
MPC – The Transmission Mechanism of Monetary Policy 

➢ The MPC in the UK sets the short-term interest rate at which the BoE deals with the 

money market  

➢ In turn, this IR affects economic activity and inflation through different channels, known 

collectively as the ‘transmission mechanism’ of MP 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

➢ The key processes are summarized in the graph above! 

➢ Although it might look straightforward, the process is extremely complicated. The size, 

timing, and direction of these effects is far from clear! 

➢ Some rules of thumb: 

➢ Fullest effect on output after 1 year; on inflation after 2 years 

➢ 1% increase in IRs  0.2%-0.35% fall in output; 0.2%-0.4% fall in inflation  

Links in the Chain 

➢ By affecting the market rates, asset prices, expectations, and exchange rates, MP works 

largely via its influence on aggregate demand!  

➢ Little direct effect on the trend of supply capacity  

➢ In the LR, MP determined the value of money (i.e. the price level) 

➢ In the short run, things are much less clear-cut 

➢ MP has effects on real activity 

➢ Price level is subject to many other influences! 

➢ In any case, what we want to understand is how a change in the official IR leads to 

changes in economic activity and inflation. There are several links in this chain: 

1. First, the official rate affects other financial and asset markets 

➢ The power of the CB stems from its position as the monopoly supplier of “base 

money”  it chooses the ‘price’ at which it supplies to the private sector 

➢ This is the ‘official rate’ 

➢ BoE lends primarily through gilt repos  repo rate = official rate 

➢ In general, the effect of an IR change depends on whether it was anticipated and how 

the change affects expectations of future policy and the economic condition  

➢ Firstly, other money market rates change almost immediately and by approximately 

the same magnitudes as the official rate 



➢ The impact on LR rates is much more ambiguous. This is because LR rates depend on 

expectations of future SR rates and inflation expectations 

➢ Ceteris paribus, changes in the official rate are inversely related to the market value of 

securities, such as bonds & equities 

➢ As for the exchange rate, we would expect, other things equal, that an IR rise will lead 

to an ER appreciation  

➢ Finally, an important impact of MP changes is on expectations and confidence of 

market agents. The direction of the effect is state-dependent, and depends on the 

motivation for the IR increase/decrease  

➢ The impact of MP on confidence is one strong argument in support of a credible 

and transparent MP regime! 

2. The next step is how changes in financial markets affect spending behavior 

➢ Assume: Fixed expectations and confidence about the future; fixed fiscal policy 

➢ First we consider individuals. Their behavior is affected in three direct ways by 

changes in monetary policy 

➢ New interest rates on savings and debt 

➢ This is perhaps the most significant one!  

➢ Loans secured on houses make up around 80% of personal debt in UK, and 

most are still floating-rate 

➢ For most people, higher IR means less disposable income! Lower confidence is 

also likely 

➢ Also, saving now and consuming later becomes much more attractive! 

➢ Changes in the stock of financial wealth 

➢ Houses are a major part of gross personal wealth 

➢ Fluctuations in financial wealth affect confidence/expectations, spending, and 

the ability to get new loans 

➢ Any ER changes affect relative prices of goods/services 

➢ Higher ER will make foreign goods/services more attractive 

➢ Changes in composition of spending may follow 

➢ Although the above points do not apply to every individual (i.e. redistribution 

effects), on the aggregate, higher IRs tend to reduce consumer spending 

➢ Now, we turn to firms, and analyze how they might respond to IR changes 

➢ Of course,, this depends on firm size, sector, and sources of finance 

➢ In general, higher IR increase borrowing costs in money markets 

➢ Investment projects now require higher rates of return to be worthwhile 

➢ Holding inventories is more expensive 

➢ Firms are more likely to reduce employment 

➢ LR borrowing costs through bonds and equities (cost of capital) is an important 

determinant of firm behavior, but, as we have said, official rates have an indirect 

and ambiguous impact on LR rates 

➢ However, changes in asset prices may affect firm behavior, if those assets are used 

as collateral for borrowing.  

➢ Lower asset price  lower net worth of firm  harder to borrow  Financial 

Accelerator! 



➢ Although ERs definitely impact firm behavior, the link between IRs and ERs is not 

very strong. ERs impact firm competitive position in world markets 

➢ Expectations about the future are perhaps even more impact for firms, because 

they undertake more LR projects which are difficult to reverse  

➢ Therefore, MP changes can have a strong signal and impact on firm behavior 

through affecting confidence in the future! 

3. Finally, these changes in spending lead to changes in GDP and Inflation 

➢ Firstly, note that there are second round effects of MP changes 

➢ By affecting AD and spending, agents who were initially unaffected may now 

experiences effects 

➢ For example, a steel manufacturer is unaffected by MP changes, but changes in 

demand from a car manufacturer bring about changes! 

➢ “Indeed it is in the nature of BCs that in upturns, many sectors expand together 

and there is a general rise in confidence which leads to further spending”  

➢ Also, we note that there are various time lags in the effects of MP on the real economy 

➢ Policy Decision Lag; Institutional Lags; Income Lag; Expenditure Lag; Real 

Response Lag 

➢ This can only add to the uncertainty of the whole process! 

➢ In the LR, real GDP depends on supply-side factors: capital accumulation, labor force, 

technical progress  MP can have no direct effect on LR trend growth! 

➢ Potential level of GDP: a level at which all firms are producing at normal capacity and 

would be under no pressure to change output or product prices faster than the expected 

rate of inflation 

➢ The difference between actual and potential GDP is the “output gap”  

➢ Positive output gap  Excess demand above sustainable level  firms working 

above normal capacity  upward pressure on money wage growth and price 

inflation 

➢ Note that “output gap” is not a very useful measure and very difficult to measure. 

It is good in indicating that there is some level of output where AD/AS are broadly 

in balance 

➢ Holding output at the potential will yield the expected rate of inflation! 

➢ In the LR, inflation rate will depend on the CB credibility and inflation target 

➢ Although we’ve held them constant thus far, inflation expectations are very important 

for two reasons 

➢ Influence the real interest rate  RIRs ultimately drive decision-making  

➢ Feed into actual inflation in subsequent period 

➢ Finally, there is the case of “imported inflation”  

➢ Changes in ERs affect the price of imported goods and thus many firms’ costs and 

retail prices 

➢ What is important to understand is that both the ER and the domestic price level 

are indicators of the same thing – the value of domestic money! 

