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Lecture 17: Goals of a Central Bank
I. What is a central bank?
a. A state-backed bank responsible for implementing monetary policy. (Engaging in actions that alter the interest rate, exchange rate, how private banks are run, etc.)
b. “Bank” in this case is a little deceiving; a central bank isn’t trying to make loans or earn a profit. It is more of an authority than a bank. However, the terminology “central bank” is the norm so we will use it here.
c. Because most countries use a fiat currency, the bank must print new money—the government’s the only one that can supply it.

II. Goals

a. The most critical goal of a central bank is to achieve price stability. The reduction of uncertainty encourages investment, decentralized planning, and economic growth.
i. Stability is technically easy to achieve: simply do what everyone expects you to do. However politics can distort those expectations. Outside forces (politicians, interest groups, etc) can pressure the central bank to do what is unexpected to achieve some short run gain.

ii. Time inconsistency problem—when short run goals spoil long run goals. There are policies that can boost the economy now at the expense of growth later.
b. Other goals such as economic growth and achieving full employment stem from reducing uncertainty or are related to price stability such as ensuring interest-rate stability.
III. Strategies
a. Targeting (monetary or inflationary), where the central bank announces a target for a particular aggregate in order to try to tie its hands into achieving the goal.

b. In both cases flexibility (to react to the unpredictiablity of the market), transparency (to monitor the inner workings so there’s more pressure to be honest), and accountability (to be able to punish the institution when it doesn’t make its goal) are critcal.

c. Monetary targeting—assuming a particular policy goal (income, inflation, exchange rates, etc) is tied to the money supply, the central bank announces a target (or range) to achieve and moves attempts to achieve it for that year.

i. Advantages—good on transparency and accountability, the latter of which discourages the time inconsistency problem
ii. Disadvantages—If the relationship doesn’t exist or is weak, it won’t work. Thus the transparency and accountability won’t work, either.

d. Inflation targeting—similar to monetary targeting, this strategy focuses on just inflation, eliminating the relationship issues from before.
i. Advantages—Very transparent (easy for the public to understand and the central bank tries to make it even easier), good on accountability, reduces time inconsistency problems, does not rely on stable money-inflation relationship
ii. Disadvantages—signal delay, constrains policy too much, can promoted single-mindedness, potentially low economic growth

e. Implicit nominal anchor—an unspoken dedication to controlling a monetary aggregate, usually focusing on preemptive adjustments to account for policy lags (the time between when a policy is enacted and when it affects the market).
i. Advantages—excellent track record, good on flexibility, reduces time inconsistency problems, does not rely on stable money-inflation relationship

ii. Disadvantages—lacks transparency, weak on accountability, very dependent on personality of Fed members, arguably undemocratic
