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An Overview of Central Banking 
 
Introduction 
 
In this presentation I want to examine the fundamental characteristics of modern 
central banking, as practised in advanced economies and many emerging and 
frontier markets, including Kenya and Uganda. I want to address several 
important questions: what can a central bank feasibly achieve? What should it 
try to do, and why? Why should a central bank have operational independence, 
and what does this mean in practise?   
 
The practise of central banking has changed radically over the last four decades. 
To summarise what I will expound on in the course of this presentation, most 
modern central banks today have a relatively narrow policy focus on 
maintaining macroeconomic stability through the formulation and 
implementation of monetary policy and on regulating and supervising the 
banking system, although in a few countries this latter function has been 
divested to a separate public agency. The overall policy objectives of the central 
bank are usually determined through the political process and set out in 
legislation. In many countries central banks are accorded a degree of operational 
independence to pursue these policy objectives.      
 
The policy focus of modern central banking today stands in contrast to that 
which prevailed in many countries around the world in the 1970s and 1980s. In 
those decades central banks had much broader, but often less clearly defined, 
and sometimes contradictory objectives, which included efforts to direct the 
allocation of credit, control bank lending rates, control the exchange rate and 
allocate foreign exchange, while much less emphasis than is the case today was 
accorded to monetary policy and bank regulation. The evolution of central 
banking that has taken place over the last four decades is the product of several 
factors. 
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First, the interventionist public policies which prevailed in the 1970s and 1980s 
have been replaced by much more market oriented policies, in which 
government does not attempt to directly control the activities of the private 
sector but instead focuses on providing public goods and services (i.e. those 
which cannot be supplied optimally by the market) which include maintaining 
macroeconomic and financial stability which is necessary to enable the private 
sector to flourish. 
 
Second, both the empirical experience of the 1970s and 1980s and intellectual 
advances in economic theory led to a much clearer understanding of the 
importance of monetary policy for macroeconomic stability and, therefore, to 
monetary policy being accorded much greater priority within the overall 
economic policy framework than was previously the case. 
 
Third, the reform and modernisation of public institutions over the last few 
decades, intended to improve the efficiency of public administration, has 
included a move to accord greater autonomy to public institutions while at the 
same time providing them with clear and transparent policy mandates and 
enhancing their accountability. With regard to central banking, the emphasis 
accorded to operational independence was strengthened by theoretical 
innovations in economics such as rational expectations and the notion of the 
time inconsistency of economic policy, which I will discuss later. 
 
Finally, the changing role of central banks in Africa has also been influenced by 
the evolving nature of Africa economies, which is partly the result of the 
implementation of market oriented economic policies. African economies have 
experienced relatively robust real growth over the last two decades, driven 
mainly by the private sector. They have become more open to international 
trade and capital flows. Their financial sectors have deepened and, to some 
extent, become more diversified.  
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Having discussed the background to the evolution in the role of central banks, I 
now want to examine in more detail the core functions of the central bank, 
starting with monetary policy. 
 
Monetary policy 
  
Because a central bank is the issuer of the nation’s currency, it has at its 
disposal the tools of monetary policy, which entail controlling either the 
quantity of money in the economy or its price (i.e. the interest rate). No other 
public institution has the means to conduct monetary policy; the central bank is 
unique in this respect.  
 
Monetary policy is a tool of macroeconomic demand management. This means 
that changes in the volume of money in the economy or in interest rates 
influence the overall demand for goods and services in the economy, often 
referred to as aggregate demand. In contrast, monetary policy has no direct 
effects on the supply side of the economy; aggregate supply is mainly 
determined by capital accumulation, the growth of the labour force and 
productivity growth.   
 
Most modern central banks, with the exception of those which pursue a fixed 
exchange rate policy, have as their primary policy objective the control of 
inflation. This is for two reasons.  
 
First, over the medium to long term, inflation is largely a monetary 
phenomenon, as was demonstrated by the research of Milton Friedman and 
others. Historically, sustained high rates of inflation have always been 
accompanied by high rates of monetary growth, often to finance fiscal deficits. 
Therefore, if low and stable inflation is a public policy priority, the central bank 
must be allowed to use its monetary policy to achieve this objective. If the 
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central bank does not prioritise low inflation, there are no other public 
institutions with the means to achieve this goal.  
 
