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Challenges Table of contents

This set of slides presents
a non-exhaustive list of
traditional challenges fa-
ced by CB.

1 Monetary policy strategy

2 Exit strategy

3 Demographic aging

4 Fiscal consolidation

5 Macroprudential policy

6 Independence
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Challenges 1 Monetary policy strategy

Which strategy according to which criteria?
2 Strategies

▷ fixed exchange rate system
▷ hard peg, crawling peg, dirty float-
ing, currency board

▷ single currency, a basket of curren-
cies, band, unilateral, multilateral

▷ floating exchange rate system
▷ monetary targeting
▷ inflation targeting
▷ other strategies

2 Examples of criteria

▷ political institutions

▷ economic structure (e.g. sectors)

▷ degree of openness, development

2 Future and challenges ahead

▷ which inflation target?
▷ inflation (low versus high value)
▷ price-level targeting (with or with-
out drift)

▷ optimal level of transparency?

▷ optimal respond to asset prices?

▷ how many instruments?

▷ macro-prudential development?

▷ long-term impact of the Great Reces-
sion?
▷ conventional versus unconventional
monetary policy

▷ exit and its consequences
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Challenges 2 Exit strategy

When and how?
2 Definition

▷ the return to normalcy ‘after having
left the steady state’, e.g. after a cri-
sis, so in general implies a restrictive
monetary policy

▷ choice of the timing, speed of normal-
ization, and the instruments

2 Some elements

▷ normalization of interest rates

▷ absorption of excess liquidity

▷ normalization of central banks’ bal-
ance sheets

▷ cancellation of non conventional mea-
sures

▷ ordering of these elements open
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Challenges 3 Demographic aging

What is really the problem?
2 Demographic aging

▷ demographic aging: average age of
the population increases

▷ dimensions of the problem
▷ production
◦ more people to share the pie, less
people to produce it

◦ each element of the production
function y = f (A,K, L) is con-
cerned (TFP , capital input, la-
bor input)

▷ social security: transfer of wealth
among generations and financing
problems

▷ theoretically no link between central
banks and this structural challenge

2 Link to central banks

▷ central banks earn seignorage, do not
create wealth

▷ distribution of central bank’s revenues
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Challenges 4 Fiscal consolidation

Overview, FTPL
2 Different aspects

▷ fiscal theory of the price level (FTPL)

▷ national accounts and data, coordina-
tion between fiscal policy and mone-
tary policy

▷ theory of optimum currency area

2 FTPL

▷ the FTPL states that the price level is
determined by government debt and
fiscal policy alone, with monetary pol-
icy playing at best an indirect role

▷ thus, it states that the price level is
determined to equate the expected
present value (PV ) of government
budget surpluses with the real value
of outstanding nominal government
debt (Bt)

▷ on the LHS Bt matched by assets on
the RHS represent the public budget

Bt

Pt
= PV

▷ weak empirical evidence
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Challenges 4 Fiscal consolidation

National accounts and data
2 Production

▷ output (Y ) is the sum of all goods
and services produced

Y

2 Utilization

▷ output (Y ) plus imports (M) is the
sum of private consumption (C),
investment (I), public expenditures
(G), and exports (X)

Y +M = C + I +G+X

2 Income

▷ income (Y ) after taxes (T ) is con-
sumed (C) or saved (S)

Y − T = C + S

2 State, balance of payments

▷ budget of the state is taxes (T ) minus
public expenditures (G)

G− T = Deficit

▷ balance of payments

0 = CA+KA where CA ≈ X −M

2 Accounting identity

▷ all together

(S − I) = (G− T ) + (X −M)

▷ excess of saving over investment is
used to finance the public deficit
and/or the rest of the world (balance
of payments)

