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The new world of monetary policy 

• The financial crisis of 2008 threw up dramatic 
challenges for monetary policy 

 

• Central bankers, cautious by nature, found 
themselves experimenting with new tools and 
strategies 

 

• This lecture will explore the unusual outbreak 
of creativity among the world’s central banks 
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The ‘Great Recession’ 
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The interest rate response 
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The zero lower bound problem 
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Why not negative interest rates? 

• Zero lower bound due to storability of cash 

 

 

• Some discussion that the ECB should impose a 
negative interest rate on reserves 

– would be difficult to set a significantly negative 
interest rate 
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Types of unconventional policies 

What more can central banks do at the zero 
lower bound? 

 

Two alternative types of policies: 

 

1. Forward guidance 

 

2. Balance-sheet policies 

– e.g. quantitative easing Slide 7 



Forward guidance 



Forward guidance 

 

 

• Central bank reveals information about the 
future path of interest rates 
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(1st) UK forward guidance 

• Statement on 7th August 2013: 
• “the MPC intends not to raise Bank Rate from its 

current level of 0.5% at least until the Labour Force 
Survey headline measure of the unemployment rate 
has fallen to a threshold of 7%, subject to …” 

• Three ‘knockouts’: 
– it is more likely than not, that CPI inflation 18 to 24 months 

ahead will be 0.5 percentage points or more above the 2% 
target; 

– medium-term inflation expectations no longer remain 
sufficiently well anchored; 

– the Financial Policy Committee (FPC) judges that the stance of 
monetary policy poses a significant threat to financial stability 
… Slide 10 



Trigger/threshold for ‘lift-off’ 

1. Open ended : e.g. ‘no immediate rise in 
interest rates is expected’ 

2. Time dependent: e.g. ‘interest rates stay low 
until 2015’ 

3. State dependent: e.g. ‘interest rates stay low 
until unemployment falls below 7%’ 

 

• Trigger or threshold? (sufficient or necessary 
condition for interest rates to rise) 
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Early U.S. forward guidance 

• Open ended: 
• 16th December 2008: Fed funds rate expected to 

remain in 0-0.25% band “for some time” 

• 18th March 2009: wording changed to “for an extended 
period” 

• Time dependent: 
• Statement on 9th August 2011: 

– “The Committee currently anticipates that economic 
conditions ... are likely to warrant exceptionally low levels of 
the federal funds rate at least through mid-2013.” 

• 25th January 2012: wording changed to “at least 
through late 2014” 
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Is forward guidance a new idea? 

• Japan used a version of it (1999-00, 01-06) 

– ‘Zero interest rate policy’ until ‘deflationary 
concerns are over’, abandoned and restarted 

• Many CBs used official statements to provide 
information about direction of interest rates: 

– Fed’s ‘balance of risks’ (since 1999) 

– Language such as ‘strong vigilance’ by ECB 

• Some central banks publish forecasts of rates: 

– Reserve Bank of New Zealand (since 1997) 

– Norges Bank (since 2005) Slide 13 



Why should FG matter? 

• Even in normal times, changes in the very 
short-term interest rates affected by central 
banks should not matter much directly: 

– Households and firms are typically borrowing or 
saving over much longer horizons 

• Changes in policy must also be affecting 
expectations of future interest rates 

– Often implicit, but sometimes more explicit, even 
before the period of unconventional policies 
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Short- to long-term interest rates 

• e.g. bank making long-term loans financed 
with short-term liabilities: 

– Cost of funding depends on expected future short-
term rates 

• Expectations of central-bank policy should 
therefore matter for current market interest 
rates and other asset prices 

• These then affect economic activity 

• This is just the textbook transmission 
mechanism of monetary policy Slide 15 



Forward guidance in theory 

• FG seeks to affect expectations directly 

• For FG to have any effect, it must provide new 
information, not just confirm existing beliefs 

• What is this new information? 