Second, the findings of research in the 1970s and 1980s indicate that, except in 
the short run, which I will return to shortly, there is no trade-off between 
inflation and real economic growth. It is not possible to buy permanently higher 
output with higher inflation (which was the implication of the upward sloping 
Phillips curve which influenced economics in the 1960s). If central banks use 
expansionary monetary policy in an attempt to force real output above what can 
be sustained given the economy’s aggregate supply (a level termed “potential 
output), the result will be accelerating inflation, with no long term increase in 
output. As such, monetary policy in the long run affects nominal but not real 
variables; i.e, it affects prices, the exchange rate and nominal interest rates, but 
not real output, the real exchange rate or the real interest rate. 
 
In the short term, there may be circumstances in which monetary policy can 
affect real output in an optimal manner, without risking accelerating inflation. If 
the economy suffers a negative shock to aggregate demand (i.e. a fall in 
aggregate demand), real output may be pulled below its potential level by the 
deficiency of demand, which would also have disinflationary effects. In these 
circumstances, an expansionary monetary policy can offset the negative shock 
to aggregate demand and hereby avert, or reverse, the fall in real output below 
its potential level, without jeopardising the objective for inflation.  
 
Unfortunately however, many of the most common macroeconomic shocks 
which affect developing economies such as Uganda or Kenya are not shocks to 
aggregate demand but are shocks to aggregate supply. A negative aggregate 
supply shock, such as a drought, will both reduce real output and raise inflation. 
This is much more problematic for monetary policy. An expansionary monetary 
policy might help to mitigate the fall in output, but only at the expense of an 
even larger rise in inflation. Furthermore, if inflation is driven above its target 
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and the public then adjusts its expectations of inflation upwards, regaining 
control of inflation might require a tightening of monetary policy which would 
be costly for real output. Consequently, many central banks, including the Bank 
of Uganda, regard the stabilisation of output around its potential level as a 
secondary objective of monetary policy, which is subordinate to the primary 
objective which is the control of inflation.     
 
Of course, real variables such as real output are of great importance to any 
society, so if the central bank with its monetary policy cannot influence them in 
the long run, who will do this vital job? The answer is that real output in the 
long run is determined on the supply side of the economy. Many different 
public agencies can play a role in strengthening the supply side of the economy, 
depending on their mandate, for example through public investment, trade 
policy and the education and training of the labour force. 
 
The priority which central banks have accorded to the control of inflation has 
been followed in many countries around the globe, including a few in Africa, by 
reforms to the way in which monetary policy is conducted. Until relatively 
recently in Africa, those central banks which did not pursue fixed exchange 
rates implemented monetary policies which targeted monetary aggregates; i.e. 
they attempted to control the quantity of money in the economy. Monetary 
policy frameworks of this nature are premised on the notion that there is a stable 
relationship between the money supply and nominal spending in the economy, 
which allows the central bank to achieve its inflation objectives through the 
control of the money supply.  
 
Although some central banks in Africa still implement monetary targeting 
frameworks, several others – South Africa, Ghana, Kenya, Mauritius and 
Uganda – have modernised their frameworks, adopting inflation targeting (IT), 
which in design are very similar to the IT frameworks used in many other 
emerging markets and advanced economies. These frameworks have the control 
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of inflation over a medium term horizon as the primary policy target of 
monetary policy and utilise a policy interest rate as the operating target. An 
operating target is a variable which the central bank can directly control and 
which has an economic relationship with the ultimate objective of monetary 
policy. 
 
Monetary policy in IT frameworks is forward looking. This is because monetary 
policy decisions taken today will only have their full impact on the economy 
over a horizon of between one and two years in the future. Hence monetary 
policy decisions are made on the basis of an inflation forecast. Ceteris paribus, 
if inflation is forecast to rise above the policy target over the forecast horizon, 
the central bank will normally tighten monetary policy by raising the policy 
interest rate, and vice versa. The increase in the policy interest rate will curb 
aggregate demand and thus dampen inflationary pressures. An exception to this 
general principle might occur if the forecast rise in inflation were expected to be 
purely temporary, in which case a tightening of monetary policy might not be 
necessary.  
 
Obviously the technical requirements of setting monetary policy on the basis of 
macroeconomic forecasts are much more demanding than simply setting 
monetary targets, which in most cases only involve a simple quantity theory of 
money equation. Consequently, central banks which operate IT frameworks 
must devote resources to develop their technical capacities for forecasting and 
macroeconomic analysis. 
 