 

 

 



➢ The Role of Money 

➢ We have barely made a mention of the quantity of money here, and this is rather 

different from textbooks which emphasize exogenous MS control 

➢ The money supply is definitely important in every transmission mechanism, but in the 

UK it is not a policy instrument 

➢ The link between monetary aggregates and nominal GDP is weak in the UK! 

➢ In the LR, there is a positive relationship between monetary aggregates and the general 

level of prices  money is the “nominal anchor” of the system 

➢ In the LR, monetary and credit aggregates must be willingly held by agents in the 

economy.  

➢ If they are in excess of this, the IR policy is inconsistent with stable inflation  

The Impact of a Policy Change on GDP and Inflation: Orders of Magnitude 

 

➢ Before moving on, we need to note two important caveats: 

➢ We have been assuming starting from an equilibrium position and MP disturbing it. In 

reality, it usually works the other way around 

➢ The “ceteris paribus” assumption is not helpful at all in the real world 

➢ The two charts above present two simulation about the effect of a 1% increase in the 

official IR that lasts for 1 year on inflation and real GDP 

➢ Maximum effect on output after 5 quarters; returns to equilibrium afterwards 

➢ Starts to have an effect on inflation after 5 quarters; maximum after 10-11 quarters; 

does not return to equilibrium  

➢ The key conclusion is that in both cases, MP has a very long lag before it becomes felt  

 

 

 

 

 

 



McLeay et al. – Money Creation in the Modern Economy 

➢ In reality, money is not created as many introductory textbooks propose: 

➢ There is no monetary base control or direct money multiplier  

➢ When a bank makes a loan it simultaneously creates a deposit in its balance sheet! 

➢ Banks do not and cannot lend without limit, for a number of reasons 

➢ Monetary policy is the ultimate limit on money creation through the SR IRs 

➢ In extraordinary circumstances, the CB may resort to QE to meet objectives 

➢ However, QE does not mean “free reserves” for banks 

➢ Reserves created as a by-product of QE are not automatically “multiplied up” 

 

➢ IN THE MODERN ECONOMY, MONEY IS LARGELY CREATED BY 

COMMERICAL BANKS MAKING LOANS 

 

➢ TWO COMMON MISCONCEPTIONS 

1. Banks act as intermediaries lending out the deposits savers place with them 

➢ Saving by itself does not increase the deposits in the economy 

➢ In the modern economy, commercial banks are the creators of deposit money 

2. Central bank determined the quantity of loans and deposits in the economy by 

controlling the quantity of CB money (i.e. money multiplier approach) 

➢ Wrong on so many levels! 

➢ The central bank does not control the amount of base money. It sets SR IRs! 

➢ There is no stable relationship between base money and broad money 

➢ The amount of reserves is not a binding constraint on bank lending  

 

➢ THE REALITY IS SOMETHING MORE LIKE THIS 

➢ Banks decide how much to lend depending on profitable opportunities  

➢ SR IRs are a big influence on this, of course 

➢ These lending decisions determine how many bank deposits are created 

➢ This then determines the demand of central bank money  

➢ CB money is supplied on demand at the given SR IR set by the CB 

 

Money Creation in Reality 

➢ Broad Money – a measure of the total amount of money held by M4PS 

➢ Made up of bank deposits (~97%) and currency  

➢ Those bank deposits are mostly created by central banks themselves 

➢ “Fountain pen money” 

➢ In no way does the aggregate quantity of reserves directly constrain the amount of 

bank lending or deposit creation 

➢ Again, banks do not lend out bank deposits or central bank reserves! 

➢ The former is a liability that is owed to customers 

➢ The latter can only be traded between banks who have reserve accounts at the BoE 

➢ Just as taking out a new loan creates money, the repayment of bank loans destroys money 

 



➢ Deposit creation or destruction will also occur any time the banking sector (including the 

CB) buys or sells existing assets 

➢ Banks buying and selling government bonds is one particularly important way in 

which the purchase or sale of assets by banks creates and destroys money! 

➢ When a bank buys a bond, it credits the seller with bank deposits  

➢ Money can also be destroyed through the issuance of long-term debt and equity 

instruments by banks! 

➢ A key conclusion is that buying and selling of existing assets and issuing LR liabilities 

may lead to a gap between lending and deposits! 

 

Limits to Broad Money Creation 

➢ Another crucial point to understand is that there are limits to how much lending and 

money creation commercial banks may undertake. 3 categories of limitations: 

1. Banks themselves face limits on how much they can lend 

➢ Banks have to be able to lend profitably  the spread on interest rates 

➢ Banks need to find a way to attract and retain funds in order to expand lending! 

➢ Competition for loans and deposits (with other banks), and the desire for profit, limit 

money creation by banks 

➢ Secondly, banks need to manage risks associated with making loans 

➢ Minimize liquidity risk (e.g. have some LR deposits which cannot be withdrawn) 

➢ Minimize credit risk (e.g. have sufficient capital to absorb any losses) 

➢ There are also prudential regulation authorities which try to ensure banks do not take 

excessive risks! Financial Policy Committee in the UK 

➢ Digression: It is a serious problem if all banks decide to increase lending at the same 

time, especially if the underlying reasons for doing this are unwarranted  could lead 

to a financial crisis 

2. Money creation is also constrained by the behavior of households and businesses 

➢ James Tobin has emphasized the importance of this channel  

➢ The gist: People take out loans in order to finance more spending. Money is quickly 

passed on. However, the behavior of those who received the money is crucial 

➢ On the one hand, the money could be quickly destroyed, if those who received the 

money repay outstanding bank loans 

➢ Reflux theory 

➢ On the other hand, the extra money creation can lead to even more spending 

➢ “Hot potato” effect 

➢ Can have a significant impact on inflationary pressures! 

3. The ultimate constraint on money creation is monetary policy 

➢ Both direct (through IRs) and indirect (through influencing economic activity) 

➢ Over the LR, there is a strong relationship between money aggregates, nominal 

spending, and inflation 

➢ Therefore, setting appropriate MP to meet the inflation target should ultimately ensure 

a stable rate of credit and money creation. In the LR! 

➢ Using its position as the monopoly supplier of central bank money, the central bank 

can set the price of CB money (i.e. the SR IR) 



➢ Changes in the Bank rate then influence the interbank rate, and really feed thorough to 

a wide range of interest rates in different markets of the financial system 

➢ At the chose policy rate, the CB supplies both reserves and currency (together making 

up base money) on demand to banks  

➢ The demand for base money is therefore more likely to be a CONSEQUENCE 

rather than a CAUSE of banks making loans and creating broad money 

➢ Finally, in contrast to the money multiplier approach, the reserve requirements are not 

an important aspect of MP frameworks in most advanced economies today! 