• In the most academic theories of FG, it is a 
change to the central bank’s reaction function: 

– The central bank communicates that it will 
respond to future economic conditions in a 
different way from previously expected (and likely 
different from how it behaved in the past) Slide 16 



Forward guidance in theory 
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Desired effect on yield curve 
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Interpretation 

• Gains from commitment to a future policy: 

– Committing to hold down interest rates for longer 
than future economic conditions would warrant 
can deliver monetary stimulus now by changing 
expectations 

– Committing to use a different reaction function 

– Conditions in the past determine future policy, 
even if these past conditions are then irrelevant 

– There is a trade-off: Policy performs better now, 
but worse in the future 
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Empirical evidence on FG 

• Limited data given novelty of explicit FG 

– One approach that can draw on more data looks 
at the impact of news in FOMC statements 

– Studies by Gurkaynak, Sack and Swanson (2005) 
and Campbell et al. (2012) 

– Data on federal funds futures (various maturities) 

– Reaction to statements (in narrow window) 

– Is any news solely about the current month’s fed 
funds rate? 

– Identify a ‘path factor’ for news orthogonal to 
current month’s fed funds rate 
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Monetary policy news 
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Path factor and bond yields 
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Explicit forward guidance: Canada 

• Can also look at effects on fed funds futures of 
more explicit attempts at forward guidance 

• e.g. Bank of Canada statement on 21st April, 
2009: 

• “The Bank of Canada today announced that it is 
lowering its target for the overnight rate by one-quarter 
of a percentage point to 1/4 per cent, which the Bank 
judges to be the effective lower bound for that rate....”  

• “… Conditional on the outlook for inflation, the target 
overnight rate can be expected to remain at its current 
level until the end of the second quarter of 2010 in 
order to achieve the inflation target.” Slide 23 



Explicit forward guidance: Canada 
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Explicit forward guidance: U.S. 

 

• Statement on 9th August 2011: 
• “The Committee currently anticipates that economic 

conditions ... are likely to warrant exceptionally low 
levels of the federal funds rate at least through mid-
2013.” 

 

• No change in federal funds rate target on this date 
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Explicit forward guidance: U.S. 
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Interpreting the evidence 

• There is evidence to suggest that central bank 
announcements can change expectations 
without changes in current policy instruments 

– And central banks appear to be able to affect 
expectations with explicit FG (though not all have 
been successful, see Sweden) 

• But does this mean that forward guidance 
actually works the way theorists have in mind? 

• What is the information content of these 
announcements? 
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What does FG reveal? 

• Announcements that change beliefs about 
future interest rates could be due to: 

1. News about central-bank’s future reaction 
function (‘Odyssean FG’) 

2. News about central bank’s forecasts of future 
economic conditions (might be different from 
private-sector forecasts) (‘Delphic FG’) 

• According to theory, FG works through 1, 
while FG on 2 can be counterproductive 
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Alternative interpretation of FG 
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Interpreting the evidence 

• Most central banks have been keen to stress 
they are not making commitments with FG! 

– (though the Bank of Canada referred to its policy 
as a ‘conditional commitment’) 

• FG often interpreted as change in forecasts: 

– New York Times headline following January 2012 
forward guidance – ‘Fed Signals That a Full 
Recovery Is Years Away’ 

• Correlation of ‘path factor’ with forecasts: 

– positive w/ inflation, negative w/ unemployment 
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What type of FG might work best? 

• Open-ended or time-dependent forward 
guidance is more easily interpreted in terms of 
changing central-bank forecasts 

– Even if time-dependent FG could be seen as a 
commitment, it may not be wise to make an 
unconditional commitment 

• State-dependent forward guidance is more 
easily interpreted as a change in the reaction 
function 

– And safer because not unconditional 
Slide 31 



Evolution of Fed forward guidance 

• Began as open ended (Dec 08) 

• Becomes time dependent (Aug 11) 

– End date is revised (Jan 12, Sep 12) 

• Becomes state dependent (Dec 12) 

– Using 6.5% unemployment rate threshold, subject 
to inflation and inflation expectations not being 
too high 

– Clarifies 6.5% is threshold, not trigger (Dec 13) 

– Drops unemployment threshold (Mar 14), 
provides a less precise list of relevant factors Slide 32 



(2nd) UK forward guidance 

• Unemployment fell towards 7% much faster 
than most forecasters expected 

– Less specific guidance released on 12th February 
2014: 

– “Despite the sharp fall in unemployment, there remains scope 
to absorb spare capacity further before raising Bank Rate.” 