Economics of Central Banking Slide 7/12

7 / 12



Challenges 4 Fiscal consolidation

Table 1: accounting identity Note: in % of GDP, Source: OECD, own computation

2000 2005 2010

S-I G-T CA S-I G-T CA S-I G-T CA

Austria 3.47 1.84 1.63 5.84 1.80 4.04 8.79 4.38 4.41

Belgium 2.73 0.08 2.65 6.50 2.81 3.69 6.92 4.19 2.74

Czech Republic 0.58 3.62 -3.04 6.42 3.24 3.18 9.55 4.79 4.76

Denmark 3.88 -2.17 6.04 -0.12 -5.02 4.90 8.04 2.77 5.27

France 2.52 1.52 1.00 2.37 2.97 -0.60 4.77 7.09 -2.32

Germany -0.83 -1.14 0.31 8.52 3.34 5.18 9.68 4.29 5.39

Greece -9.66 3.77 -13.43 -3.40 5.63 -9.03 2.29 10.75 -8.47

Hungary -0.28 3.09 -3.37 5.73 7.93 -2.20 11.59 4.29 7.30

Iceland -8.98 -1.69 -7.28 -17.16 -4.90 -12.26 20.09 10.06 10.03

Ireland 8.39 -4.75 13.14 9.95 -1.67 11.62 50.42 31.31 19.10

Italy 1.85 0.91 0.94 4.44 4.49 -0.06 2.73 4.51 -1.78

Japan 9.11 7.64 1.47 8.08 6.70 1.38 8.94 7.81 1.13

Luxembourg 14.94 -5.97 20.91 25.41 0.00 25.41 32.33 1.06 31.27

Netherlands 3.57 -1.97 5.54 8.81 0.28 8.53 12.46 5.00 7.46

Poland -3.53 3.03 -6.57 3.49 4.08 -0.59 6.75 7.89 -1.14

Portugal -8.09 2.94 -11.02 -3.61 5.88 -9.49 2.55 9.79 -7.24

Slovak Republic 9.37 12.27 -2.89 -1.84 2.81 -4.66 6.30 7.67 -1.37

Spain -2.17 0.96 -3.13 -6.53 -1.27 -5.27 7.23 9.34 -2.11

Sweden 2.76 -3.59 6.35 5.88 -1.95 7.83 6.12 0.08 6.05

Switzerland 5.74 -0.07 5.81 7.44 0.71 6.73 10.76 -0.59 11.35

UK -5.51 -3.68 -1.83 -0.09 3.30 -3.39 7.65 10.37 -2.72

USA -5.31 -1.47 -3.84 -2.46 3.26 -5.73 7.16 10.71 -3.56
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Challenges 4 Fiscal consolidation
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Table 2: Maastricht criteria, Source: OECD, own computation
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Challenges 5 Macroprudential policy

New framework
2 Definition

▷ macroprudential policy (MPP) is the
policy that uses prudential tools to
limit systemic or system-wide finan-
cial risk

▷ MPP is a complement to micropru-
dential policy and it interacts with
other types of public policy that have
an impact on financial stability

2 Definition (cont.)

▷ MPP limits the incidence of disrup-
tions in the provision of key financial
services, that can have serious conse-
quences for the real economy
▷ it dampens the build-up of financial
imbalances and builds defenses that
contain the speed and sharpness of
subsequent downswings

▷ it identifies and addresses common
exposures, risk concentrations, link-
ages and interdependencies that are
sources of contagion and spillover
risks
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Challenges 5 Macroprudential policy

New framework
2 Dimensions of risk

▷ time and cross-sectional

▷ time: the evolution of risk over time
▷ to mitigate or dampen financial sys-
tem procyclicality, i.e., how risk can
be amplified by interactions within
the financial system and between
the financial system and the real
economy

▷ to put in place various forms of
buffers that act countercyclically,
thereby also possibly restraining the
build-up of systemic risk

2 Dimensions of risk (cont.)

▷ cross-sectional: the distribution of
risk in the financial system
▷ to reduce systemic risk concentra-
tions, which can arise from similar
exposures across financial institu-
tions (e.g. from assets, liabilities,
dependence on common services)
or because of the direct balance-
sheet linkages among them (e.g.,
counterpart risk)

▷ to ensure that protections at in-
dividual institutions are commen-
surate with their contribution to
system-wide risk and containing
spillovers from their failure
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Challenges 6 Independence

Is it challenged?
2 Definition

▷ authority to act independently of in-
structions

▷ reason for independence is a better
contribution to the economy from
central banks

▷ linked to accountability

2 Challenge

▷ currently under pressure
▷ huge public debt may give incen-
tives to inflate in order to reduce
the nominal burden of the debt

▷ pressure on independence increased
in time of crisis
◦ monetary policy claimed to be too
powerful and too onesided regard-
ing its impact on the economy

◦ positive effects of monetary deci-
sions may not be seen in the short
term and gives rise to criticism

▷ however, monetary policy offers last
instrument, while fiscal policy has
no more leeway

▷ different degree of legal protection
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