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Further reading! 
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Overview 

Session 1: Lecture 
•  What is conventional monetary policy? 
•  What is emergency monetary policy? 
 
Session 2: Small group discussion 
•  What are the opportunities and threats from specific types 

of emergency monetary policy in Europe? 

Session 3: Presentations 
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Conventional monetary policy 
A beginner’s guide to central banking 
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Sep ’08 
-2 % 

Sep ’08 
5.2% 

Source: Bank of England Inflation Report, August 2006 
Updated figures: Q3 2008 (GDP) and September 2008 (CPI); – i.e. 2 years – and GDP fan chart for May 2009 
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Forecasting is foolish 

“A recent study looked at "consensus forecasts" (the predictions 
of large groups of economists) that were made in advance of 60 
different national recessions that hit around the world in the 
'90s: in 97 percent of the cases, the study found, the 
economists failed to predict the coming contraction a year in 
advance. On those rare occasions when economists did 
successfully predict recessions, they significantly 
underestimated the severity of the downturns. Worse, many of 
the economists failed to anticipate recessions that occurred 
as soon as two months later” 
 

Stephen Mihm, “Meet the Economist Who Thinks We're Doomed”,  
The New York Times, August 18, 2008  
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Who wants to be a millionaire? 
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1,000,000 Indonesian Rupiah 
 

(As of March 2014) 
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The (dynamic) quantity theory 
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€ 

M +V = P +Y 
M = money supply growth 
V = velocity of circulation, or “confidence” 
P = inflation 
Y = real GDP growth 

"Inflation is like pregnancy: there are many explanations but only one cause”, Karl Brunner 
We focus on M because non-monetary shocks are rarely permanent or large. 
M+V=P+Y is the equation of exchange. The claim that an increase in M causes an increase in P is the quantity theory of money. 

“Inflation is always and 
everywhere a monetary 

phenomenon” 

P+Y is called Nominal GDP 

10 Source: Kaleidic Economics | http://www.kaleidic.org/data/  
Updated: March 2015 

P+Y 

Y 

P 
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The Friedman k-percent rule 

“The stock of money [should be] increased at a fixed rate year-
in and year-out without any variation in the rate of increase to 
meet cyclical needs”  

Milton Friedman (1960) A Program for Monetary Stability, p.90 

 

11 

€ 

M +V = P +Y 
2% 2% 3% 3% 

Note: These figures are for illustrative purposes only 
Downsides: (i) V may become unstable; (ii) which measure of M? 

Key indicators 

12 Narrow money supply is a liability of the central bank (reserves + cash). Broad money supply is a liability of CB 
*and* commercial banks. Source: http://www.economist.com/markets/indicators/. Last updated: March 2011. 
Sweden adopted a negative deposit rate in July 2009. 



www.kaleidic.org June 16 

Money supply growth in the U.S. (1918-2006) 

13 December 31, 1999: if Ms rises due to an increase in Md (i.e. a fall in V) then it isn’t inflationary. 

U.S. Consumer Price Index (1800 – 2007) 

14 Note that if M+V is stable, then faster economic growth (i.e. rising Y) should result in price deflation. 
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More money growth = more inflation 

From Charles W. Upton, www.personal.kent.edu/~cupton/bbamacro/ma08.htm1920s. Also see: Romer, D., (2001) Advanced 
Macroeconomics McGraw-Hill (Figure 10.2, 10.6); Robert Lucas’ Nobel Lecture; and McCandless, G. and Weber, W., (1995) 
“Some Monetary Facts”, Federal Reserve Bank of Minneapolis Quarterly Review, 19(3):2-11 
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The German hyperinflation (1921-1923) 

Photo: http://globaleconomicanalysis.blogspot.com/2007/09/is-us-printing-money-like-mad.html 
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The Zimbabwe hyperinflation (2006-2009) 

17 If inflation is costly and easy to stop, why does it exist? 
Sources of government finance: Taxes; debt; inflation; net income from government assets. 

Inflation erodes the real value of debt 

18 

"people know that inflation erodes the real value of the 
government's debt and, therefore, that it is in the 
interest of the government to create some inflation.” 
 
