EDITORIAL
What is worth researching in a central bank?
Why does research benefit central banks,
and what type of research benefits them the
most? Three members of the CNB’s Research
Advisory Committee (RAC)1) – David Mayes,
Carsten Detken and Nicoletta Batini – provide
some answers to these questions.
Central banks’ ability to attract the brightest
young minds makes them one of the best
hubs of applied economic research. Quality
research serves as a reputation instrument
demonstrating a central bank’s capability to
handle future problems that may not simply
replicate past experience. While established
central banks may be able to achieve such
reputation over the passage of time, “younger”
central banks can demonstrate such capability
both faster and more cheaply, based on
evidence derived from their research. Successful
central bank research programmes share
some common traits. First, the management
of the bank carefully selects research areas
and projects based on the bank’s competitive
advantage and its role in the global financial
system. Second, ensuring quality output is of
paramount importance, necessitating a welldesigned appraisal system and incentives for
research. Finally, the bank ensures proper
dissemination of research output.
Aleš Bulíř, International Monetary Fund
1) The RAC is a standing advisory body to the CNB Bank Board for
economic research issues. Since its establishment in 2001, the
Committee has met every autumn to discuss the documents
prepared by the Economic Research Department (ERD) and
to make recommendations regarding them before they are
discussed by the Bank Board. The Committee has 16 members,
six of whom are external foreign experts.
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A research agenda for central banks
David G Mayes (University of Auckland and Bank of Finland)
Central banks are not universities and one would
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future. To some extent the ability to handle future
problems comes from experience in handling related
problems in the past, but to a large extent ‘problems’
are events that do not replicate past experience. If
they did, the central bank would either be able to
head them off or be able to react in a manner well
laid down in advance. Central banks are not merely
expected to manage shocks with limited volatility,
but the public must believe that the central bank will
be able to manage any future shocks even though
no one knows which specific ones will occur.
How did central banks obtain such a favourable
reputation? Getting into the position of a credible
provider of stability in a rapidly changing world involves
continuous research and the building up of a knowledge
base of the hypothetical and how to handle it. While
long-standing providers of stability may be able to
achieve that credibility over the passage of time,
younger central banks need to be able to demonstrate
a capability based on evidence derived from research.
Demonstrating it by successful response to unpleasant
shocks is not a route anyone would prefer.

The definition of the research agenda is not an easy
path to tread, as useful research tells us something
we did not know when we started it. Research
today is trying to anticipate the policy agenda
some years hence. Many bright ideas may turn
out unproductive, while other avenues may turn
up rather unrelated benefits. This inevitably means
that the bank needs to back more than one horse.
To take a simple example, the Reserve Bank of New
Zealand correctly judged that since the performance
of the Australian economy was outpacing its own
that there would be interest in a monetary union,
as a means of acquiring some of that success. Even
though it was confident that its current policy was
the best way to achieve price stability, it nevertheless
had to anticipate that the increased interest in
monetary unions might spill over.

The research landscape that needs to be covered is
large and two-dimensional. One dimension is the list of
problem areas that need to be addressed in monetary
policy, financial stability, financial system oversight,
advice for the government and any other areas in
the central bank’s mandate. The other dimension
is what the research should cover, from the theories
governing behaviour through the data to be collected
or processed, the statistical and econometric methods,
the modelling approaches, the policy conclusions to
the institutional and regulatory frameworks necessary
to address them. The potential landscape is vast, well
beyond the resources of small central banks, particularly
where the central bank’s mandate is itself vague.

Research departments in the private sector are not that
different from research departments in central banks.
Both should not be expected to produce an unbroken
string of winners. However, they need to deliver an
adequate number of major successes to meet the
objectives of the company. To this end the research
department requires a focused strategy, starting
with an assessment of what of the central bank is
particularly well placed to achieve and what outside
sources can provide. Central banks have particular
advantages both in having forecasting teams with
detailed knowledge on the domestic economy and
in having a unique ability to combine information
from macroeconomic and financial sources, some of
which may be confidential. It is no surprise that central
banks are the leaders in dynamic stochastic general
equilibrium (DSGE) modelling, learning processes and
methods of updating, because it is they who are most
concerned to understand the interaction between
policy decisions and the reactions of the outside
world rather than produce just ‘best guess’ forecasts.
They have also focused on decision-making under
uncertainty and ‘tail events’ of low probability but
high impact, as these reflect central bank interests.