– “When Bank Rate does begin to rise, the appropriate path so 
as to eliminate slack over the next two to three years and 
keep inflation close to the target is expected to be gradual.” 

– “Even when the economy has returned to normal levels of 
capacity and inflation is close to the target, the appropriate 
level of Bank Rate is likely to be materially below the 5% level 
set on average by the Committee prior to the financial crisis.” 
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Can state-dependent FG work? 

• Must change beliefs about reaction function 

• But if objectives of central bank have not 
changed, are commitments really credible? 

– Time inconsistency problem 

– As there is no action now, is it just cheap talk? 

– Can it be rationalized without commitment? 

• perhaps CB objectives (or weights) have changed 

• or public has the wrong perceptions of these 

• In practice, what threshold should be used? 

– Unemployment thresholds set rather high 
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Alternative targets? 

• Target for price level, or level of nominal GDP 

• With nominal GDP level target: 

– Recession creates expectation of faster NGDP 
growth in future 

– Excessively low inflation or deflation creates 
expectation of faster NGDP growth in future 

– These expectations work in a similar way to the 
delayed-tightening commitment described earlier 

– Advantage that same reaction function can be 
used at all times 
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Forward guidance: Evaluation 

• Clear justification in theory, though not one 
that central banks have actually emphasized 

• Need for commitment: difficult given the 
‘institutional technology’ of central banks 

– decisions by committee 

– central-bank independence does not imply an 
ability to make complicated commitments 

• Based on exploiting a trade-off: 

– This has been a pitfall of monetary policy in the 
past, difficult to be transparent about trade-offs Slide 36 



Should FG continue? 

• Many economies on the path to recovery, 
including UK 

• Dangers of more FG: 

– Asset-price bubbles 

– Increased risk taking 

– Uncertainty about potential output: how much 
scope is there for further recovery? 

– Damage to central bank’s credibility if threshold 
keeps being revised 

• But there may still be too much slack… 
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FG, going forwards... 

• If FG is to continue as an effective policy, 
central banks must make it clearer, and must 
tackle issues of commitment and credibility 

– They are uncomfortable with this 

– Do not want to endanger their hard-won inflation-
fighting credibility 

– This is obviously important, but: 

• ‘Central bankers always try to avoid their last 
big mistake’ – Milton Friedman 
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Balance-sheet policies 



Central bank balance sheet 

• Assets: 

– Government bonds 

– Private securities 

• Liabilities: 

– Currency 

– Reserves 

 

Changes to the central bank’s balance sheet are 
feasible and might be a substitute for inability to 
cut interest rates further 
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Evolution of Fed’s balance sheet 

Slide 41 
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Fed balance-sheet policies 

• Special liquidity facilities and credit programs 
following failure of Lehman Brothers (Sep 08) 

• LSAP1: Focused on buying mortgage-backed 
securities (Dec 08 – Mar 10) 

• LSAP2: Buying long-term government bonds 
(Nov 10 – Jun 11) 

• Maturity Extension Program: Swapping long-
term government bonds for short-term debt 
(‘Operation Twist’) (Sep 11 – Dec 12) 
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BoE asset purchases 

Slide 43 
Source: Bank of England 



Source of economic effects 

• Suppose the central bank expands its balance 
sheet, creating reserves to buy assets through 
outright open-market operations 

– Is it the increase in the money supply that 
matters? 

– Is it the asset purchases that matter? 
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U.S. monetary base 
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Japanese monetary base 
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‘Printing money’: a misconception 

• Quantitative easing is sometimes described as 
‘printing money’ 

• But the expansion of the money supply does 
not directly fund government spending, 
neither is it transferred to households or firms 
for free 

• Financial institutions obtain additional 
reserves in exchange for financial assets 
through open-market operations 
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Traditional monetarist argument 

• Money multiplier: 

– Expansion of the monetary base will increase the 
broad money supply through banks lending out 
excess reserves 

– This increases nominal spending, and hence 
demand, and ultimately inflation 

 