“A looser stance of monetary policy is likely to increase the stock of broad money by 

reducing loan rates and increasing the volume of loans. And a larger stock of broad 

money, accompanied by an increased level of spending in the economy, may cause banks 

and customers to demand more reserves and currency. So, in reality, the theory of the 

money multiplier operates in the reverse way to that normally described.” 

 

QE – Creating Broad Money Directly with Monetary Policy 

➢ There is a problem however. Although MP can limit the amount of money creation 

through the SR IRs, they cannot set a lower bound to the amount of money creation  

➢ If commercial banks create too little money to be consistent with the inflation target, the 

CB would need to cut IRs. When it gets to the lower bound, this channel of monetary 

policy is no longer effective!  

➢ In such extraordinary cases, the CB could provide monetary stimulus though asset 

purchases (QE). However, the role of money here is different! 

➢ QE involves a shift in the focus of MP to the quantity of money 

➢ CB purchases assets, financed by the creation of broad money and a corresponding 

increase in the amount of central bank reserves (as a by-product in commercial banks 

which act as intermediaries) 

➢ The goal is to produce a sort of “hot potato” effect, rising asset prices, lower yields, 

lower borrowing costs, and monetary stimulus! 

➢ QE has a direct effect on both base and broad money 

➢ It buys assets mainly from non-bank financial companies (e.g. pension fund), using 

banks as intermediaries (because non-bank institutions do not have reserve accounts) 

➢ The effect on the three parties of the exchange: 

➢ Pension Fund: Its balance sheet size does not change; asset which was a government 

bond now becomes a deposit at its bank 

➢ Commercial Bank: Its balance sheet expands  more assets (CB reserves), more 

liabilities (deposits of the pension fund) 

➢ Central Bank: Its balance sheet expands  more assets (gov’t security), more 

liabilities (reserves created) 

➢ There are two common misconceptions about how QE works 

1. Extra reserves are not “free money” for the banks 

➢ QE leaves banks with both a new asset and an equally sized liability, and the 

interest rates on both of these depend on the base rate 

➢ The additional reserves are simply a by-product of this transaction 

 



2. Extra reserves are not “multiplied up” into new loans and broad money 

➢ Transition mechanism of QE relies on newly created broad money, not base money 

➢ Banks cannot directly lend out these reserves! They are only for trading with other 

commercial banks 

➢ QE directly boosts broad money without directly leading to, or requiring, an 

increase in lending! 

➢ The incentives of the banks to lend are not meaningfully changed by the presence 

of more broad money! 

➢ QE works by circumventing the banking sector, aiming to increase private 

sector lending directly! 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Romer – The Liquidity Trap  

➢ We saw that in normal conditions, the CB affects the RIR by changing the money supply 

➢ An increase in MS generally leads to a lower nominal rate 

➢ Since it does not lower expected inflation, the RIR must also fall 

➢ BUT, the NIR cannot be negative. If the NIR is negative then the most direct way in 

which increases in MS lower the RIR is gone! This is a liquidity trap 

➢ Rates have been close to zero in Japan since the late 1990s 

➢ Since 2008, the have been almost zero in UK, US, Euro area 

➢ The key starting point is that there is some lower bound on the NIR (assume = 0) 

➢ Implication: the RIR cannot be less than 0 e   

➢ The CB is thus limited from setting the RIR at the level it desires 

➢ KEY POINT #1: 

➢ If the CB is able to set the RIR according to its rule, it will do so. But, if achieving the 

desired RIR requires a negative NIR, it will set NIR=0 
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➢ The implication is that at the zero lower bound, the RIR depends on expected inflation 

➢ One determinant of expected inflation is actual inflation! 

➢ When inflation is higher, expected inflation is higher, and vice versa 

 e e     

➢ The presence of the zero lower bound will enter the model in the MP and AD curves 

➢ MP: there is a lower limit to the RIR at a given inflation rate  it is horizontal below 

0 − 𝜋𝑒 and thus for low values of Y 

➢ AD: This curve comes from considering IS/MP at different inflation rates!  

➢ The ZLB does not affect the demand for goods  IS curve is the same 

➢ Then, if inflation falls, the upward-sloping portion of MP shifts down, but the flat 

portion of MP shifts up; RIR corresponding to zero NIR is higher 

➢ If inflation keeps falling, eventually we reach an inflation rate such that the IS and 

MP meet at the kink o the MP curve 

➢ At inflation rates lower than this, output begins to fall. AD slopes up! 

➢ The ZLB does not affect aggregate supply in the economy! 

 

The Effects of a Large, Long-Lasting Fall in Aggregate Demand 

➢ Assume we start from a LR equilibrium position and there is a large leftward shift in IS 

➢ This is what happened in the US in 2008  collapse in confidence, investment, etc. 

➢ We will assume this shift lasts for a substantial time, but is not permanent 

➢ What happens in our IS-MP model? 

➢ Output at the initial inflation rate (fixed in the SR) is lower  

➢ For that inflation rate, the IS-MP curves intersect in the flat part of the MP 

➢ What happens in the AD-IA model in the SR? 

➢ AD curve shifts to the left, and at the output level, AD is upward sloping, but it still 

has a downward-sloping section! 

➢ NB: AD does not shift evenly to the left: upward sloping portion shifts more  



➢ Finally notice that because the economy has hit the ZLB, the output effects of the IS shift 

are larger than if we were in normal circumstances. MP cannot accommodate! 

➢ Now that we’ve established the SR effect, what happens over time in the economy? 

➢ Here we find the biggest challenge with the zero lower bound 

➢ Because output is below the natural level, the natural adjustment is for inflation to fall 

➢ However, because we’re at the ZLB, lower inflation RAISES the RIR!  

➢ This causes output to fall further! 

➢ In normal conditions, lower output  lower inflation  CB cuts NIRs by even more 

 RIR falls  output pushed back to normal level 

➢ At the ZLB, cuts in inflation are destabilizing rather than stabilizing 

➢ When the IS curve rebounds, the dynamics of the economy are restored! 

➢ This model captures a central feature of what happened starting in 2008: 

➢ Large contractions in investment and consumption 

➢ CBs cut NIRs but this was not enough to return output to normal  ZLB 

➢ MP power was essentially extinguished and output remained below its normal level 

for years 

➢ However, we did not see continually falling inflation and further falls in output during 

this period! Inflation tended to stay around some low level. WHY? 