Who is best suited to define the research agenda?
Both the policy departments and researchers
themselves have an important role to play in mapping
out the agenda for research. On the one hand, giving
the upper hand to the policy departments may result
in a shopping list dominated by short-term needs and
an unfocused collection of work that fails to maximise
the potential of the research staff. On the other hand,
while making sure that researchers are motivated by
tackling projects which they find interesting, giving
too free a hand to them to help drive the agenda may
result in work irrelevant to the bank’s interests.

However, individual banks are not entirely on their
own – much of the success in research comes from
a highly developed network that lets them draw
rapidly on the work in progress elsewhere. There has
been a significant shift from the secretive behaviour
that traditionally enshrouded each bank in the past
toward a variety of formal and informal contacts
that stimulate rapid learning. The European System of
Central Banks (ESCB) has encouraged this exchange of
information and ideas and international organisations
(IMF, World Bank, OECD) have also been developing
their role as providers of policy relevant research.
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Within a country the central bank will want to be the
hub of the network of research being undertaken in
universities and research institutions, encouraging
their staff to work in the bank on secondment and
financing projects in areas where it does not have
the direct expertise or sufficient people available at
the time. Providing the incentives are appropriate,
the bank will find that a lot of its work is being done
through competition by outsiders. The network is
bound to be international, especially for smaller
countries, not just because of limits to expertise, but
because of the importance of comparative work and
the lessons from others. A bank that is reluctant to
adopt ideas because they are ‘not invented here’ will
face very heavy overheads.
To form an effective research strategy, central banks
need to carefully evaluate research prospects to ensure
selection of internationally competitive individuals
or teams. The Bank of Finland, for example, judges
that it can only produce work that will be influential
within the Eurosystem if it has at least five or six people
working on a subject area. Given the overall available
resources, this means that the Bank of Finland focuses
on three themes only: modelling monetary policy,
the future of the financial services sector and the
economics of transition, particularly in Russia and
China. These themes were largely determined by the
existing comparative advantage and special needs.
The most important issue after determining the
agenda is ensuring quality. Quality assessment is largely
academic driven, although an element of peer review
among central banks is now becoming possible. Inside
the ESCB, the need for external validation is obvious:
a small central bank is only going to have an influence
through the acknowledged quality of its work. Not only
does each individual item need to be of a high standard
to be persuasive, but also a reputation needs to be
built up so that the work is read by outsiders in the first
place. Thus, achieving an international impact is fairly
different from achieving an impact inside individual
countries. Domestically, central banks have autonomy
on operational issues, so they have to persuade
themselves and provide some justification outside. On
wider issues they have to get political approval, but the
intellectual competition tends to be relatively easy. Even
domestically, however, the rise of inflation targeting
has helped change this benign environment, with an
increasing focus on the importance of expectations.
The private sector, both domestic and foreignbased, has to believe in the central bank’s judgments
as well and this will be strongly assisted if the outside
informed community is in general support because of
the scientific quality of the evidence the bank produces.