IT frameworks offer central banks more scope for fine tuning monetary policy, 
through changes in the policy interest rate, than the rigid rules based framework 
of monetary targeting. They offer central banks what is often termed 
“constrained discretion” to determine monetary policy. This means that the 
central bank has the discretion to vary monetary policy as it sees fit, but its 
ability to do this is constrained by the imperative of retaining its credibility with 
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the private sector as an agency which can be relied upon to control inflation. 
The central bank must earn its credibility by establishing a track record of 
controlling inflation, but credibility also depends on the transparency of 
monetary policy.  
 
Transparency is integral to monetary policy in IT frameworks because the 
ability of a central bank to influence the public’s expectations of future inflation 
plays an important role in the transmission of monetary policy. If economic 
agents expect that inflation will rise and that the central bank will fail to take 
action to curb this rise, they will adjust their own behaviour accordingly, for 
example firms may raise the prices of their products or workers may demand 
higher wages. Higher expectations of inflation will thereby lead to higher actual 
inflation.  
Therefore a central bank must strive to manage expectations of inflation in a 
credible manner, by signalling clearly its monetary policy stance to the public 
and by explaining to the public the reasons behind its monetary policy 
decisions. It must convince the public that the monetary policy decisions it takes 
will actually deliver the primary objective of monetary policy; low inflation. 
The most important channel of communication is the monetary policy statement 
which the Governor issues after the central bank’s interest rate setting meeting 
and the accompanying press briefing by the Governor. The operational 
independence of the central bank also makes an important contribution to the 
credibility of monetary policy, an issue I will return to later. 
 
The regulation and supervision of the banking system 
 
There is a very strong public policy rationale for the prudential regulation and 
supervision of financial institutions, especially those which take deposits, by a 
public agency. The rationale is as follows. Financial markets are plagued by 
inherent imperfections, notably those emanating from informational problems 
such as asymmetric information between lenders and borrowers.  
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Banks are highly leveraged and in the presence of asymmetric information (the 
banks have better information about the risks they run than their depositors), 
banks have incentives and opportunities to take excessive risks with depositors’ 
money, putting those deposits at risk. In effect, bank owners capture all the 
rewards from taking risks, in the form of higher profits, but the costs, if large 
enough, are shared with their depositors because of the limited liability of 
shareholders.   
 
Because the deposit liabilities of a bank are divided among a large number of 
atomised depositors, no single depositor has the incentive to monitor the 
management of the bank to ensure that it does not put its customers’ deposits in 
jeopardy; this is an example of the free rider problem. Consequently, optimal 
monitoring of the bank by depositors does not take place, which allows the bank 
to gamble with its depositors’ money. As the market cannot provide an optimal 
solution to the imperfections of the financial markets, public policy must protect 
depositors, and the stability of the broader financial system, by constraining the 
risk taking of banks. This is the primary motivation for the banking laws, which 
constrain the risk taking of banks by imposing minimum capital adequacy 
ratios, liquidity ratios, limits on large loan exposures, etc. They also mandate 
the regulator to intervene in failing banks to protect their deposits.  
 
The public policy rationale for the prudential regulation of banks does not 
extend to economic regulations on banks, such as controlling their lending rates. 
Although market imperfections undoubtedly impair the social optimality of 
many bank activities, including the allocation of loans, it is not obvious that a 
central bank could, in practise, bring about a more socially optimal allocation 
through the imposition of economic regulations, as there are severe technical, 
administrative and political obstacles to doing this effectively.  
  
There is no intrinsic reason why the central bank should be the bank regulator, 
and in some countries, such as South Africa, a separate public agency performs 
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this task. However, in most countries the central bank is the bank regulator, 
although it is not usually the regulator of non-bank financial institutions such as 
insurance companies. There are practical reasons why the central bank is the 
bank regulator in most countries. In particular there are synergies between bank 
regulation and other functions of the central bank, such as its lender of last 
resort function and its need to collect statistical information from the banks, 
which suggests that a central bank could do the job of regulator more efficiently 
than a separate, stand-alone regulatory agency.  
 
As the bank regulator, the task of the central bank is to implement the banking 
laws, which in most countries are enacted by a legislative body, in an impartial 
manner. This requires supervising the banks, through off-site monitoring and 
on-site inspections, enforcing compliance with the banking regulations and 
intervening in banks when this is necessary to prevent a bank from failing or 
close it if failure cannot be avoided.  
 
