Monetary Policies Goals, Strategy, and Tactics-1
All central banks are designated by law to achieve certain goal(s), for example, full employment, stable long-term interest rate, price stability, exchange rate stability, financial stability, etc. Monetary policy tools (OMO, discount lending, required reserve ratios, etc.) are the instruments that central banks utilize in order to attain these goals. 

However, the central bank does not target those goals directly, because it usually take a considerable time lag to see the impact of its policy change. It will be too late for the central bank to wait and see the policy effect. As a result, the central bank aims to influence a set of quantitative or price variables that are statistically closely related to the goals to serve as intermediate targets, which usually include monetary aggregates, bank credit, exchange rate, and long-term interest rates. 
Once the central bank has identified its intermediate targets, it influences them by targeting the operating targets (policy instruments) which it can better manipulate with its monetary tools. The operating targets should be closely related to the intermediate targets and can also be effectively affected by policy tools. Some examples of operating targets are reserve aggregates (reserves, non-borrowed reserves, monetary base, etc.) and interest rates (interbank loan rates and short-term government security rates).
It is easier for the central bank to aim for the operating and intermediate targets than the goals because it can see the results much faster and judge whether its policies are on the right track. Our discussion will focus on the choice of intermediate targets.
1. The Role of Nominal Anchor 
A main feature of monetary policy strategy in all the countries is the use of a nominal anchor (e.g., monetary aggregates, exchange rate, inflation rate, etc.) as an intermediate target to achieve their goal(s).
1.1 Time-Consistency Problem (TCP)
Typically, to maintain price stability a central bank allows a nominal anchor to change only within a certain target range. A nominal anchor promotes price stability by tying inflation expectations to a low level directly through its constraint on the value of domestic money. How does a nominal anchor work to control inflation expectations? It alleviates the problem of time-consistency. 
Consider a rational and forward-looking government that chooses a time plan for policy in order to maximize the well-being of its citizens. Kydland and Prescott (1977) show that if given an opportunity to re-optimize and change its plan at a later date, the government will generally do so. In particular, the government will have incentives to boost the economy by pursuing discretionary monetary policy that is more expansionary than expected. Thus, the discretionary policy is time-consistent, i.e., the policy is what policymakers are likely to be willing to pursue at any given point in time.
A significant upshot is that governments unable to make binding commitments regarding future policies will encounter a credibility problem. Specifically, the public will realize that future government policy will not necessarily coincide with the announced policy, and then they will revise their expectations and their behavior in response to future policies. Therefore, the policy problem should be studied as the outcome of a game, where current and future policymakers are modeled as distinct players. In this game, each player has to anticipate the reaction of future players to current play, i.e., rational expectations are required. They showed that the outcome in a rational-expectations equilibrium where the government cannot commit to policy in advance (discretionary policy) results in lower welfare than the outcome in an equilibrium where the government can commit.
This is because the economic aggregates are influenced by what firms and the public expect the monetary authorities to do in the future. When the public anticipates that the monetary authorities cannot commit to its announced policy, it will lead to a shift of the public’s expectations (e.g., future inflation, future benefits of bailout) and change their behaviors accordingly.
Examples:  over-expansionary policy to boost the economy, too-big-to-fail, etc.

In light of this time-consistency problem, the nominal anchor serves as a behavior rule that provides a behavior constraint on discretionary policy. This nominal anchor also helps to build up the reputation of the central bank, raising the credibility of the policy announced.
2. Intermediate Targets

Criteria for Intermediate Targets

(1) Intermediate Targets should maintain stable and high correlation with economic activity (GDP, general prices, …) so that these targets have predictable impact on the goals.
(2) The central bank should be able to effectively control the intermediate target.
(3) It is important that the central bank is able to measure changes of these targets easily and quickly.
Recall that the central bank can target the reserve aggregates and the interest aggregates. However, the central bank can only target one of them and not both at the same time. In other words, the central bank cannot control the money supply and the interest rate at the same time. The reason for that is because the demand for money is out of the central bank’s control.
2.1. Monetary Targeting
Since 1970s, monetary aggregates had been employed by many countries to serve as an intermediate target. However, the monetary targeting these countries exercise was very different from what M. Friedman recommended that monetary aggregates are to be targeted at a constant rate.
2.1.1. U.S.
(a) In 1970, A. Burns (Fed chairman) started specifying monetary targeting range, using M1 as the intermediate target. 

(b) In 1987, the Fed switched to M2 targeting, due to (i) financial innovations and deregulation, which made definition and measurement of money more difficult; and (ii) there was a breakdown in the stable relationship between M1 and Y, and thus M1 can no longer be a reliable indicator for monetary policy.

(c) A. Greenspan announced the Fed abandoned monetary targeting and switched to federal funds rate targeting in 1993. Again, it was because the relationship between M2 and output broke down.

2.1.2. U.K.

(a) In 1980, M3 target was introduced, but then soon ran into similar problem as U.S.’s M1 targeting. The monetary target switched to M0 (monetary base).
(b) The Bank of England adopted inflation targeting in 1992.
(c) However, BOE targeted multiple aggregates and frequently overshot the targets.
2.1.3. Germany
(a) The Bundesbank targeted the central bank money” (currency in circulation + bank deposits) in 1974, and switched to M3 in 1988.
(b) In practice, the Bundesbank exercised a flexible monetary targeting, sometimes allowing the growth rates of monetary aggregates to drift outside its target range for a substantial periods of time, in order to focus on long-term control of inflation.
(c) The Bundesbank stresses the importance of transparency in communicating to the public how monetary policy is directed to achieve long-term inflation goals and as a means for increasing accountability.

(d) F. Mishkin argues that the way of conducting monetary policy by the Bundesbank is close to a “hybrid” inflation targeting, because flexibility, transparency, and accountability are important elements of inflation targeting.
2.1.4. Taiwan

See handout “99年貨幣成長目標區設定說明”
2.1.5. Advantages
(a) The monetary aggregates can be readily observable within a few weeks, and thus send immediate signals about the stance of monetary policy.
(b) Monetary targets also increase accountability to keep inflation expectations low. If properly executed, it helps contain policymakers from falling into time-consistency trap.

2.1.6 Disadvantages

(a) There must be a strong and reliable relationship between the goal(s) and the targeted monetary aggregate. 

(b) The weak relationship later found in several countries (U.S., U.K., Germany, etc.) implies that hitting the target no longer provide an adequate signal about the stance of monetary policy, and will not help fix inflation expectations. 
(b) An unreliable relationship between the goal(s) and the targeted monetary aggregate makes it difficult for monetary targeting to serve as a communicative device that helps raise transparency of monetary policy and make the central bank accountable to the public. 
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