In conclusion, quality assessment has two legs: first,
gradual gain in research reputation and, second,
peer review. While the first leg is ultimately the more
important of the two, regular, published independent
reviews of the bank’s research will be helpful to those
running it, to senior management in knowing that
they are getting value for money, and to outsiders in
confirming the standard.
The institutional structure plays an important role
in both determining a useful research agenda and
executing research that is found useful. In some
banks a research culture permeates the entire bank,
so that most people are expected to (and have the
time to) undertake substantial research despite having
policy-related jobs. In other banks, research needs to
be in a department of its own and an equal partner
with its clients in the structure of the bank. However,
not all central bank research departments do
research – without strong safeguards and incentives,
immediate policy issues will fill all the time available.
A well design system of staff appraisal is needed to
ensure that the amount of time planned for research
is actually devoted to it. In the US Federal Reserve,
many of the research staff see the alternative
employment as being the academic sector and are
motivated in their own careers to produce high
quality publications in order to maintain the outside
option. As a consequence the bank itself then only
needs to maintain conditions noticeably ahead
of that sector. For much of the rest of the world
the outside options are the commercial sector and
international organisations and there central banks
have limited hope of providing conditions that are
as good as the outside options. Most central banks
thus face attrition in their good research staff. They
have the best trained and most knowledgeable
people in the country and they thus provide training
for the financial sector as a whole. For a small
institution this can be a costly public service and
such a central bank may be better off outsourcing
some of the training function to universities.
Each central bank has to decide where it wants to be
in the research spectrum and this choice will depend
on the internal culture of the bank. However, without
a clear purpose, a focus on how to develop and
retain the necessary staff and their skills, a means
of evaluating priorities, assessment of the potential
value and likely success of projects, a strong domestic
and international research network and an appraisal
of outcomes in order to improve, it is unlikely that
a small central bank will obtain the sorts of valueadded from its research that it desires.
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Economic research priorities at the ECB
Carsten Detken (European Central Bank)
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ECB. The task of
organising economic research within a central bank
is not a trivial undertaking. The challenge is to hit the
efficient frontier with respect to academic quality,
policy relevance and timeliness of research output. At
the ECB economic research is conducted to a large
extent in the Directorate General Research, but also
in other business areas, especially in the Directorate
General Economics. To be relevant, research output
has to be disseminated within the institution, requiring
channels of communication and implementation (of
tools and models) and raising issues with respect to
the appropriate types of output.
At the ECB, research is coordinated by the Research
Coordination Committee (RCC), which also sets
research priorities. The RCC meets twice a year
in order to approve an annual forward-looking
research priorities report and a backward-looking
annual review of ECB-wide research activities. For
each priority area, the former report spells out the
envisaged division of labour between different
business areas, the envisaged type of output and
the foreseen time frame. The latter report monitors
results ex-post. The RCC is chaired by the Director
General Research, with senior management of
almost all ECB business areas constituting the RCC,
and the Executive Board of the ECB being decisively
involved in the RCC procedures. Two Executive Board
members act as patrons of the RCC and committee
meetings are open to other Board members, who
are expected to provide early guidance in selecting
and defining research priorities. Research results on
some of the priorities (at least four a year) lead to
seminar presentations to the Executive Board.
Research at the ECB refers to the following activities:
economic analysis aiming at publication in refereed
journals; model development; and technical support
in implementing developed models or tools.
Currently, the ECB’s research priorities are structured
along six broad headlines: 1. Forecasting and Model
Development; 2. Monetary Policy Analysis; 3. The
Transmission Mechanism of Monetary Policy; 4.
Financial Stability; 5. The Efficiency of the European
Financial System; and 6. International Issues. I will
briefly discuss some major topics within these
broad priority research areas, mentioning most but
not all of the ECB research priorities for 2006. The
contribution of ECB research to these topics can
be monitored by following the ECB Working Paper
Series in the next 1 to 2 years.

1. Forecasting and Model Development
A) Dynamic Stochastic General Equilibrium (DSGE)
models are quickly developing into the standard
tool for policy simulations and forecasting. DSGE
models have the potential to provide superior
simulation and forecasting results due to the fact
that they explicitly model the behaviour of economic
agents and sectors in the economy on the basis of
solid micro-foundations. In empirical analyses this
generally allows us to identify and attribute shocks
affecting macroeconomic aggregates to specific
sources (e.g. demand-driven versus supply-driven
inflation). In addition, DSGE models can easily be
used for specific scenario analysis, allowing us to
trace out the dynamic response of the economy
to specific disturbances and permitting simulations
of alternative monetary policy reactions. However,
these models can easily turn into a black box and
thus it is important to investigate thoroughly the
robustness of policy conclusions derived with
DSGE models.
B) Short-term forecasts for GDP and inflation
provide an essential input into the monitoring and
forecasting of euro area economic developments.
The methods of short-term forecasting have
been evolving constantly; with new approaches
including forecasting with large datasets using
factor models, forecasting with aggregated
and disaggregated data, and forecasting using
combined results from different models.
2. Monetary Policy Analysis
A) Researchers are currently revisiting the monetary
history of the euro area for the 4th ECB Central
Banking Conference in November 2006. The
information content of money will be documented
in real time. This will allow assessment of the role
of the ECB’s monetary analysis in past projections
and monetary decisions.
B) A further priority is the exploration and further
development of early indicator properties of money
and credit aggregates, both with regard to a direct
link to consumer price inflation and with respect to
an indirect, longer-term link via asset prices.
C) Large resources are devoted to finding a practical
solution to model uncertainty. The issue is how to
derive robust quantitative policy recommendations
from a large variety of simulation models.
3. The Transmission Mechanism
of Monetary Policy
A) The Eurosystem, with the participation of some
new EU member states, has just started a new
research network on wage dynamics in the euro
area. Wage costs are a major determinant of

