Lecture 5. Role of Central banks in economy
Learning objectives of the lesson today are as follows;

1. Role of a central bank in financial system

2. Independence of Central banks

3. Types of monetary policy

1.
Role of a central bank in financial system
 Role of a central bank is defined with functions in economy. The main functions of central bank are as follows:
1. Issuing functions. Central banks are institutions that control the issuance of money and coins. Central bank has a monopoly on the issuance of national currency. 
2. Controller of money supply, bank and non-bank institutions. Central bank controls credit and money supply through its monetary policy which consists of two parts—currency and credit. Also, central bank gives licenses commercial banks and supervises their day to day activities 
3. Banker to Government. Central bank functions as a banker to the government, both central and state governments. It carries out all banking business of the government. It holds the government’s bank account and performs certain traditional banking operations for the government, such as deposits and lending. Also, it can manage and administer the country’s national debt. Central bank accepts receipts and makes payment on behalf of the governments.

4. Lender of last resort. Central bank offers loans to banks that are experiencing financial difficulty or near collapse. Central banks act as a lender of last resort in order to protect depositors, prevent widespread panic withdrawals and damage to the economy caused by the collapse of financial institutions. 
5. Official agent to the government. The central bank also acts as the official agent to the government in dealing with all its gold and foreign exchange matters. The government’s reserves of gold and foreign exchange are held at the central bank. A central bank, at times, intervenes in the foreign exchange markets at the behest of the government in order to influence the exchange value of the domestic currency.
The figure below shows the weight of central bank objectives in central bank laws for nearly 50 central banks. It is apparent that objectives related to monetary policy are prevalent than objectives related to other functions.
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Figure 1. Weight of central bank objectives in central bank laws

2.
Independence of Central banks
How free is a Central bank from presidential pressure or other governmental pressures? In order to answer this question, we should look at independence of the central bank. 
Stanley Fischer, a professor at MIT states that there are two different types of independence of central banks. instrument independence, the ability of the central bank to set monetary policy instruments, and goal independence, the ability of the central bank to set the goals of monetary policy. 
Fredric Mishkin states that The Federal Reserve has both types of independence and is remarkably free of the political pressures that influence other government agencies. It is not subject to the appropriations process usually controlled by Congress. Indeed, the General Accounting Office, the auditing agency of the federal government cannot audit the monetary policy or foreign exchange market functions of the Federal Reserve. This gives an advantage for Fed to keep independence. 
In many countries, independence of central bank is still subject to the influence of legislative authority because they write legislation and structure it. When legislators are upset with the Fed’s conduct of monetary policy, they frequently threaten to weaken its independence.
President can affect independence of central bank indirectly because it intervenes monetary policy through Congress or Parliament. 

An increasing number of nations have been giving more independence to their central banks. There are many debates of Central bank independence. Some says Central banks should have totally independent and some give opposite views and states that central bank should be under control of president and parliament. 
Many people have criticized the independence of Central bank. Their central argument is a political one: in a democracy, elected officials should control economic policy. At a minimum, Parliament should have greater influence over the Central bank.
The different arguments for central bank independence have a point in common: they imply that independence reduces inflation. Inflation falls because policymakers don’t need to get reelected or because the time-consistency problem is reduced. In the 1980s and 1990s, economic researchers tested these theories by comparing central banks in different countries. Most concluded that independence really does reduce inflation.
Before the 1990s, most central banks were less independent than the Federal Reserve. The Bank of England was an extreme example, because it had no authority to set interest rates. Rates were chosen instead by a government official, the chancellor of the exchequer (the British equivalent of the U.S. secretary of the treasury). The central bank had only a technical job: it performed open-market operations to produce the interest rates chosen by the chancellor.

Other central banks were more independent than the Bank of England but less independent than the Fed. In Japan, interest rates were chosen by the Policy Board of the Bank of Japan. However, the board was not entirely independent: it included one official from the government’s ministry of finance and another from its economic-planning agency. In addition, the Japanese government had the authority to fire the governor of the bank.

In continental Europe, countries such as Germany and Switzerland had highly independent central banks. But in countries such as France and Italy, governments had the right to veto central-bank decisions.
The European Central Bank (ECB) is highly independent. The creation of the ECB in 1999 was authorized by the Maastricht Treaty of 1992. Under the treaty, European governments agreed to give up authority over monetary policy when they adopted the euro as their currency. The ECB’s independence has unusually strong foundations because it does not depend on legislation in any one country. The Maastricht Treaty can be changed only by agreement of all the countries that signed it. 
Yet not all central banks are independent. For example, the People’s Bank of China must receive approval for major decisions from the State Council, part of the Chinese government. Officials at the People’s Bank have argued for greater independence, as have outside economists and the International Monetary Fund, but so far, the government has not relaxed its control. 
3. Monetary policy theories

   Monetary policy is a policy which deals with controlling supply and demand for money in an economy to maintain price stability. Fredric Mishkin states that maintaining the price stability by regulating inflation is the main goal of monetary policy (Fredric S. Mishkin. The Economics of money banking and financial markets).
There are two types of monetary theory:

1. Expansionary monetary policy

2. Contractionary monetary policy
Expansionary monetary policy is part of the general policy prescription of Keynesian economics, to be used during economic slowdowns. Expansionary monetary policy is when a central bank uses its tools to stimulate the economy. That increases the money supply, lowers interest rates, and increases aggregate demand. It boosts growth as measured by gross domestic product. It lowers the value of the currency, thereby decreasing the exchange rate.  How it works? It is simple. For example, Federal Reserve uses open market operations to expand money supply in economy. It buys treasury notes from its member banks as a result banks are able to make a more loan for cars, homes and so on. More loan means more money in economy. 
In 1970, inflation rate rose suddenly with unemployment in USA because Keynes theory did not work anymore. 
Professor of Chicago university Milton Friedman offered contractionary monetary policy for US economy in order to regulate inflation and unemployment. Friedman stated that main source of high inflation is sharp rise of money supply. He also offered to control growth of M2 aggregate and said annual growth of M2 aggregate should be between 3-5%. 
Contractionary monetary policy is when a central bank uses its monetary policy tools to fight inflation. It's how the bank slows economic growth. Inflation is a sign of an overheated economy. It's also called restrictive monetary policy because it restricts liquidity.
Former Fed Chair Ben Bernanke said contractionary monetary policy caused the Great Depression. The Fed had instituted contractionary monetary policies to curb the hyperinflation of the late 1920s. During the recession or stock market crash of 1929, it didn’t switch to expansionary monetary policy as it should have. It continued contractionary policy and raised rates.
