
Key Questions 

• What were central banks thinking before the crisis? 

• Was Quantitative Easing the best way for central banks to target 

inflation? 

• Will machine learning save central banks from failing models? 

 

 

 

CENTRAL BANKS: PAST, PRESENT AND FUTURE 

By Jainni Patel & Luisana Toner, BA Economics, UWE Bristol 

 

THE PAST 

Over the last 200 years, the power of 

central banks ebbed and flowed, but 

their primary function has remained the 

same: to issue currency and set interest 

rates. The era of the gold standard saw 

central banks, including the Bank of 

England (BoE) commit to keeping the 

value of currency stable against gold. 

Following World War I, and the 

subsequent collapse of the gold 

standard, the role of central banks 

returned to being financiers of the 

state. 



Economic thinking prior to the Great 

Moderation (1987-2007) followed the 

Quantity Theory of Money 

(Monetarism), which suggests that the 

amount of money in circulation (set by 

the central bank) directly determines 

the overall price level for goods and 

services (inflation).  

The Bank of England was made 

operationally independent of 

government in 1997 and switched to 

targeting inflation through the use of 

short-term interest rates. The system 

was based on a model – the Dynamic 

Stochatic General Equilibrium Model 

(DSGE) – that made a number of 

assumptions that were not valid in the 

real economy. Importantly, the model 

did not account for asset bubbles, nor 

account for non-rational economic 

agents. The failure to predict the crash 

caused a revision of economic thinking. 

 

THE PRESENT 

In the wake of the financial crash and 

the collapse of Northern Rock in 2007, 

central banks were forced to move 

beyond ‘conventional’ monetary policy 

and use other measures to help 

stimulate the economy. Short-term 

interest rates in the UK were lowered to 

a record level but this proved 

inadequate. One such example of past 

‘unconventional’ monetary policy was 

used by the Bank of Japan in 2001 until 

2006, following their real estate bubble, 

where policies such as Quantitative 

Easing (QE) were first enacted. The 

BoE also enacted QE with the intention 

of supporting bond markets, 

incentivising lending in order to 

increase spending and income, and 

therefore preventing deflation. 

However, QE did not bring all of the 

promised rejuvenation to the economy. 

Critics alleged that the cash injected by 

the bank ended up in the hands of the 

wealthy and those middle and lower 

income families saw only marginal 

improvements in their position.  

Many critics, including central 

bankers in the BoE, European Central 

Bank and US Federal Reserve though 

that to continue following pre-crisis 

theories would leave economies 

vulnerable to future crises. 

 

THE FUTURE  

The last 10 years have seen new 

policies try and resuscitate economies 

following the financial crisis. One idea 

being discussed is Machine Learning 

(ML), which has the potential to restock 

the arsenals of many central banks 

against future crises. ML’s application to 

economics has been researched by 

central banks by using mathematical 

and statistical models to teach 

machines about new phenomena; it 

involves ingesting raw information in 

large datasets, understanding patterns 

and correlations and drawing inferences 

to analyse policies. The machines can 

work faster than humans with the 

ability to adapt from mistakes and 

course-correct and may also be more 

accurate and outperform traditional 

modelling approaches in policy making 

that central banks already follow. This 

is because the approach of ML is to be 

“model free” i.e. you do not need a pre-

conceived model of the world - the 

machine derives one for you.  
 