© CZECH NATIONAL BANK

inflation in the euro area, and characteristics of the
wage setting process seem to determine features of
price setting. For example, prices change at a lower
frequency in labour intensive sectors. Improving
our understanding of wage dynamics is crucial
for understanding the transmission mechanism of
monetary policy, appropriately modelling the euro
area macro-economy and providing policy advice
with respect to labour market reforms.
B) Understanding residential property prices is
gaining more attention, as housing is the largest
component of private wealth and residential
property price changes explain a large part of
wealth effects in monetary policy. So far, satisfactory
models to explain housing prices have been
scarce. Home purchases are highly leveraged and
the reliance on housing as collateral raises issues
of banking sector stability in situations of asset
price deflation and defaulting borrowers. National
characteristics of mortgage markets play a crucial
role and deserve scrutiny. As house price boom/
bust cycles have proven to exert a strong influence
on the economy, information on the likelihood of
housing prices being fundamentally justified or
not, could at times be an important input into
monetary policy decision making. The quality and
scope of euro area house price indices also deserve
further attention.
C) Information on household finances and
consumption using micro-level data is of prime
importance to monetary policy makers. We
know very little about the determinants of
household portfolio decisions, an issue which
is gaining importance in the light of the ageing
of societies, related pension reforms and the
likely consequences for various asset prices.
Similarly, we lack precise knowledge about the
importance of changes in social security systems,
financial constraints and wealth on household
consumption in the euro area. Most existing
micro-level studies use US data. While in a number
of euro area countries data sets on household
finances exist, their quality, level of detail, lack
of comparability and accessibility substantially
reduce their usefulness for systematic research
and policy making for the euro area.
D) The new literature on macro-finance models
of the term structure allows risk premia in bond
yields of different maturities to vary over time in
an arbitrage consistent manner. These risk premia
depend on macroeconomic conditions, while these
models allow for mutual feedback between the
macro-economy and interest rates. ECB researchers
have been actively contributing to the macrofinance literature and current work is focused on