The regulation of individual banks, to ensure that they are soundly managed, is 
called micro-prudential regulation. Since he global finance crisis of 2008-09, 
central banks have placed increased emphasis on macro-prudential regulation, 
which aims to ensure the stability of the overall financial system. One of the 
lessons of the global financial crisis was that the preservation of financial 
stability cannot be guaranteed by micro-prudential regulation alone. This is 
because financial crises can erupt even if individual banks appear to be 
financially sound and are in full compliance with prudential regulations. Central 
banks are therefore developing macro-prudential policies. These mainly 
comprise of three sets of measures.  
 
First, central banks have set up financial stability departments to carry out 
financial stability analysis and to publish regular financial stability reports. The 
tools used to carry out financial stability analysis include the use of standard 
financial stability indicators and macro-prudential stress tests which assess the 
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vulnerability of banking systems to macro-financial shocks. Financial stability 
analysis also involves high frequency monitoring of variables which can 
provide indicators of financial vulnerability, such as the economy’s exposure to 
short term external capital movements. Second, the Basel III regulatory reforms, 
which the East African Community central banks are committed to adopting, 
include macro-prudential measures such as the capital conservation buffer and 
the countercyclical capital buffer alongside micro-prudential measures.  
Third, bank regulators are strengthening the consolidated regulation and 
supervision of cross border banks, some of which are systemically important 
banks in individual economies. This cooperation includes the setting up of 
supervisory colleges, hosted by the home supervisor of the cross border bank, in 
which the national supervisors meet and share information and are also starting 
to develop plans for resolving cross border banks should these institutions fail.  
  
The independence of the central bank 
 
Central banks in many countries around the world enjoy operational 
independence, which in some cases is enshrined in law as is the case in Uganda. 
What does operational independence actually mean? Clearly it cannot mean that 
the central bank is free to do as it pleases, without any checks and balances, as 
that is not compatible with a democratic society. Instead the overall policy 
objectives of the central bank are usually determined by elected legislators, as 
these objectives are legitimate issues for political debate.  
It is for society, through its political representatives, to decide whether it wants 
its central bank to prioritise the control of inflation or some other objective. 
However, once the broad policy objectives have been determined through the 
political process, there is a strong rationale to give the central bank the 
operational independence to implement these policies, free of political 
interference. What is this rationale? 
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The concept of an independent central bank arose from intellectual innovations 
in the understanding of the interactions between economic agents and the 
incentives facing different economic agents. These theoretical innovations were 
linked to the rational expectations theory that I mentioned earlier and imply that 
the actions of economic agents will take into account, in a rational manner, what 
they believe policymakers will do in the future.  
For example, if private agents believe that the central bank will succumb to 
political pressure to implement a more expansionary monetary policy in the run 
up to an election, in the hope that this will give a short term boost to the 
economy, albeit at the expense of subsequent inflation, the rational response of 
private agents will be to anticipate the action by the central bank and its impact 
on inflation and adjust their behaviour accordingly. A rational private agent will 
therefore raise his or her own prices, possibly even before the central bank has 
announced any monetary policy action, to take advantage of the anticipated 
boost to demand. Hence any expected benefits of the easing of monetary policy 
(even if these would only have been temporary) will be negated by the actions 
of the private agents, anticipating those of the central bank. The result will 
simply be higher inflation with no short term boost to output.  
 
The attempt by policymakers to exploit short term gains – for example by 
easing monetary policy in the run up to elections - is an example of what are 
called in the economics profession “time inconsistent policies”. There are two 
solutions to the dilemma of time inconsistent policies in the field of monetary 
policy.  
 
The first is to remove all scope for discretionary monetary policy by the central 
bank by imposing a strict rules based monetary policy framework. A monetary 
targeting framework is a rules based framework, which if strictly applied allows 
no discretion to the central bank, which instead simply implements the rule for 
money supply growth. But in a complex economy, optimal monetary policy 
cannot be determined by a rigid rule; when circumstances change it may be 
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necessary to change monetary policy. Hence the second solution to the problem 
of time inconsistent policies is the concept of constrained discretion that I 
mentioned earlier. A central bank has the discretion to alter its policies when 
necessary but it is constrained by the need to achieve its policy objective of 
controlling inflation, which is known to the public, and to retain credibility with 
the public, without which it will be hard to achieve its policy objective. 
Crucially, constrained discretion would not be credible if the central bank were 
subject to political pressures, because rational private agents would assume that 
political imperatives would sometimes override the objective of controlling 
inflation. Hence the operational independence of the central bank is a 
prerequisite for the efficacy of a monetary policy of constrained discretion, 
which is the essence of a monetary targeting framework.    
 