Ben Bernanke, Chairman of the Federal Reserve “Deflation: Making Sure "It" 
Doesn't Happen Here“ 21st November 2002 

“A government can live for a long time…by printing paper 
money…It is the form of taxation which the public finds 
hardest to evade and even the weakest governments can 
enforce, when it can enforce nothing else” 
 
J.M. Keynes 1923 (Collected Writings Vol. IV p.37) 

Other political reasons for inflation include seigniorage (the difference between the cost of production and exchange value of 
money, for example the U.S. mint earns money selling coins with a higher face value than their cost of production) and bracket 
creep (inflation draws people’s nominal income into higher tax rates). 
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Inflation also facilitates real wage adjustments 
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2% 

1% real 
wage cut 

1% 

1% 
0% 

1% real 
wage cut 

People that confuse nominal and real variables suffer from money illusion. But this has macroeconomic consequences. 
Prices can be sticky, and wages can be especially sticky  

The signal extraction problem 

 

•  If you notice a rise in profits is this being driven by (a) a 
rise in the demand for your products; or (b) greater than 
expected inflation? 

•  If inflation is higher than expected 
–  Revenues are higher than expected 
–  Costs are higher than expected 
–  But since wages are sticky the rise in revenue is greater 

than the rise in costs 
•  Since profit is higher than expected the signal is to 

increase output 

20 In other words if prices take time to adjust than an unexpected rise in inflation can lead to a rise in output. 
See Horwitz, S., (2012) “The Parable of the Broken Traffic Lights”, The Freeman; and Cowen, T., (1997) Risk and Business Cycles, 
Routledge, p.78.  
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Why boom turns to bust 

•  The signal extraction problem means that entrepreneurs 
can respond to aggregate prices changes (nominal shocks) 
instead of relative price changes (real shocks) 

•  Inflation and deflation disrupt the price mechanism and 
send “false signals” to entrepreneurs 

•  Also, low interest rates are like a green light for 
investment, but if they are only low because of government 
policy this causes an unsustainable shift towards interest 
sensitive projects 

•  Since there aren’t enough real resources to back them up 
this leads to misallocations of capital (i.e. malinvestment) 

•  When those mistakes are liquidated there will be a 
recession 

21 

One Target One Tool 

•  The Central Bank is committed to using the interest rate to 
keep inflation within a publicly known range 

22 

Interest 
rates 

Tool 

CPI 
≈ 2% 

Target 

The policy relevant interest rate tends to be a short term, risk free, benchmark rate. 
The U.S. Federal Reserve have a “dual mandate” of targeting low inflation and full employment. 
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23 Source: http://www.bankofengland.co.uk/education/Documents/resources/postcards/mpc2.pdf 

Use actual P rather than Pe 

Better to be consistently late to 
the right party than consistently 

early to the wrong one! 

Modern inflation targeting 

Month CPI Decision Rationale 

January 5% Increase i/r Higher interest rate reduces 
consumption (people save more, 
and mortgages are more costly)… 
 

February 1% Reduce i/r Lower i/r encourages firms to 
increase their investment 
borrowing, leading to higher 
output… 

March 
 

2% No change Inflation is on target… 

24 

There’s an inverse 
relationship between 

interest rates and 
inflation 
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Bank of England’s monetary policy balloon 

25 This has since been replaced with the Monetary Policy Boat which is more complicated, and gives you 2 policy tools.   
For more economic simulators see: http://econ.anthonyjevans.com/2012/04/macroeconomic-simulators/ 

Central bank independence is a source of credibility 

26 See: Summers, L.H., and Alesina, A., (1993) “Central Bank Independence and Macroeconomic Performance: Some Comparative 
Evidence“, Journal of Money, Credit and Banking, 25(2):151-62 
Credibility: Independence -> Fixed exchange rates -> Currency union -> Gold standard 
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How central bankers operate 

•  Tend to be forward looking 
–  Historic inflation figures are like driving a car looking 

through the back window 
–  Inflation expectations can be inferred by the spread 

between index-linked and normal bonds 
•  Tend to be conservative 

–  Long and variable lags lead to “wait and see” 
–  Changes are made in discrete intervals 

•  Rule of thumb:* 

27 * “Bank Economists point to success of easing” Financial Times, September 19, 2011 
The main aim is to guide expectations. 