deriving reliable estimates of risk premia and thus
inflation expectations for the term structure in
these computationally expensive models.
4. Financial Stability
The link between financial stability and monetary
policy has not been explored in sufficient depth
in a general equilibrium context. Traditionally,
macro models have only a rudimentary financial
sector and finance models would not allow to
study optimal monetary policy. We need to capture
the mutual feedback between the monetary policy
regime, financial market agents’ behaviour and the
stability of the financial system. Although some
empirical work on asset-price booms and also
some DSGE models including financial frictions are
available, a lot remains to be done to satisfactorily
integrate the macro and finance literature. The main
question to be answered is how monetary policy is
supposed to optimally deal with the possibility of
financial imbalances and financial crises.
5. The Efficiency of the European
Financial System
The ECB is particularly interested in monitoring
the progress in European financial integration
given that financial integration directly affects
the transmission mechanism of monetary policy
and has consequences for financial stability.
Financial integration increases the efficiency of
the European financial system and thus improves
the allocation of scarce capital. Since 2002, the
ECB together with the Center for Financial Studies
has maintained a research network on “Capital
Markets and Financial Integration” aimed at
stimulating research on the current and future
structure of the financial system in Europe and its
linkages to the United States and Japan.
6. International Issues
Global imbalances is the catch-phrase for concerns
about the sustainability of the US net foreign liability
position. It is crucial to derive a clear understanding
of the fundamental reasons behind the US current
account deficits and the corresponding saving
surpluses in other countries to make a judgement
on the sustainability of the current positions. The
most likely adjustment scenarios and the respective
consequences for the world economy are of
interest to policy makers. Some of the possible
adjustment scenarios, such as a large US dollar
depreciation in real effective terms, could – if
occurring in a disorderly, abrupt manner – impose
huge costs on the world economy as a whole with
possibly uneven geographical distribution.
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What are the research priorities of a central bank that targets inflation?
Nicoletta Batini (International Monetary Fund)
Inflation targeting (IT) has become a very popular
monetary policy strategy among advanced and
developing countries alike. Some 21 countries
(of which 8 advanced and 13 emerging markets)
are now inflation targeters. Most, if not all, are
considered successes in that they have managed
to reduce inflation to, or close to, desired levels
without significant output gap costs; and none has
abandoned IT, except to join the EMU. Following
in their footsteps, a significant number of other
countries are considering IT, including many
emerging-market or developing economies.
The Czech Republic was the second emerging
market country to adopt IT (in 1998) and the Czech
National Bank (CNB) has been very successful at
targeting inflation over the last eight years. Its
inflation rate has remained in the low single digits
and well within the inflation target band, even in
the face of protracted depreciation and appreciation
pressures. The tight grip on inflation has had no
adverse consequences for economic growth,
which over the last few years has been strong and
relative stable by Czech standards. This could not
have been achieved without improvements in the
CNB’s “technical infrastructure”. Over the years,
the CNB has worked on improving its inflation
forecasting and modelling capabilities. Efforts
have also been made on the communication and
transparency front, leading to a progressively more
open and informative exchange between the CNB,
the markets and the public at large (Fracasso,
Genberg and Wyplosz, 2003). One interesting
question in this respect is what the CNB’s most
prominent research priorities should be from
where it stands today. A few suggestions are listed
below, grouped by research area.
There are at least three issues that deserve
attention in monetary policy research:
1. Inflation differentials and inflation expectations
across EMU. In the run-up to the formation of
EMU, the dispersion of national inflation rates
has fallen steadily. Current inflation differentials
within the euro area are not particularly large.
However, they are persistent and can create
relative differentials in price competitiveness
among countries. This is particularly important
for emerging market countries within EMU,

where exports are an important source of
income;
2. Flying “blind”. Output gap indicators tend to lose
information content for inflationary pressures
in economies that have successfully stabilised
inflation and smoothed business cycles. This
creates a problem for monetary policy because
it complicates inflation forecasting, creating
a need for new indicators of inflation;
3. Major economic trends and new joining
members. More research is needed on the
big economic trends driving the Czech
Republic, including the real exchange rate,
the population and, more generally, economic
growth. As more countries join the EMU, it is
vital to investigate the potential impact this
may have on neighbouring countries and the
domestic economy.
Successful IT central banks have long developed
their own “suite” of models, rather than relying
on a single model, since models with different
structures and philosophy serve different
purposes in monetary policy analysis. Practical
experience tells us that central banks should
refrain from pushing models beyond their limits.
To this end, a central bank should devote part of
its research resources to developing at least three
types of models:
1. Pure forecasting models, that is, models with no
structure, but typically with a good forecasting
performance (such as reduced-form VARs);
2. Dynamic stochastic general equilibrium models
(DSGE), which are story-telling tools and can
help explain what is driving the data;
3. Combinations of the former two types of
models (e.g. as suggested by Del Negro and
Schorfheide, 2005), which can enhance mediumterm forecasting by improving performance in
a structural model environment
Central banks pursuing IT should buttress their
financial stability analysis as well as their
forecasting capabilities by incorporating research
on financial markets into their suite of models.
For example, credit channel and credit friction
models plus liquidity constraints could be added
to forecasting models and calibrated following
results from research on financial markets.
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Central banks need to be selective in their choice
of fiscal issues.
1. Ageing issues and their long-run macroeconomic
implications are often neglected. Ageing goes
beyond fiscal implications and affects
productivity, competitiveness, growth, migration
and current account imbalances, among other
things. Central banks can no longer afford
to ignore the consequences of demographic
change on their medium-term inflation and
output projections, thus these should not be
left to the ministry of finance but should be
an integral part of the central bank research
agenda.
2. Differences in fiscal policies within EMU can have
nominal and real repercussions that, in turn,
may affect economic trends and the balance of
payments. Central banks should therefore devote
some research time to comparative fiscal analysis
relative to other countries inside and outside their
proximate economic region.
Research in the area of the real sector and
convergence remains at the centre of relevance both
for economic predictions and for policymaking. One
obvious example applicable to the Czech Republic is
analysis of the potential impact of ERM II on the real
sector, given alternative assumptions regarding the
terms of trade of its trade competitors.

