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Monetary	  policy:	  provision	  of	  liquidity

• CBs	  have	  the	  privilege	  of	  creating	  base	  money (high-‐
powered	  money)

• provide	   liquidity	   to	  individuals	  and	  to	  financial	   system.
• MP	  consists	  primarily	   in	  setting	  the	  price	  and	  quantity	  of	  

liquidity.

How	  the	  liquidity	   is	  provided?
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Monetary	  policy	  tools

• open	  market	  operations:	  purchases	  or	  sales	  of	  financial	  
assets	  by	  the	  CB	  from/to	  commercial	   banks

• repurchase	  agreements	  or	  repos: CB	  provides	   loans	  to	  
commercial	  banks	  and	  holds	  the	  corresponding	   assets	  for	  
a	  fixed	  period

• discount	  rate:	  the	  rate	  of	  interest	  the	  CB	  charges	  on	  loans	  
to	  commercial	  banks	  

• reserve	  requirements:	   the	  proportion	   of	  deposits	  the	  
commercial	  banks	  should	  deposit	  with	  the	  CB.

EP#06:	  Monetary	  policy	  II 3



BOX. Instruments	  of ECB
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• Weekly	   refinancing	  operations	  (competitive	   bids	  through	  
which	  ECB	  provides	   liquidity	  against	  collateral	   =>	  
refinancing	   rate	  (the	  main	  rate	  of	  Eurosystem)

• Two	  overnight	  standing	  facilities:
– Marginal	  lending	  facility	  (ceiling	   rate)
– Marginal	  deposit	  facility	  (floor	   rate)

• Minimum	  reserves	  (1	  %	  of	  the	  demand	  deposits	  and	  of	  
time	  deposits	  shorter	   than	  two	  years)

These	  three	  rates	  are	  sometimes	  called	   leading	  interest	  
rates.	  Interbank	   rate	  fluctuates	  between	   floor	  and	  ceiling	  
rate	  and	  in	  normal	  time	  close	  to	  refinancing	   rate.



BOX. ECB:	  leading interest rate (December 2010-‐March	  2016)
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Nonetheless, as recently argued by the CEO of a prominent Danish bank, negative rates could in

essence be counter-productive as banks may consider increasing loan rates to compensate for

the money they are losing on deposits.

While the negative interest rate environment is particularly worrying for the banking sector, it is

equally of concern to the investing community. As I explained in my article “The search for yield

continues” published two weeks ago, the options for investors are diminishing as yields have

declined substantially over recent years.

AAlthough the low interest rate scenario is here to stay for several more years,lthough the low interest rate scenario is here to stay for several more years,

investors must also take account of the increased price risk when investing ininvestors must also take account of the increased price risk when investing in

financial markets especially in the current environmentfinancial markets especially in the current environment. The wide volatility across most

asset classes last Thursday afternoon was a very important eye-opener for investors.



BOX. ECB:	  leading interest rate (December 2010-‐March	  2016)
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Printed from Hamodia.com

FRANKFURT, Germany (AP) -

BUSINESS

ECB Cuts Benchmark Interest Rate to 0.5 Percent
Friday, May 3, 2013 at 10:35 am | כ"ג אייר תשע"ג

The European Central Bank cut its key interest rate to a record-low 0.50 percent
Thursday, and announced other measures to spur lending and help lift the euro area out of a stubborn recession.

ECB President Mario Draghi said the bank was prepared to flex its muscles further in the face of high and rising
unemployment and growing evidence that Europe’s economy is getting weaker. He said the ECB stood “ready to act if
needed,” but he also implored European governments – which responded to the region’s debt crisis by slashing spending
– to do more to stimulate economic growth.

On Wednesday, the U.S. Federal Reserve signaled it wouldn’t rule out taking more action to boost growth, and Fed
Chairman Ben Bernanke warned America’s political leaders that their policies were holding back the economy.