➢ The reason is that inflation expectations were anchored! You had two countervailing 

forces: output below normal level (-) and inflation below the inflation target (+) 

➢ Despite this, the key takeaway is that the zero lower bound removes the main force 

which works to stabilize the economy – the interest rate! 

 

Policy in a Liquidity Trap 

➢ An economy in a liquidity trap poses severe challenges for policymakers, but there are 

several possibilities: 

1. Fiscal Policy 

➢ This affects the IS curve and is unaffected by the liquidity trap  

➢ Expansionary fiscal policy can boost IS and AD  cut taxes; higher spending 

➢ If it is large enough, it can pull the economy out of the liquidity trap  put it on 

upward sloping MP and downward sloping AD 

➢ Unfortunately, this is not a costless or surefire way to escape an LT 

➢ It will lead to more debt financing (Ricardian equivalence) 

➢ Concerns about debt may prevent attempts at stimulus (think Greece) 

➢ May not be politically feasible  

2. Actions to Lower Other Interest Rates 

➢ In our model, the interest rate we incorporate is the SR rate targeted by MP 

➢ Of course, there are many other rates (mortgage, corporate bond, government) 

➢ Each one of these interest rates are the costs of spending for someone 

➢ Quantitative Easing is just that: by buying LR government debt and MBSs, the CB 

reduces their IRs and IRs of their close substitutes 

➢ Because these policies affect other interest rates, the result is shifting IS curve to the 

right (like with expansionary fiscal policy!) 

 



3. Raising Expected Inflation 

➢ The possibility of doing this comes from the fact that expected inflation does not only 

depend on current inflation (as we suggested earlier) 

➢ If it can do so, then increases in expected inflation stimulate the economy in a 

liquidity trap (by lowering the RIR at the ZLB) 

➢ Flat portion of the MP curve shifts down! 

➢ How would a CB do this? Well, it can persuade people that when the economy is out 

of the LT, it will pursue a more expansionary MP, at least for a while 

➢ Output will be greater than potential, inflation will be rising 

➢ Therefore, current inflation expectations will rise  flat MP shifts down! 

➢ An additional channel is through output expectations. If firms believe the 

expansionary MP story, they will expect higher output than normal, which might lead 

them to demand more now  in this way MP expectations affect the IS curve 

➢ There is a caveat. If the CB does not like inflation, announcements that try to stimulate 

expected inflation may not be credible, and so may be ineffective 

4. Statements About Future Interest Rates 

➢ A straightforward way to affect expectations is by making statements about future IRs 

➢ Forward Guidance in the UK; something similar in the UK 

➢ There are two reasons why this may not be very effective: 

➢ This is not a change in the interest rate rule, but rather a prediction about what its 

existing rule will mean in the future  no reason for expectations to increase! 

➢ These are statements, but offer no commitments! 

5. Adopting a Higher Inflation Target 

➢ Means adopting an IR rule that implies lower IRs for a given combination of output 

and inflation than before  

6. Targeting a Price Level Path or a Nominal GDP Path 

➢ The issue with a higher inflation target is that it permanently raises inflation to address 

a temporary problem 

➢ On the other hand, targeting a price level path might seem sensible: if inflation falls 

for some time below path, there will have to be an offsetting period of above-path 

inflation in order for the price level to be restored 

➢ Although it seems good, the quantitative effects of such a policy may be small 

➢ Targeting a nominal GDP path is similar, and it would involve keeping IRs lower for 

longer in order to get nominal GDP back to its old path 

7. Increasing the Money Supply 

➢ Since the ultimate driver of inflation in the LR is money growth, why not just increase 

the money supply? 

➢ However, whether such an increase will affect expected inflation depends on how it 

affects expectations of the future money supply. Not clear at all. 

8. Exchange Rate Policy 

➢ Exchange rate depreciation will lead to higher import price and could lead to higher 

inflation expectations  

 

 



The Information Content of Different Types of Money & Money Aggregates 

➢ Changes in money supply may contain valuable info about spending & inflation 

➢ Corroborative Information about current level of nominal spending 

➢ Incremental Information about future nominal spending 

➢ Reveal nature of monetary transmission mechanism 

➢ Narrower measures of money are better corroborative indicators 

➢ Broader measures may be more appropriate as incremental indicators of future spending & 

nature of transmission mechanism  

➢ Monitoring broad money is an important part of assessing QE effectiveness 

➢ Non-financial companies’ deposits appear to be a good leading indicator of business 

investment in the economy 

➢ Overall, it is very difficult to determine which things should count as money and are 

appropriate indicators  

 

Popular Monetary Aggregates in the UK 

1. Notes and coin (in circulation outside CB) – narrowest measure 

2. M0 – Notes and coin + CB reserves; “base money”; no longer published but can be 

constructed 

3. MZM – “zero maturity money” – indicator of transactions in goods and services; not 

published, but can be constructed 

4. M4ex  since 2007, the headline broad monetary aggregate constructed by the Bank of 

England 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



What Can Money Data Tell Us About QE 

➢ Underlying post-crisis weakness in money growth: reduced nominal demand; restructuring 

of banks’ balance sheets; less lending 

➢ QE tries to offset some of this weakness! 

➢ “For QE to work, the broad money created by asset purchases should flow through to 

households and companies and help finance a higher level of spending” 

➢ Broad money can thus be used to assess the effectiveness of QE 

➢ FACT: Broad money growth was weak from crisis in 2008 to the middle of 2012 

➢ Since then, growth has picked up to some 4% per year 

➢ Normally, broad money increases when banks lend more! 

➢ But lending has been weak  QE designed to increase broad money directly! 

➢ “Increase in broad money relative to bank lending might be one indicator that the 

transmission mechanism of QE is operating well” 

➢ The supply of broad money is determined by transactions between the banking sector 

(incl. CB) and the non-bank private sector 

➢ Any transaction that will involve the creation or destruction of deposits is relevant! 