References
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CNB Economic Research 2007–2012
Kateřina Šmídková (Czech National Bank)
Which topics should be researched in central
banks? This is a question the Economic Research
Department (ERD) asked the CNB Research
Advisory Committee (RAC) members two years
ago. A brainstorming session, during which the
RAC members gave an extremely interesting set
of presentations, was followed by an internal
discussion in the CNB and by a second RAC
debate devoted to the draft version of the CNB
research priorities for 2007–2012. The priorities
were published this year (www.cnb.cz/en/research/
research_intro).

A. Monetary policy
Strategic and policy issues related to inflation
targeting, and independent monetary policy in
general, need to be researched in both the Czech and
European context in order to provide (i) a background
for the CNB’s monetary policy prior to euro adoption
and (ii) for the CNB’s participation in the Europe-wide
general discussion on monetary policy throughout
2007–2012. The experience of countries that will be
adopting the euro before the Czech Republic and
the experience of the enlarged euro area should be
among the closely followed issues.

The CNB organises its research around a team
of research coordinators at the ERD, who are
responsible for defining research priorities,
coordinating economic research projects and
other research-related activities, supervising the
quality of research outcomes and distributing
those outcomes externally. The ERD has a staff of
14, including the Financial Stability Unit, which
produces the CNB’s annual Financial Stability
Report. However, more than 50 researchers from
inside the CNB as well as from external domestic
and foreign institutions are working at any point
in time on research projects. This provides a great
deal of flexibility regarding the research teams.

B. Macro-modelling and forecasting
In order to improve the quality and robustness
of the CNB’s modelling suite, the new SDGE
models should be finalised and there should be an
increasing stress on data-driven models. The CNB’s
forecasting models should be gradually improved
by applying new advances in economic theory,
computational methods and econometrics. The
CNB will use these models to generate its own
forecasts and policy simulations under inflation
targeting and to produce country inputs into the
ESCB debate following euro adoption.

The purpose of the CNB’s economic research is to
provide outputs that are relevant to the central
bank and of a high international standard. Relevant
outputs are those which help the CNB to expand the
know-how needed for its core activities: monetary
policy, financial sector supervision and maintaining
financial stability. High-standard outputs are those
that can be readily applied at the CNB and that
can be subsequently published in international or
regional research journals. The CNB aims to produce
its economic research efficiently, hence resources
are invested in research projects and activities that
are in line with its six-year priorities and two-year
Research Programmes.
In the forthcoming period, the CNB’s economic
research will face the following three main
challenges:
(i) to increase the emphasis on research in the
European context;
(ii) to give research support to changes in the
CNB’s core activities;
(iii) to utilise new advances in economic research
relevant to central banks.
These challenges are reflected in the 2007–2012
priorities, which specify five priority research
areas:

C. Financial stability
Research on financial stability is gradually gaining
prominence. The weight of the financial sector
in the economy is increasing, and with it so are
international financial linkages. The CNB will
become the new financial system supervisor in
2006. The CNB’s research needs to reflect the link
between financial stability and monetary policy,
which is currently at the research frontier, while
also inviting topics related to the non-banking
sectors of the financial system.
D. Fiscal policy
Fiscal issues such as the long-term sustainability and
flexibility of the fiscal system need to be researched
in order to form the CNB’s views on the impact of
the fiscal system on macroeconomic developments.
Fiscal policy is a high-impact macroeconomic
instrument and will be the only one remaining
at the national level after euro adoption. The
European experience to date indicates that fiscal
policy can be one of the most limiting factors in
the convergence process and that a further debate
on modifications to the SGP, such as the role of
fiscal federalism, can be expected.
E. The real sector and convergence
Research on real sector and convergence issues
needs to increase the robustness of monetary
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policy decisions both under inflation targeting
and following euro adoption by delivering
supply-side-oriented, disaggregated analyses that
improve our understanding of the economy’s
long-term behaviour and determining factors.
Specifically, more detailed knowledge of real
economic developments, typically based on
micro-data, should help in improving the CNB’s
macroeconomic predictions, especially at the
“short end”, and in setting the initial conditions
of the model-based forecasts.

CNB Research Seminars
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