MP	  at	  the	  zero	  lower	  bound

CBs	  reached	   the	  limits	  of	  MPs	  after	  global	  financial	   crisis	  =>	  
unconventional	   MPs:
• easier	  access	  of	  commercial	  banks	  to	  CB	  liquidity	   (e.g.	  

through	  extending	  the	  list	  of	  eligible	  collateral,	   changing	  
the	  way	  CB	  provides	  liquidity,	   providing	   liquidity	  at	  longer	  
horizons)	  =>	  credit easing

• interventions in	  targeted way on	  specific market	  
segments (purchases of securitized loans and	  covered
bonds)
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MP	  at	  the	  zero	  lower	  bound

• flattening	  the	  yield	  curve	   (reduce	   longer	  term	  interest	  
rates)	  through
– appropriate	   communication	   =>	  forward	  guidance
– purchases	  of	  long-‐term	  bonds	  =>	  quantitative	  easing
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BOX. Fed balance	  sheet
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Measuring Labor Share in Latin
American Countries

Previous Post
What Economic Theory Says about

Quantitative Easing

Next Post

He also looked at the size of Fed’s balance sheet relative to U.S. gross domestic product (GDP).
In the fourth quarter of 2007, the Fed’s balance sheet was 6.0 percent of GDP, but it had grown
to 23.5 percent of GDP in the Srst quarter of 2017.

QE among Other Central Banks

Other central banks have used QE since the crisis—some in an even bigger way than the Fed,
Williamson said. He noted that in December 2016:

The Bank of Japan’s balance sheet was 88 percent of GDP.
Switzerland’s was 115 percent of GDP.
The Swedish Riksbank’s was 19 percent of GDP.
The Bank of England’s was 24 percent of GDP.
The European Central Bank’s was 34 percent of GDP.

“In essentially all of the QE programs conducted in the world during and after the Snancial crisis,
central banks seemed primarily interested in how the type and quantity of asset purchases
would affect Snancial market conditions and, ultimately, in`ation and aggregate economic
activity,” he wrote.

The next post in this series will discuss the typical justiScation for QE and how QE is supposed
to work in theory.

Follow the Series

What Is Quantitative Easing, and How Has It Been Used?
What Economic Theory Says about Quantitative Easing
Does Quantitative Easing Work as Advertised?

Additional Resources

Regional Economist: Quantitative Easing: How Well Does This Tool Work?
On the Economy: What Does Neo-Fisherism Say about Unconventional Monetary Policy?
On the Economy: How Might Increases in the Fed Funds Rate Impact Other Interest Rates?

Posted In Federal Reserve, Financial  |  Tagged stephen williamson, quantitative easing, monetary
policy, interest rates, federal reserve, federal funds rate, Snancial crisis



BOX. Central banks’	  policy interest rates
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Záporné úrokové sazby (1)

Centrální banky poprvé přistupují k využití záporných nominálních úrokových sazeb v roce 2012.



Transmission	  channels	  of	  MP
Transmission channels:	   the way monetary policy
decisions affect output	  and	  inflation
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The	  interest	  rate	  channel

Traditional	   Keynesian	  channel:
• Monetary	  expansion	  in	  the	  presence	  of	  nominal	  rigidities	  

leads	  to	  a	  fall	  in	  the	  interest	  rate,	  hence	   to	  a	  revival	  of	  
investment	  and	  durable-‐goods	   consumption	  and	  via	  
multiplier	   affect	  to	  rise	  of	  aggregate	  demand	  (AD)

• Uncertainty:	   CB	  can	  directly	   affect	  overnight	  nominal	  
interest	  rate,	  while	  AD	  rather	  depends	  on	  expected	  real	  
long-‐term	   interest	  rates.
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The	  asset-‐price	  channel

• Lower	   interest	  rate	  raises	  asset	  prices	  held	  by	  
households,	  who	  in	  turn	  partially	   consume	  this	  extra	  
wealth,	  which	   then	  stimulates	  AD.

• E.g.	  Japan	  in	  the	  early	  1990s,	  U.S.	  in	  2000s.
• The	  importance	   of	  this	  channel	  has	  increased	  as	  a	  

consequence	   of	  the	  general	   rise	  in	  the	  wealth-‐to-‐income	  
ratio.
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The	  credit	  channel

Lower	  policy	   rates	  stimulate	  commercial	  banks	  to	  relax	  
credit	   constraints	  and	  hence	  to	  stimulate	  credit	   supply.