➢ Analyzing these transactions will allow us to see how effective QE has been, and why 

it hasn’t been as strong as one might expect 

➢ There have been three rounds of QE: 

➢ QE1 - £200 billion; March 2009-Jan 2010 

➢ QE2 - £125 billion; Oct 2011-May 2012 

➢ QE3 - £50 billion; announced July 2012 

➢ Direct Effect of Asset Purchases on Money 

➢ Increase deposits in banks; increase in reserves; private sector has more deposits 

➢ Indirect Effect of Asset Purchases on Money 

➢ The key is portfolio rebalancing  reducing cost of borrowing in capital markets by 

lowering yields and increasing asset price  reinvestment  higher nominal spending  

➢ However, portfolio rebalancing may induce some transactions which destroy the broad 

money created by the BoE  this is a leakage from the desired QE effect 

➢ If corporations use cheaper capital market finance to repay existing loans 

➢ Purchasing debt and equity issued by banks  lower MS in the SR, because purchases 

have to be made by lowering deposits! 

➢ Banks rebalancing portfolios  sell gilts to private sector  lower private sector 

deposits  

➢ Purchasing assets from overseas residents (reduce domestic broad money) 

➢ The overall impact will depend on both the direct effects and the indirect effects 

➢ Other factors which may have affected broad money growth: banks repairing balance 

sheets  lower lending; weakness in nominal spending; tighter credit conditions 

➢ This is helpful in determining the “counterfactual” path for broad money 

➢ The key to understand is that there were significant drags to broad money growth during 

both QE1 and QE2, but these differed substantially 

➢ QE leakages during QE1 

➢ Main ones: rise in non-deposit liabilities; £50 billion fall in lending 

➢ Not necessarily the direct effects of QE itself; there was a financial crisis, remember! 



➢ QE leakages during QE2 

➢ Very difficult to determine if caused by QE or would have occurred anyway 

➢ Main ones: bank sales of government debt; purchasing sterling assets owned by 

overseas residents (fall in broad money); buying foreign currency assets;  

➢ Summary: 

➢ Estimate that the impact of QE on broad money as a % of asset purchases is around 

60% for QE1 and QE2 

➢ Note that balance sheet repair may have positive effects that are not picked up by 

broad money growth  increase LR capacity to lend 

➢ The counterfactual claimed by the article is that broad money growth would have been 

very negative in the absence of asset purchases  

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



QE and Lending to the Real Economy 

➢ It is true that QE has not increased the provision of credit by the banking sector, but that 

was never the idea of the policy! 

➢ This idea is to circumvent the banking sector and increase broad money directly 

➢ Although it does not increase bank lending directly, it may affect it indirectly 

➢ May decrease lending by decreasing costs of borrowing in capital markets 

➢ Boost lending through beneficial impact on employment and output 

➢ Boost lending for a given level of risk 

➢ Although bank reserves have increased dramatically, it is not at all clear that this should 

lead to more bank lending! WHY? 

➢ It is a bank’s stock of liquid assets relative to liquidity needs that matters. Although 

banks have more reserves their deposits have increased by the same amount 

➢ Banks face constraints on lending (see money creation) 

➢ The fact that bank lending is not increasing does not mean QE is not working, as these 

channels were not expected to be key in the first place! 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



The ECB’s Expanded Asset Purchase Program (EAPP) 

➢ Launched on 22 January 2015  Aim of reviving euro area economy 

➢ ECB will create new money to purchase euro-denominated, investment grade 

securities issued by Euro area governments and European institutions 

➢ Primary Objective of ECB: Price Stability  HICP of around but less than 2% 

➢ BUT: Since June 2014, the key interest rates of the ECB have been essentially zero  

➢ Needs to resort to unconventional monetary policy 

➢ What are the expected transmission channels of this QE: 

➢ CB signals its commitment to keep IRs low in the future (if it doesn’t  prices on 

assets fall  CB itself incurs losses!) 

➢ Lowering value of domestic currency  boosting exports 

➢ Encouraging portfolio rebalancing  lower borrowing costs; increasing wealth 

➢ Banks might use the extra liquidity they have to give more loans. MAYBE! 

➢ QE has been considered broadly successful in the UK and in the US; not in JAPAN! 

➢ The EAPP will add to existing purchase programs of asset-backed securities and covered 

bonds 

➢ Together, the three programs will amount to €60 billion monthly 

➢ Set to last for 18 months for now 

➢ Conditions: 

➢ Purchases will be based on the Eurosystem national CB’s shares in the ECB’s capital 

key  

➢ Additional eligibility criteria will apply for countries with a EU/IMF program 

➢ As for potential losses, 20% of the additional purchases subject to risk sharing 

➢ Main Points of Concern: 

➢ Legality  

➢ Feasibility:  

➢ With the exception of Greece, IRs on gov’t bonds are already very very low  

scope of QE is reduced 

➢ Since around 80% of financing in EU originates in banking sector, the success 

of EAPP depends on the banks’ willingness to lend! 

➢ NB: The EAPP must not become a substitute to structural reforms; countries still need 

growth-friendly fiscal consolidation for confidence strengthening! 

 

 

 

 

 

 

 

 

 

 

 

 



IMF – Output Gap 

➢ Economic measure of the difference between actual output and potential output 

➢ Any gap suggests economy running inefficiently  excess slack or overheating 

➢ KEY: Potential output is the output level consistent with a constant level of inflation 

➢ It can be any level of inflation really, but it will not be changing (think EAPC) 

➢ Very closely related to the unemployment gap  NAIRU 

➢ The output gap can play a central role of policymaking 

➢ Monetary and fiscal policy both target zero output gap  “full employment”  

➢ A recent hypothesis over the past decades is the global output gap hypothesis 

➢ A global output gap can generate domestic inflation even if there are no domestic 

inflationary pressures (e.g. increased global demand for computers  P rises …) 

➢ The biggest challenge is measuring the output gap: 

➢ One way is to decompose output into a trend and cyclical component  assume 

potential output can be estimated by the trend component 

➢ Using a production function  decompose based on inputs of K and L 

➢ Surveys of producers to assess the extent of excess demand or supply in the economy 

➢ NB: Estimating the trend in a series is especially difficult near the end of the sample 

(ironically, the part we care about most :/) 

➢ Another complication is that the structure of the economy is not constant! 