ê i/r by 
1% 

CPI é 
by 0.5% 18 months 

Discount 
rate 

• The rate paid on overnight 
loans made by the central 
bank to commercial banks 
to ensure short-term 
liquidity 

• As final provider of cash 
they can set this rate 

Interbank 
rate 

• The rate at which 
commercial banks charge 
each other on their 
reserves held at the central 
bank 

• Provides the bulk of 
liquidity to banking system 

• CB aims to influence this 
benchmark 

Deposit 
rate 

• The rate paid on reserves or 
overnight deposits held at 
the central bank 

• Can be –ve to penalise 
reserves 

• Central banks can also alter 
reserve requirements  

Policy relevant interest rates  

28 The “policy” rate is typically a short term risk free benchmark rate, which is at the beginning of a rudimentary 
transmission mechanism. 
The Eurozone are less able to implement a –ve deposit rate than Fed or BoE due to the €500 bill. 
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European Central Bank 

29 Source: http://www.ecb.int/stats/monetary/rates/html/index.en.html (last updated: Jan 2012) 
Technically the ECB uses the MRO rate to target the EONIA. 

Deposit Interbank Discount 

The corridor system 

30 You can see that the ECB were concerned about inflation in 2005-2006 and March 2011. 
Source: http://www.ecb.int/stats/monetary/rates/html/index.en.html (last updated: Mar 2015) 
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Eurozone CPI (2000-2012) 

31 Source: http://sdw.ecb.europa.eu/ (last updated: Mar 2015) 

“The Great 
Moderation” 

Reflections on inflation targeting 

32 

“Most of us – I was one – thought we 
had at last found the holy grail. Now 
we know it was a mirage” 
 
Martin Wolf, The Financial Times, May 2009 
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Emergency monetary policy 
How central banks have responded to the financial crisis 

33 

Monetary policy since 2008 

•  Central Banks have engaged in a number of forms of 
monetary activism 

34 

Interest 
rates 

Tool 

? 

Target 

Quantitative 
easing 

CPI 
≈ 2% 

Unemployment 
<6.5% 

See http://www.bankofengland.co.uk/ for “One Target Two Tools” 
In December 2012 the Fed announced that it would keep interest rates close to zero until unemployment fell below 6.5% 
(provided inflation doesn’t rise above 2.5%).   

Forward 
guidance 

Negative 
deposit rates 
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Zero lower bound policy 

“The central bank uses open market 
operations to buy and sell government 
bonds1 from commercial banks2 with 
newly created money to influence the 
interbank market and hit a target short-
term3 interest rate4” 

35 

4. 
Quantitative 

easing 

1.  
Credit/ 

Qualitative 
easing 

2. ?? 

3. Operation 
twist 

This increases narrow money directly (the monetary base increases), and increases broad money if commercial banks choose 
to expand deposit lending against their higher cash reserve. 

Central banks can expose themselves to various forms of risk 

• Asset classes of lower quality 

Capital risk 

• Assets that are harder to trade 

Liquidity risk 

• Assets of longer maturity 

Duration risk 

36 
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Dynamics of intervention 

•  June 2012: 
•  “Mr Posen not only calls for more money printing, but also 

for the Bank to spend the cash on assets other than gilts  – 
an idea that the governor and other Bank staffers have 
fiercely objected to on the grounds that it would hinder 
Threadneedle Street’s independence.”* 

•  Key issues: 
–  Thin end of the wedge (and dynamics of intervention) 
–  Independence 

37 Claire Jones, “Posen resumes his role as MPC dove” Financial Times, June 11th 2012 

Emergency policy becomes a new regime 

•  “I think the December 2008 FOMC decision [to target a Fed 
Funds Rate of 0%-0.25%] unwittingly committed the U.S. to 
an extremely long period at the zero lower bound similar to 
the situation in Japan, with unknown consequences for the 
macroeconomy.” 

•  James Bullard, President and CEO of the Federal Reserve 
Bank of St Louis 

38 * Bullard, J., “The Notorious Summer of 2008” University of Arkansas, Quarterly Analysis Luncheon, November 21st 2013 
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Emergency monetary policy 
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Quantitative 
easing 

Forward 
guidance 

Negative 
interest rates 

Helicopter 
money 

Glossary 

Indicators 
•  GDP = Gross Domestic Product (a measure of the growth of output) 
•  CPI = Consumer Price Index (a measure of inflation) 
•  Hyperinflation = a rapid period of inflation 
 
Central bank acronyms 
•  BoE = Bank of England 
•  ECB = European Central Bank 
•  Fed = Federal Reserve 

Other 
•  Nominal variables: expressed in terms of money 
•  Real variables: expressed in terms of goods or services (i.e. adjusted for 

inflation) 
•  Signal extraction problem: the difficulty in distinguishing between 

relative price changes and aggregate price changes 
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