The	  banks’	  financial health is crucial for the transmission of
MP.	  When the banks’	  balance	  sheets are	  burdened with
nonperforming loans (loans with high probability	   of default)	  
or with impaired assets (assets not	  traded any more	  or
whose market	  value is much	  lower than they were
purchased),	  banks are	  less willing to	  grant	  new loans =>	  
credit crunch (e.g.	  Japan	  at the end	  90s	  and	  beginning of
the 2000s).
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The	  foreign-‐exchange	  channel

A	  fall	  in	  the	  domestic	  interest	  rate	  implies	  a	  fall	  in	  the	  yield	  
of	  domestic	  assets	  in	  comparison	  with	  foreign	  assets	  =>	  
domestic	  currency	   depreciates	   and	  this	  influences:
• the	  price	   level	  (through	  change	  in	  import	  prices)
• aggregate	  demand	  (through	  change	  in	  net	  exports)
• aggregate	  supply	  (through	  a	  change	  in	  the	  price	  of	  

imported	   inputs)
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BOX. ECB	  transmission mechanism
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changing the refinancing rate to directly affect money market interest rates;
setting expectations of future interest rates and inflation, which directly affects medium and long-term interest rates;
changing saving and investment decisions of both households and firms, with higher rates increasing savings and
investments while decreasing borrowing for consumption. Higher interest rates also increase the risk that borrowers will
not be able to pay back their loans, thereby causing lenders to decrease the amount of available credit.
Interest rates can also affect asset prices, since many assets are bought with borrowed money. Real estate is a prime
example of an asset whose value varies with interest rates.
Interest rates also affect aggregate demand and supply, which can have an effect on wages and prices in general.
Low interest rates generally increase borrowing because of the increase in asset prices that are used as collateral,
instilling greater confidence in the borrowers and the lenders, and because lenders are willing to take more risks to earn a
higher yield. The result of keeping interest rates low for too long is what partly caused the 2008 credit crisis.

A flowchart depicting the monetary policy transmission mechanism from target interest rates to changes in market prices.
Economic shocks that affect prices, but which the central bank cannot control, include large changes in the global economy,
bank capital, fiscal policy, and commodity prices.

Monetary Policy Operations

The ECB rarely buys securities outright. Reserves are provided to the European banking system primarily through what
are called refinancing operations, which are weekly auctions of 2-week repurchase agreements in which the ECB,
through the national central banks, provides reserves to banks in exchange for securities and then reverses the transactions
2 weeks later.

The ECB's Governing Council, which sets monetary policy for the ECB, establishes a main minimum interest rate in the
refinancing options, called the minimum bid rate, which is equivalent to the target federal funds rate. Unlike in the
United States, where monetary policy is conducted by the Federal Reserve Bank of New York, refinancing operations take
place at the National Central Banks < http://www.ecb.int/home/html/links.en.html > (NCBs). Any European financial institution
that is subject to the ECB's reserve requirements may participate in the ECB's weekly auctions in contrast to the 20



What	  monetary	  strategy?

• A	  monetary	  strategy	  is	  a	  policy	   framework	   that	  relates	  
instruments	  to	  objectives.

• Since	   the	  1960s	  the	  debate	  about	  monetary	  strategy	  has	  
never	  abated.

• Svensson (1999,	  2001)	  proposes	  three	  different	   types	  of	  
rules:
– intermediate-‐targeting	  rules
– instrument	  rules
– targeting	  rules
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Intermediate-‐targeting	  rules

• ..	  target	  an	  intermediate	  variable	   that	  is	  correlated	  with	  
objective.

• Example:	  money	  targeting	  rules	  especially	   during	  80s
• At	  the	  end	  of	  80s	  the	  the	  relationship	   between	  money	  

and	  inflation	  broke	  down.
• Nominal	  exchange	  rate	  	  is	  also	  used	  as	  an	  intermediate	  

target	  in	  small	  open	  economies.
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Instrument	  rules

• express	  the	  instrument(s)	  as	  a	  function	   of	  predetermined	  
of	  forward-‐looking	   variables	   such	  as	  inflation	  or	  output	  
gap.

• Example:	  Taylor	  rule	  which	   relates	  the	  interest	  rate	  to	  
inflation	  and	  output	  gap.
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The	  Taylor	  rule
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iff =	  	  π +	  	  2	  	  +	  	  0.5	  (π – 2)	  	  – 0.5	  (GDP	  gap)
where

iff =	  nominal	  federal	   funds	  rate	  target	  (interest	  rate)

GDP	  gap	  =	  100	  x	  

=	  percent	  by	  which	  real	  GDP	  
is	  below	   its	  natural	   rate

Y Y
Y
−



The	  Taylor	  rule	  (example)
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i =	  	  π +	  	  2	  	  +	  	  0.5	  (π – 2)	  	  – 0.5	  (GDP	  gap)

• If	  π =	  2	  and	  output	  is	  at	  its	  natural	   rate,	  
then	  interest	  rate	  should	  be	  targeted	  at	  4	  percent.