➢ Hysteresis effects  workers lose skills 

➢ When emerging from a recession, there may be less spare capacity 

➢ Firms close, leaving depressed areas; banks tighten lending conditions 

➢ Overall, this is a very imprecise measure, and needs to be considered alongside other 

indicators to judge the overall spare capacity in the economy 

 

US – Money Supply Measures 

➢ Federal Reserve publishes weekly and monthly data on M1 and M2 

➢ These measures reflect different degrees of liquidity: 

➢ M1: currency in public sector; travelers checks, demand deposits, other deposits 

➢ M2: M1 + savings accounts + time deposits under 100K + balances in retail money 

market mutual funds 

➢ 2000  Fed announced it was no longer setting target ranges for money supply growth 

➢ The relationship between money supply and nominal income had significantly 

weakened since the 1980s with the development of the financial sector 

➢ Fed had stopped announcing growth ranges for M1 in 1987 

 

 

 

 

 

 

 

 

 



 

 

 

 

 

 



Smoke & Mirrors: Price Patterns, Charts and Technical Analysis 

➢ Random Walk Hypothesis: 

➢ Investors form unbiased expectations about the future 

➢ Stock price is an unbiased estimate of the value of the stock 

➢ No approach or model will allow us to identify under/over valued assets 

➢ The basis for price patterns 

➢ Investors not always rational w.r.t. expectations – set too low or too high expectations 

➢ Price changes themselves may provide information to markets 

➢ Testing for price patterns: 

➢ Serial Correlation: zero; positive; negative 

➢ Could imply either price momentum or price reversal behavior 

➢ If confirmed, could be exploited to earn excess returns 

➢ NB: Need to be able to generate profits over transactions costs!!! 

➢ Empirical Evidence 

➢ In the really short term, very small serial correlation  

➢ In the SR (weeks/month), some price reversal evidence  overshooting 

behavior  markets correcting themselves 

➢ In the MR (months/year), tendency toward positive serial correlation  

➢ In the LR (years), evidence of negative SC  stronger for small companies! 

➢ Runs tests  testing sequences of up or down periods against randomness 

➢ Filter rules and relative strength  examine whether investment strategies based on 

past price performance beat the market 

Bubbles 

➢ Putting MR price momentums and SR price reversals  the basis for bubbles 

➢ Bloopers vs. Bubbles 

➢ Bloopers  mistakes which are made by rational markets  completely normal 

➢ Bubble  suggests a willful error, suggestive of irrational behavior 

➢ How do you tell between them?!??! “If I knew that, I wouldn’t be here”  

➢ There are general four phases in every bubble 

➢ Formation: at the heart of every bubble is a perfectly sensible story! 

➢ Positive reinforcement through ill-thought out actions  news is broadcast  

other investors imitate the first ones  self-fulfilling prophecy 

➢ Sustenance 

➢ Institutional parasites  vested interests in preserving/expanding the bubble 

➢ Intellectuals claiming: old rules don’t apply; new paradigms 

➢ Bursting 

➢ Why? You run out of suckers; investors exhausted; situations more outrageous 

➢ Panic quickly forms! 

➢ After-Math 

➢ “I was smarter than the average investor” 

➢ “It was the investment banker’s fault”  

➢ “I will never invest in a bubble again”  

 

 



➢ There is empirical evidence of a variety of seasonal and temporal irregularities in stock 

prices 

➢ January Effect; Weekend Effect; Mid-day swoon 

➢ Not clear that any of these can be exploited for excess profits! 

Technical Analysis 

➢ What are the foundations? Main assumptions: 

➢ Price is determined solely by S&D 

➢ S&D governed by numerous factors, both rational and irrational 

➢ Stock prices tend to move in trends which persist for significant lengths of time* 

➢ The market (through price) will reflect any shifts in S&D 

➢ It is futile to think of “intrinsic value”. The value, the real value, and the only value, is 

determined by S&D at a given moment in time! 

➢ There are quite a few different approaches/indicators/techniques to technical analysis 

➢ Using fact that people tend to overreact (in both directions) to unexpected news 

➢ Breadth of market  number of stocks which have advanced/have declined 

➢ Support and Resistance Lines  if either is broken, there will be a major move 

 

 

 

 

 

 

 

 

 

 

 

 

➢ Using argument that markets learn slowly  need to be just a little quicker 

➢ Following just the smartest investors, who might know more than the rest 

➢ Follow insider buying and selling for potential information  

➢ There are theories that markets are controlled by “external forces” 

➢ The Elliot Wave 

➢ The Dow Theory  market has three movements, all going at the same time  

narrow (daily); short swing (weeks/month); main movement (years) 

 

 

NBER Business Cycle Dating 

“The NBER does not define a recession in terms of two consecutive quarters of decline in real 

GDP. Rather, a recession is a significant decline in economic activity spread across the 

economy, lasting more than a few months, normally visible in real GDP, real income, 

employment, industrial production, and wholesale-retail sales.” 
 

 



LEVERAGE ARTICLES 

Article #1: 

➢ Essentially, leverage is the practice of borrowing money to make investments 

➢ Double-Edged Sword: A dream in good times; a nightmare in bad times 

➢ Example: You have $20,000. What do you want to do with it? 

➢ Buy small studio for $20,000? Leverage = 0 

➢ Buy big house for $400,000? Leverage = 20 

➢ If prices increase over the year, you profit much more from the second! 

➢ If prices fall over the year, you lose much more with the second 

➢ Just like households are leveraged, so are financial institutions 

➢ Fannie May & Freddie Mac  leverage ratios up to 100:1 

➢ Most investment banks leveraged by a ratio of 30:1 

➢ When times are good, powerful voices are pushing for more borrowing & investment! 

 

Article #2 

➢ Rate of return = appreciation divided by down payment + interest rate costs 

➢ If house prices fall you have several options: pay the difference; refinance; foreclose 

 

Chan – Excessive Leverage – Root Cause of Financial Crisis 

➢ The root cause was excessive leverage in private and public sectors in major industrial 

economies  dangerously high levels of debt 

➢ Why did this happen? 

➢ Financial innovation  ease and affordability of debts and leverage 

➢ Euphoric view of economic prosperity 

➢ Companies relying more on debt than equity due to tax benefits 

➢ Market Failure: sending wrong signals to borrowers that there’s no need to worry 

➢ Example: Greece  lower bond yields due to eurozone  debt ballooned up! 

➢ Result: 

➢ Balance-sheet driven recession  

➢ Sovereign debt problems of the Eurozone spreading 

➢ Painful process of de-leveraging by selling off assets to pay off debt 

➢ Policy Recommendations: 

➢ Households, companies, and governments must avoid excessive borrowing 

➢ Beware of wrong signals resulting from market failure (i.e. success  excess) 

➢ Strengthen market regulation  appropriate counter-cyclical regulatory measures; 

bank capital & liquidity requirements; regulation of credit agencies 

➢ No clever/easy way out of excessive leverage! 

➢ Gov’t should not risk fiscal credibility by trying to help the financial system (see 

Ireland!) 

