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Central Bank Exit Strategies and
Credibility:
The Case of Shrinking the Monetary Base

o #

In this paper, the problem of credibility that a central bank
might face when exiting unconventional monetary policy is examined.
When doing so, a central bank shrinks the monetary base, which
might deteriorate the bank’s financial condition and thus jeopardize its
credibility. This paper develops a dynamic optimization model of a central
bank and examines whether shrinking the monetary base is feasible or
not by checking the transversality condition. To decrease the monetary
base, the bank has two alternative exit strategies: changing its assets
and changing its liabilities. Our analysis shows that the transversality
condition may not be satisfied when a bank takes the exit strategy of
changing its liabilities.
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