• For	  each	  one-‐point	   increase	   in	  π,	  
monetary	  policy	  is	  automatically	   tightened	  
to	  raise	  Fed	  funds	  rate	  by	  1.5.

• For	  each	  one	  percentage	  point	  that	  GDP	  falls	  below	   its	  
natural	   rate,	  monetary	  policy	  automatically	  eases	  to	  
reduce	   the	  fed	  funds	  rate	  by	  0.5.



BOX. Fed target rate (%)	  and	  rate implied by	  Taylor rule	  (%)
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Source: Bloomberg. As of Nov. 30, 2016. The Taylor Rule is a model for adjusting policy rates based on actual inflation relative to
the central bank’s target, actual employment versus an estimate of full employment and an estimate of the “neutral” policy rate
consistent with full employment.

A Global Fiscal Big Bang?



Targeting	  rules

• specify	  what	  the	  objectives	   of	  the	  central	  bank	  are.
• Example:	  inflation	  targeting	   (IT):
– has	  become	   increasingly	   popular	   in	  the	  2000s	  
– target	  =	  CB	  inflation	  forecast,	   conditional	   on	  market	  
expectation	  and	  policy	   rate	  

– IT	  requires	   transparency	   on	  models,	  procedures	   and	  
forecasts	  

– most	  central	   banks	  implement	  flexible	   inflation	  
targeting,	  with	  some	  weight	  on	  the	  output	  gap	  
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BOX. Inflation targets
in	  the world
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Cílování inflace ve světě

Zdroj: ČNB (2014)

Source:	  www.cnb.cz



BOX. Inflation targeting in	  the Czech	  Rep.
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In the initial period of inflation targeting, the Czech National Bank used "net" inflation as its main analytical and
communicative indicator of inflation. The CNB's medium-term inflation target for end–2000 was announced at the same
time as the switch to inflation targeting, i.e. in December 1997. The central bank committed itself to employing its
monetary policy instruments so as to achieve annual net inflation within the 3.5%–5.5% range at the end of 2000. To
better anchor inflation expectations, the CNB also announced a target range for net inflation of 5.5%–6.5% for
end–1998. In November 1998, a short-term net inflation target range of 4%–5% was set for end–1999.The CNB
Monetary Strategy document published in April 1999 formulated a long-term objective of price stability in terms of net
inflation within the 1%–3% range for end–2005. In April 2000, a target was set for end–2001 (see the accompanying
document: The Setting of the Inflation Target for 2001 (pdf, 114 kB)). In April 2001, a decision was made to switch to
targeting headline inflation (i.e. growth in the total consumer price index) and to expressing the target trajectory for
headline inflation by means of a continuous band. A band was announced starting in January 2002 at 3%–5% and ending
in December 2005 at 2%–4% (see the accompanying document: The Setting of the Inflation Target for 2002–2005 (pdf,
36 kB)). An inflation target of 3% with a tolerance band of one percentage point in either direction was announced for
the period from January 2006 (see the accompanying document: The CNB's inflation target from January 2006 (pdf, 76
kB)). In March 2007, a new inflation target of 2% was announced with effect from January 2010. As before, the CNB
will strive to ensure that actual inflation does not differ from the target by more than one percentage point on either side
(see the accompanying document: The CNB's new inflation target and changes in monetary policy communication).
The CNB bases its assessment of the inflation trend on the statistical data published by the Czech Statistical Office. The
inflation outturns – which, within the inflation targeting regime, form the basis for both the conduct and retrospective
assessment of monetary policy – are thus published by an institution independent of the CNB. This arrangement
enhances the credibility of inflation targeting.

Exceptions from achieving the inflation target (caveats/escape clauses)
In the inflation targeting regime, the need for escape clauses derives from the occurrence of large shock changes in
exogenous factors (particularly supply-side shocks) that are completely or largely outside the purview of central bank
monetary policy. Attempts to keep inflation on target in these circumstances might cause undesirable volatility of output
and employment. If such a shock deflects projected inflation from the target, the CNB does not respond to the primary
impacts of the shock. It will apply an exemption (escape clause) from the obligation to hit the inflation target and accept
the temporary deviation of the inflation forecast and consequently also future inflation from the target caused in this way.
There is a whole range of shocks which can create room for applying such escape clauses. Changes to indirect taxes are
one such shock.
Click here for the latest inflation figures.
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