➢ Take the pain and do whatever it takes to restructure (political difficulties) 

➢ Empirical Evidence points to pro-cyclical leverage  increasing in good times; falling in 

bad times! (means debt does not stay constant!) 

 

 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Bank of England – Inflation Report May 2015 

➢ CPI inflation fell to 0% in March; lowest in the history of CPI data 

➢ Why did this happen? 

➢ ¾ of fall explained by: sharp fall in energy prices; food prices falling; sterling 

appreciation  

➢ Remainder reflects subdued growth n domestic costs, particularly wages! 

➢ Low CPI should not be mistaken for widespread and persistent inflation  

➢ Economy is growing, unemployment falling, earnings growth improving 

➢ No evidence of delays in household spending 

➢ MP should support the rise in domestic costs (e.g. wages) to get inflation back to 2% 

within a 2 year horizon 

➢ Outlook for supply (i.e. output gap) 

➢ Slack in labor market is being eliminated 

➢ Slack in economy ½% of GDP; should be eliminated within a year 

➢ Positive labor supply shocks have dampened wage growth  

➢ In the medium term, productivity growth is the key determinant of income growth! 

➢ Only projected to grow modestly in the medium term 

➢ Consumer confidence is strongest in over a decade 

➢ Increasing momentum in main trading partner, euro area! 

➢ With the closing of the output gap, what will happen to the Bank rate is key? 

➢ It will rise only gently over the horizon 

➢ Headwinds: weaker global demand, fiscal consolidation, ongoing private 

deleveraging, higher financial intermediation cost 

 

Myths About Derivatives and Why They Should Be Banned 

1. Derivatives break up risk into parts and allow the pieces to be put into strong hands best 

able to absorb losses 

➢ But, in fact, most derivatives do not derive from an original loan or investment, but are 

created exclusively to make new best 

➢ Create risk out of thin air  risk grows exponentially 

2. Derivatives allow markets to get valuable price information about underlying assets 

➢ Information has always been available from underlying securities themselves! 

3. Bank management has derivatives risks under control using mathematical models that 

capture the complex interaction of derivatives trades 

➢ This is laughable in the face of continuing notorious derivatives fiascos 

➢ See: Long-Term Capital Management; AIG; JP Morgan 

➢ Bad tools are not better than nothing! 

 

 

 

 

 

 

 



Minouche Shafik – Interpreting the Yield Curve: Warning or Opportunity 

➢ The yield on nominal 20 year UK debt has been falling since the 1970s: 

➢ LR factors: more people in prime working age; rising global inequality; adoption of 

inflation targeting; global imbalances since 2000s; glut of savings in emerging markets 

➢ After the financial crisis, long-term yields declined even further! 

➢ What sense do we make of this? 

➢ Pure Expectations Hypothesis: 

➢ Suggests Bank rate to average 2.5% over next 20 years (previous average was 5%) 

➢ Suggests markets are expecting either very low investment or very low inflation; both 

➢ Discusses four explanations for the current level of LR yields: 

1. Inflation Expectations 

➢ One way to think of yields  LR shift to lower inflation expectations 

➢ Empirical evidence does not support this view 

➢ There has been a significant temporary effect on inflation from oil prices; appreciation 

of sterling; falling prices of consumer goods 

➢ Workers are not confident enough to demand high wage increases just yet; wage 

growth has not picked up 

➢ Significant headwind from deleveraging here  

➢ BoE expects labor costs to pick up over the coming years 

2. Balance of Savings and Investment Intentions 

➢ Beside the LR trends, the further increase in savings and lower investment demand 

post-crisis reflects some new forces: 

➢ A period of secular stagnation and chronic demand deficiency? 

➢ “Balance Sheet Recession” and firm/household deleveraging 

➢ Gloomy expectations about future path of economy  investors need ever lower IRs 

to incentivize them to invest 

3. Diminished potential output growth 

➢ We could interpret the low yields as investors skeptical about output growth  

➢ A key factor here is productivity growth – has been disappointing in the UK 

➢ Minouche is confident productivity will pick up in the future  

4. Term Premia 

➢ Positive compensation investors require to invest LR on top of interest rates 

➢ Empirical research shows a tendency toward declining UK term premia  

➢ Spillovers from int’l monetary policy  ECB QE, for example 

 

 

 

 

 

 

 

 

 

 



SOME UK GRAPHS 
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EUROPEAN CRISIS 

Library of Commons – Causes of the Eurozone Crisis 

➢ A number of countries were unable to fund budget deficits at sustainable interest rates on 

the financial markets  prospect of defaulting. What were the underlying reasons? 

1. “One size fits all monetary policy” 

➢ Some countries had weak growth, like Germany  ECB set low IRs 

➢ Helped create housing market bubbles in other countries, like Ireland & Spain 

➢ Countries with high debts are not able to use conventional measures to respond to 

pressures: allowing higher domestic inflation; depreciation; buying up own debt (QE) 

2. Misplaced confidence and assessment of risk 

➢ Both private sector and public sector borrowing costs fell dramatically over the period 

– to German levels  debts ballooned! 

➢ Once the crisis began, investors reassessed risks  borrowing costs diverged! 

3. Economic Divergence and Trade Imbalances 

➢ Different economies growing @ different speeds 

➢ Countries like Greece and Spain  large trade deficits  needed to fund with more 

cheap government and private borrowing  losing competitiveness & productivity 

➢ NB: They cannot devalue in order to regain competitiveness  need to cut cut cut  

4. Response to the crisis 

➢ No mechanism existed to deal with debt crises in 2010 

➢ Lack of decisive action  weakened confidence in int’l markets 
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Harrison – Eurozone Lecture Slides 

➢ Benefits of Single Currency: Lower transaction costs; more transparent markets; less ER 

uncertainty 

➢ Overall gains are thought to be around 5-10% of EZ GDP 

➢ Costs of Single Currency: One IR; One ER; No Independent Monetary Policy 

➢ Asymmetric shocks within the EZ (e.g. a preference shift from French to German 

goods) cannot be reconciled by changing ERs 

➢ Must be reconciled by changing prices  takes a long time; painful wage changes 

➢ Creates a need for different IR policies for different countries 

➢ Optimum Currency Area 

➢ Criteria for a group of countries, which, if satisfied, would mean a common currency 

is the best choice (see Mundell 1961) 

➢ Benefits: Higher bilateral trade volumes - as outlined above 

➢ Requirements: Synchronized demand shocks or high labor mobility, high capital 

mobility, and flexible real exchange rates 

➢ What does the data tell us? 