– However, broad measures of the money supply 
did not change significantly, unlike monetary base 

– Banks dramatically increased holdings of excess 
reserves, money multiplier declined Slide 48 



U.K. money multiplier 
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Liquidity trap 

• At the zero lower bound for interest rates, 
there can be a liquidity trap 

• Reserves and (short-term) government bonds 
become perfect substitutes 

• Increasing the supply of reserves by buying 
(short-term) government bonds might then 
have no effect on the economy 

– Though may have an effect if money supply 
increase were expected to be maintained after 
interest rates return to normal  Slide 50 



Purchases of other assets 

• The liquidity trap argument does not 
necessarily apply to purchases of other assets: 

– Longer-term government bonds 

– Corporate bonds 

– Asset-backed securities 

• To the extent that these assets are not perfect 
substitutes for reserves or short-term 
government bonds, asset purchases might 
have an effect 

• But they are arguably not monetary policy! Slide 51 



Asset purchases: Possible effects 

• Signalling path of low future interest rates 

– credibility from possible capital losses? 

• Risk premia through portfolio balance effect 

– Inc. term premia, prepayment risk, default risk 

– Risk transferred to government 

• Liquidity at a time of market stress 

 

– But arguably not the traditional monetarist 
channel through money multiplier, extra reserves 
leading to more bank lending Slide 52 



Empirical evidence on LSAP 

• Event studies: look at reaction of market 
prices in window around announcements. 

– Gagnon et al. (2010) examine QE1 

– Krishnamurthy and Vissing-Jorgensen (2011) 
examine QE1 and QE2 

– Look at the response of various types of assets to 
determine which channels are operative 

Slide 53 



Evidence on QE1 effects 
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Intra-day: 10yr Treasuries 
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Initial 
announcement 

of asset 
purchases 

(25th Nov 2008) 

Announcement of 
volume of  

Treasuries to 
be purchased 

(18th Mar 2009) 



Signalling: Effect on yield curves 
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QE1: 

QE2: 



Interpreting the evidence 

• Event studies provide evidence that LSAP can 
have significant effects on asset prices 

– QE1: Evidence suggests effects are large and work 
through portfolio balance effect 

• But findings may not be a guide to future policy 
because financial-market conditions were abnormal at 
beginning of QE1  

– QE2: Evidence suggests effects are smaller and 
work more through signalling future interest rates 

• But event study methodology may fail to capture the 
extent to which further QE was anticipated by this point 
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Exit strategies 

• Even if QE is beneficial, perhaps dangers of 
exiting from it in future outweigh benefits: 

– Risk of high inflation if large increases in money 
supply (excess reserves) are not reversed 

– Capital losses for central bank if rates rise 

– In principle, central banks have the tools to 
manage transition: 

• Reversing open-market operations 

• Paying interest on reserves 

• Reserve requirements 

– But is there the will to use these tools? Slide 58 



Quantitative easing: Evaluation 

• Evidence suggests QE has been effective at the 
height of the financial crisis 

– But may not be the most efficient policy if 
signalling is the main channel 

• QE risks blurring line between monetary and 
fiscal policy, jeopardizing CB independence 

• Worry over exit strategies 

– But experience of Japan in 2006 suggests QE can 
be reversed without significant disruption 
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Future prospects for QE 

• Pace of asset purchases declining in U.S. 
(tapering expected to finish in late 2014) 

• QE has been static in the UK for several years 

• Some suggestion of beginning QE in the 
Eurozone, but may be cheap talk 

• Japan is aggressively pursuing monetary 
expansion with ‘Abenomics’ 
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In conclusion 

• Still too early to judge the success or failure of 
unconventional monetary policy 

– We do not have good counterfactuals for the 
benefits in terms of GDP and unemployment 

– Too early to know any potential costs 

• Success is ultimately a return to normality: 

– Only when this is sustained should central banks 
declare “Mission Accomplished” 

– Unfortunately not many examples of economies 
successfully exiting the liquidity trap so far… 
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Postscript 

• The one thing analysts of unconventional 
monetary policy can all agree on: 

 

• There is more work for economists to do to 
understand it properly! 

– (with the benefit of more data in the future) 
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