and unexpected changes
as discretionary. Using newly released high-frequency monetary policy shocks for
20 countries from 2000 to 2024, we document systematic cross-country variation in
discretion. Two-way fixed-effects estimates show that greater central-bank indepen-
dence is associated with higher discretion in developed economies. Event studies
around irregular governor turnovers yield little evidence of politically driven discre-

tionary shocks once transitional dynamics are accounted for.
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1 Introduction

Central bank independence has been portrayed as both granting policymakers greater
scope for discretion and enabling credible commitment to rule-based policy free from po-
litical intervention. We construct, to our knowledge, the first cross-country, time-varying
database of monetary policy discretion, based on a novel dataset of high-frequency mon-
etary policy shocks, enabling a direct empirical assessment of this tension.Using within-
country panel variation, we find that greater central bank independence is associated with
higher discretion in advanced economies, while there is no robust long-run relationship
between independence and discretion.

In empirical work, discretion is typically defined as the deviation of policy from a
systematic rule. Similarly, monetary policy shocks are understood as unexpected depar-
tures from that rule (see, e.g., McKay and Wolf; 2023). Over the past two decades,
high-frequency methods have become the gold standard for identifying such shocks, as
discussed in detail by Bauer and Swanson (2023), who also develop one of the most recent
and widely used high-frequency measures. High-frequency shocks are widely interpreted
as rule deviations in structural applications (e.g., Badinger and Schiman (2023)), while
remaining agnostic about the underlying policy rule. Because high-frequency identifica-
tion separates policy surprises from rule-based behavior, such shocks provide a natural
measure of discretion; yet they have not been used in the literature on rules versus discre-
tion. Using a new IMF database of high-frequency monetary policy shocks developed by
Bolhuis et al. (2024) for 21 advanced and emerging economies, we develop a time-varying,
cross-country database of central bank discretion. A key advantage of our approach is
that it does not require specifying the policy rule, consistent with Taylor (2012), who
interprets policy surprises as discretionary deviations from rule-based behavior.

This database allows us to test competing hypotheses on the relationship between
central bank independence and discretion using a uniformly measured, cross-country in-

dicator.Some authors characterize central bank independence as discretion-enhancing and



therefore opposed to rule-based policy (Hinarejos and Rakic; 2023). Yet in past years
the Fed used its independence to increase transparency and predictability (Acosta; 2023).
Greater predictability implicitly aligns policy more with rules than discretion under Tay-
lor’s (2012) interpretation.! When central banks use their independence to commit to
self-imposed rules, political interference can push them off those rules creating discre-
tionary shocks. Consequently, other authors view independence as requirement for ruled
based policy (Walsh; 2015).

Against this backdrop, we study how central bank independence translates into dis-
cretionary policy behavior across countries using complementary cross-country, panel,

and event-study evidence.

2 Data and Estimation

Estimating discretion In contrast to the conventional approach, which estimates a
policy rule to separate systematic and discretionary components, our method — a novel
inversion of this decomposition — uses the identified exogenous shock as the unpredictable
component and assigns the remaining variation to systematic dynamics. Because the
shock measure is normalized to movements in forward rates rather than the policy rate,
it cannot be directly subtracted from the policy rate. We therefore first align the scales of
the two series before constructing our measure. To this end, for each country we estimate
a simple autoregressive model for the policy rate, augmented with the high-frequency

monetary policy shock:

i = Po + Pri—1 + St + &y, (1)

where ¢ denotes the policy rate and s the monetary policy shock from Bolhuis et al.

(2024).2 Because several countries in our sample reached the zero lower bound for ex-

1 Also see Dellas and Tavlas (2022).
2The authors report 29 countries, but ten of them are pooled to identify the ECB shock. In addition,
the downloadable dataset includes Russia, even though it is not part of the paper.



tended periods after the global financial crisis, we use shadow rates from LJKmfa, based
on Krippner (2013), for Australia, Canada, the euro area, Japan, New Zealand, Switzer-
land, the United Kingdom, and the United States. The LJKmfa series closely track the
commonly used Wu and Xia (2016) shadow rates but cover a broader set of economies.
For the remaining economies, we use the policy rate reported by the IMF (Brazil, Chile,
Hungary, Israel, Mexico, Norway, Poland, South Korea, Sweden, Thailand) or the BIS
(China, India, Russia). We use the partial R? of the shock term as our empirical measure
of discretion — the share of interest-rate movements not explained by systematic dynamics.
Since policy-rate dynamics in almost all sample countries are close to unit-root behavior,
this measure is effectively equivalent to the share of the variation in interest-rate changes
that is explained by the shocks. This setup implies that we classify the regression resid-
uals as part of the predictable, rule-based component, while treating only the variation
accounted for by the high-frequency shock measure as genuinely unpredictable.

Largely, the estimated coefficients on s cluster around the theoretical value of 1, with
most estimates falling between 0.5 and 2. Israel is the exception, with a negative estimate
that — taken literally — implies a surprise hike lowers the policy rate. As this fails even a
basic plausibility check, we exclude Israel and retain a sample of 20 countries.

