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Overview  

Â Background: recent monetary policy 

Â Money and operational  frameworks 

Â Forward guidance & liquidity  traps 

Â Unconventional policies 

Â Negative interest rate 

Â Quantitative easing 

Â Helicopter money 

 



Background: Recent 
monetary policy 



Inflation too  low  
Annual  percentage  change 

Sources: Eurostat, U.K. Office for National Statistics, U.S. 
Bureau of Labor Statistics and  Statistics Sweden   
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Inflation expectations have fallen  
Percent , money  market participants  
 

  Source: TNS Sifo Prospera 



Policy rates  
Percent  

Sources: Bank of England, ECB, Federal Reserve Bank 
of New York and the Riksbank 

Note. ECB refers to Eonia.  



Long-term interest rates are low  
10-year interest rates, per cent  

Sources: National central banks, Reuters 
EcoWin and the Riksbank 



Central banksõ balance sheet totals 
Per cent of GDP  
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Expansionary  monetary  policy  

Â Repo rate reduced by one percentage point  last year 

Â To -0.10% in February 

Â To -0.25% in March 
 

Â Forecast of future repo rate reduced substantially 
 

Â Bond purchases 

Â SEK 10 bn announced in February 

Â SEK 30 bn announced in March 

Â SEK 40-50 bn announced in April  

Â Total around 3 percent of GDP 

 

 

 

 

 

 



Money and 
operational  
frameworks 



What is monetary policy?  
(Goodfriend , 2009) 

óMonetary policy consists of open market 
operations that expand or contract high -
powered money (bank reserves plus 
currency) by buying or selling treasury 
securities.ó 

óPure monetary policy works by 
varying the aggregate quantity 
of bank reserves to influence 
the spread between the federal 
funds rate and interest paid on 
reserves.ó 

óInterest on reserves policy consists of varying interest that 
a central bank pays on bank reserves, holding monetary 
policy ê fixed.ó 



Interest  on reserves 

Â Let Ὥ denote the central bankõs policy rate and let Ὥ 
denote interest paid on reserves (no interest on cash). 

Â If Ὥ π and Ὥ π 

Â A change in Ὥ must be accompanied by a change in high-
powered money (open market operations), and vice versa 

Â If Ὥ π and Ὥ π 

Â High-powered money can vary even if Ὥ is held constant at zero 

Â If ὭḳὭ π  

Â High-powered money and Ὥ can be determined separately 

 



The Riksbankõs operational framework  

Â No reserve requirement 

Â Ὥ π on cash, but Ὥ Ὥ on óvoluntaryó reserves 
     

 



Forward guidance 
and liquidity  traps 



Forward guidance : What  is it?  

Â Information about policy rule? 

Â Commitment  to deviate  from normal policy rule? 

Â Why? 

Â How? Time inconsistency?    

 



Information about  policy rule  

Â Central banks must forecast their own policy rate 

Â Previously: often produced economic forecast assuming 
constant policy rate. But how? 

Â Should this forecaste be published? 

 



Communication to  escape liquidity  traps ? 

Â Communication as a commitment  device 

Â Why? 

Â Can it work? 

 



Eggertsson & Woodford  (2003)  

PC:  “ ‖ὼ Ὁ“  

IS: ὼ Ὁὼ Ὥ Ὁ“ ὶ  

 

Normal regime:  ὶ ” π 

 

Deflationary regime: ὶ ὶ π, exit with 0Ò, never 
return. 

 

In normal times, MPR: Ὥ ” ‰“, and ‰ ρ. 

 

 
See also Eggertsson (2006) and Eggertsson (2008) 



Eggertsson & Woodford  (2003)  

Under discretion, solution to normal regime  is “ ὼ π 
and Ὥ ”.  

 

Solution to deflationary regime  is then Ὥ π and  
 

“  
 

ὼ  

 

where … „ρ ρ  ‖ρ  and where the 

solution assumes that … π. 
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Eggertsson & Woodford  (2003)  

Simplify:  „ ρ, and assume deflationary regime in Ô
ρ. 
 

Discretionary solution is then “ , ὼ , “ π, and 
ὼ π, for ὸ ρ. 
 

Suppose cb can commit  to Ὥ ” . Then 

“ ‖ρ ‖  ‖ὶ, ὼ , “ ‖, ὼ , 
“ π, and ὼ π, for ὸ ς. 

 



Eggertsson & Woodford  (2003)  

Loss function : , В “ ‗ὼ . 
 

Compare discretion ( π) to òcommitmentó ( π): 
 

ς,  ‖ρ ‖  ‖ὶ ‗ ‖

‗  
 

We immediately see that ,ȿ π (because ὶ<0) 
 

So, try to commit to keep rate low long to get out of 
liquidity trap!  



Forward guidance : How ? 

Â Forecast of policy rate 

Â New Zealand (1997), Norway (2003), Sweden (2007) 

Â Scenarios in inflation reports 

Â At zero lower bound: for how long? 

Â BoJ, Fed, BoE, BoC, ê 

 



Forward guidance  

Â Time or state contingent? 

Â Time contingent: Fed 2008-2012, ECB 2013-, ê 

Â State contingent: Fed 2012-, BoE 2013- 

Â Triggers or thresholds? 

 



Forward guidance : Fed 

Source: IMF (2013a), Table 1 



Forward guidance : BoE 

Source: BoE (2013) 

óAt its meeting on 1 August 2013, the MPC agreed its intention not to 
raise Bank Rate from its current level of 0.5% at least until the headline 
measure of the unemployment rate had fallen to a ôthresholdõ of 7% 
subject to the conditions below.ó 

Knockouts: 
Å Medium-term inflation forecast above 2.5% 
Å Medium-tem inflation expectations not well anchored  
Å Stance of monetary policy is a significant threat to 

financial stability, and other policies cannot mitigate 
this 



Forward guidance : BoE intentions  

Source: BoE (2013) 

Â Clarity about the MPCõs view on the appropriate  trade-
offs 

Â How fast to reduce slack in the economy? 

Â Risks to overriding  objective of price stability? 

Â Reduces uncertainty about the future path of monetary 
policy 

Â Reduces the risk that market interest rates rise prematurely 

 



Unconventional 
policies 



 

Â Negative repo rate 

 

Â QE: Purchase government bonds, or other assets 

 

Â Helicopter money (next class) 

 

Unconventional  policies  



Negative repo rate  

Â Theory: limit because of cash 

Â In practice: lower than zero is possible 

Â Broad transmission 

Â No direct losses on the Riksbankõs balance sheet 

Â Administrative & technical problems for banks and 

markets? 

 



Negative repo rate  

Â Transmission rather normal 
Â Interest-rate channel 

Â Exchange-rate channel 
 

Â Technical problems? 
Â FRN market: yes 

Â IT systems: some 

Â Cash: not yet 
 

Â Other? 
Â Media attention  

Â Outflow  from money-market funds 

Â Search for yield, asset prices 

Â Banksõ margins 

Â Pension funds 
 

 

 

 

 

 



Interest  rates 
Percent  

Source: SCB and the Riksbank 



Interest  rates 
Percent  

Source: SCB and the Riksbank 