Operational independence also has relevance for bank regulation. As I noted 
earlier, prudential regulations are imposed on banks to ensure that they are 
managed prudently. However if a bank experiences financial distress, a bank 
regulator might face political pressure not to enforce the regulations strictly, 
either because the bank is politically connected or because the government fears 
the political costs of a bank closure. A failure by the regulator to enforce bank 
regulations is known as regulatory forbearance. If banks know that the regulator 
is subject to political pressure and thus may exercise regulatory forbearance if 
they breach the prudential regulations, the incentive to comply with those 
regulations is weakened, with the result that the banking sector will be less 
prudently managed and, therefore, more at risk of bank failures. Incentives for 
banks to comply with prudential regulations will be stronger, and hence the 
banking system would be more soundly managed, if the bank regulator is 
insulated from political pressure to exercise regulatory forbearance, through 
operational independence.  
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Before I leave the subject of operational independence there is one other issue 
which merits attention. I have mentioned the potential tension between the 
independence of a central bank and political accountability. With respect to the 
implementation of monetary policy and bank regulation, that tension is 
mitigated by the largely technical nature of these functions and the fact that they 
do not entail significant distributional consequences; i.e. they do not involve 
taking resources from one section of society and giving it to another section. In 
a democratic society, actions which have distributional consequences, such as 
the spending of public funds, have to be determined through the political 
process and those who are charged with the responsibility of implementing 
these actions have to be politically accountable. This has profound implications 
for the role of the central bank. It is possible to justify the operational 
independence of the central bank if its mandate is narrowly circumscribed and 
restricted to monetary policy, bank regulation and a few other areas which are 
largely technical or administrative in nature and which have no distributional 
consequences, such as managing foreign exchange reserves or holding 
government accounts.  
 
Operational independence becomes much less tenable if the central bank’s 
mandate is broadened to include developmental functions, such as the 
promotion of activities deemed to be important for development, because 
developmental functions almost inevitably have distributional consequences; 
development would be impossible if resources were not redistributed. 
Developmental functions are a vitally important aspect of public policy, but 
because they have distributional consequences they should be determined 
through the political process and be undertaken by public agencies which are 
directly accountable to the elected representatives of the people. Hence if 
central banks want to retain their operational independence, they should resist 
the temptation to expand their remit beyond their core functions.         
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Conclusion 
 
I will conclude by summarising what I think are the most important messages of 
this talk.  
 
First, the central bank must prioritise the control of inflation because it is the 
only institution which has the tools to do this. If society wants low and stable 
inflation, it must allow the central bank to pursue this objective as its primary 
policy objective. 
 
Second, monetary policy cannot affect the real growth rate of the economy, 
except in the very short term and when there is spare capacity in the economy (a 
negative output gap). Attempts by the central bank to raise real growth above 
what is sustainable given the supply side of the economy will be 
counterproductive and lead to accelerating inflation.  
 
Third, inflation targeting monetary policy frameworks are forward looking. 
Monetary policy decisions are driven by forecasts of future inflation. In these 
frameworks, private sector expectations of inflation play a role in the monetary 
policy transmission mechanism. Hence the central bank must influence private 
sector expectations. The task of the central bank is not just to set the policy 
interest rate at the right level to achieve its inflation target, but also to convince 
the private sector that the interest rate has been set at the right level.  
 
Fourth, because of the need to shape private sector expectations, the credibility 
of the central bank is crucial to the success of monetary policy. The credibility 
of the central bank is enhanced when it has operational independence, which 
allows it to implement a monetary policy of “constrained discretion”. 
 
Fifth, the rationale for an operationally independent central bank is very strong 
in the context of monetary policy and bank regulation. It is much more difficult 
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to justify in the case of developmental policies. Widening the mandate of 
central banks beyond their core mandate of monetary policy and bank 
regulation is likely to undermine their independence in the long run.   