We estimate Equation 1 for the whole period and sub-periods with a distinct level of
central bank independence based on the data by Garriga (2025), which we use as basis

for our annual panel dataset ranging from 2000 to 2024.

Discretion and CBI We relate discretion to central bank independence in two ways.
First, with the help of Equation 2, we estimate a two-way fixed-effects model, in which
CBI enters as the predictor of our previously constructed discretion measure d (which is
the partial R? of the shock term previously obtained in Equation 1), distinguishing the

effect in developed economies and emerging markets through an interaction term:

dip = Y1€big + Yyacbiy X emy; + vy + a; + Usy. (2)
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Figure 1: Global distribution of discretion

Second, we conduct event studies around irregular governor turnovers, which Dreher
et al. (2010) interpret as evidence of limited independence. We compare the standard
deviation of the policy shock in the twelve months before a turnover and in the twelve
months after it to the standard deviation in the remaining sample. This approach not
only detects significant changes caused by the turnover, but also reveals whether the

governor’s dismissal serves as sanction for excessive or insufficient discretion.

3 Results

Our estimates show substantial cross-country heterogeneity in discretionary policy. Val-
ues range from near zero in Japan to slightly above 0.4 in Russia (see Figure 1).

The cross-sectional results, which capture the long-run relation between CBI and
discretion, show no clear association. Some highly independent central banks, such as
Banco Central de Chile, hardly use any discretion, while others, like Hungary’s Magyar
Nemzeti Bank, make full use of the freedom their independence provides. Similarly,
among politically constrained central banks, behavior ranges from the strongly rule-bound
Sveriges Riksbank to the far more discretionary Norges Bank, see Figure 2.

In contrast, the panel results (see Table 1) show a clear positive and statistically
significant effect of CBI on discretion among developed economies. In other words, inde-

pendence does not imply high discretion per se, but additional independence is typically
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Figure 2: CBI vs. discretion (2000-2024)

Note: Developed countries in blue, emerging markets in red.

used to exercise more discretion. To some degree, this pattern may reflect a measurement
issue. Major changes in central-bank regulation often coincide with the adoption of a new
policy framework rather than a shift away from rule-based behavior. If a newly imple-
mented rule is not yet well understood by market participants, the resulting increase in
surprises may mechanically raise our discretion measure even though underlying policy
is no more discretionary. In practice, however, changes in central bank independence
are infrequent, and — crucially — most occur early enough to leave a post-reform period
of roughly a decade or more within our sample. As a result, any transitional learning
effects should be short-lived relative to the sample length, making their influence on the
estimated coefficients minimal.

Despite the strong correlation between the CBI measure of Garriga (2025) and our

discretion indicator, irregular turnovers coincide with abnormal discretion in only three



Table 1: Two-way FE regression

Estimate
CBI 0.285%**
(0.074)
CBI x EM -0.250***
(0.076)
N 471
R? 0.096

F-statistic 22.55

Notes: Robust standard errors are displayed in round brackets. *statistical signifi-

cant at 10 per cent; **statistical significant at 5 per cent; ***statistical significant
at 1 per cent.

cases, see Figure 3. After Mark Carney left the Bank of Canada to head the Bank of
England in June 2013, the volatility of monetary-policy shocks declined sharply during
the first months of Stephen Poloz’s tenure. However, Carney’s move was not a politically
motivated dismissal and did not signal an attempt to influence monetary policy. We
find a similar sharp decline in shock volatility, when Tarisa Watanagase was replaced by
Prasarn Trairatvorakul in Thailand in 2010 before her official term ended.

The final case classified as an irregular turnover in the updated Dreher et al. (2010)
dataset is the 2018 transition from acting governor Grant Spencer to Adrian Orr. Spencer
had been appointed explicitly as an interim caretaker, so this episode is, at best, a loose
example of political intervention. The main irregularity arises from the timing: the use
of an acting governor created an opportunity for the newly elected government to choose
its preferred candidate for the full term. Both during Spencer’s brief interim tenure
and in the early months of Orr’s governorship, shock volatility remained unusually low.
However, this pattern is not particularly surprising: muted volatility is plausible under
acting governors and newly appointed heads, making it difficult to interpret this episode

as meaningful evidence of political interference.



4 Discussion

In sum, independence does not map cleanly into discretionary behavior. Cross-sectionally,
highly independent and politically constrained central banks both span the full range of
discretion. Increases in independence, however, tend to raise discretion in developed
economies. Irregular turnovers provide little evidence of politically induced discretion
once transitional dynamics are accounted for.

Our results indicate that independence is not only insufficient to ensure rule-based
behavior — as argued by Walsh; 2015 — but may even increase discretionary policy actions.
This suggests a need to distinguish between independence as freedom from political in-
terference, which is a prerequisite for sound monetary policy, and independence as room

for discretionary policymaking, which may be detrimental.
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Figure 3: Shock volatility around irregular turnovers
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