➢ There is a lot of intra-EU27 trade: accounts for more than 50% and up to 80% of total 

trade for the various countries; lots of variation though 

➢ Up to 1997, there was evidence of growth convergence within the Eurozone, but not 

since 1997 

➢ Demand shocks are synchronized for the first wave of Eurozone countries, but have 

become less so for the next waves 

➢ Of course, labor mobility is very low (compared to the US, for example) 

➢ Real exchange rates are not flexible  lots of collective contracts, unionization, etc 

➢ Overall, some countries were well-suited for monetary union, others had the potential if 

they had maintained efforts to converge 

 

➢ A Currency Union Trilemma?  

➢ Choose any Two: No Exit; No Bailout; No Default  

➢ Greece & Ireland are 1st & 3rd; US States are 1st and 2nd  

➢ Importance of fiscal federalism  US states can never default  they get transfers 

The Free Rider Problem 

➢ In a currency union, how do you boost domestic prosperity? 

➢ Reform the economy  SS reforms; real depreciation  slow and painful 

➢ Domestic fiscal stimulus  quick & easy, but… 

➢ A domestic fiscal stimulus has benefits for the domestic economy and costs for the 

other member states (it is a zero-sum game) 

➢ This is because the euro is flexible with the rest of the world  no demand side effect 

➢ Essentially, this is free-riding! 

➢ Of course, there are limits to this behavior  country risks eventually generated 

➢ Rising debts; rising repayment costs; cannot inflation; increase risk premium 

➢ Unfortunately, these costs can spill over into rest of Eurozone  systemic risk 

 



➢ In theory, the problem of spillovers can be solved if there is a credible promise of no 

bailouts! (Like the US) 

➢ Stability and Growth Pact & ECB constitution (no bailouts clause) were mechanisms 

➢ Stability and Growth Pact was shaken when Germany and Italy beached it in the early 

2000s, and was then destroyed by the financial crisis!  

➢ Since the EC failed to punish SGP violators, the market did it by increasing borrowing 

costs for some countries dramatically! 

2010       2014  

      

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



Mervyn King – Northern Rock Speech, 9 October 2007 

➢ The whole story begins with a consideration of int’l capital markets 

➢ Glut of savings in Asia (e.g. Japan, China)  big fall in interest rates  

➢ Large and expanding trade deficits in W Europe and US (e.g. 3% of GDP in UK) 

➢ CBs needed to keep domestic spending high  low interest rates 

➢ “Search for Yield” created  more leverage, more risk-taking; complex instruments 

➢ It all began to unravel when investors reassessed risks 

➢ Returns demanded by investors rose  asset prices fell 

➢ Capital markets froze  no buyers! 

➢ Banks unwilling to lend except at the shortest of maturities 

➢ Interbank lending rates increased drastically 

➢ Crisis emerged from the way banks have managed their liabilities – liquidity crisis 

➢ Needed to ask BoE for liquidity assistance (i.e. lender of last resort), since it did not 

have liquid assets to pay for maturing liabilities  

➢ BoE offered to lend in exchange for illiquid assets but only at a penalty rate 

➢ The CB must create the right incentives for banks 

➢ Avoid moral hazard issues 

➢ Northern Rock had not taken out significant liquidity insurance  

➢ Created incentives for a bank run 

➢ Chancellor had to announce a government guarantee the deposits of Northern Rock 

➢ Main Lessons from the episode 

➢ Liquidity should be central to the regulation of banks 

➢ Need to have a law to separate retail deposits from rest of bank balance sheets 

➢ CBs need to operate as a lender of last resort and do so quietly 

➢ Not a single depositor has lost a penny here 

➢ February 2008 – Northern Rock taken into state ownership 

 

“Northern Rock had a business plan which involved borrowing heavily in the UK and 

international money markets, extending mortgages to customers based on this funding, and 

then re-selling these mortgages on international capital markets, a process known as 

securitization. In August 2007, when the global demand from investors for securitized 

mortgages was falling away, the lack of money raised by this means that Northern Rock 

became unable to repay loans from the money market. This problem had been anticipated by 

the financial markets, which drew greater attention to it. On 14 September 2007, the bank 

sought and received a liquidity support facility from the Bank of England, to replace funds it 

was unable to raise from the money market. This led to panic among individual depositors, 

who feared that their savings might not be available should Northern Rock go into 

receivership. The result was a bank run – the UK's first in 150 years – where depositors lined 

up outside the bank to withdraw all of their savings as quickly as possible, particularly since 

everyone else was doing the same” 
 

 

 

 



SWISS FRANC CURRENCY PEG 

 

➢ The SNB introduced the peg in 

2011, due to the financial crisis 

➢ Because the CHF is viewed as a 

safe haven, there was very strong 

demand for it at the time  upward 

pressure on it 

➢ This hurts the Swiss economy; 

70% of GDP is exports and services! 

➢ So, to counter upward demand, 

the SNB would print franc and use 

them to buy euros  increasing 

money supply  keeping the peg 

➢ By 2014, it had $480bn of foreign 

currency (70% of GDP)!!! 

➢ Broke the peg on January 15th! As 

you can see in the first graph, in 

direct quotation, the euro 

depreciated massively! 

➢ Quite a few hedge fund managers 

lost (people had gone short in euro). 

In other words, if you are Swiss, you 

would buy euro forwards  at 

expiration, you buy at old ER of 0.85 

EUR per CHF and sell at 0.95 EUR 

per CHF 

➢ Several reasons why this was done: 

➢ More Swiss money  fears of hyperinflation (although inflation is quite low now!) 

➢ Due to ECB starting QE, this would have pushed the EUR down even further  might 

have required even more printing of money by SNB 

➢ During 2014, EUR (and CHF by extension) depreciated against other currencies (see 

second chart)  if the CHF is not so overvalued  not need to maintain the peg! 

➢ Big Question: How will this impact the Swiss economy? 

➢ UBS downgraded Swiss growth for 2015 from 1.5% to 0.5% 

➢ Hurting tourism sector and services  

➢ Country will probably remain in deflation :/ 

➢ “But the SNB should not be lambasted for removing the cap. Rather, it should be 

criticized for adopting it in the first place. When central banks try to manipulate exchange 

rates, it almost always ends in tears”  

 

 

 

 



 

 

WHO IS TO SAY AN INVERTED YIELD CURVE IS NOT A GOOD PREDICTOR 

OF AN INCOMING RECESSION?! 
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