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MONETARY POLICY: BACK TO NORMAL?

The 2008 financial crisis witnessed unprecedented policy responses
from the world’s major central banks. Main central banks cut their policy rate
to near 0%, exhausting the conventional monetary options. Then, to further
ease financial conditions, they started to design a variety of unorthodox
monetary policy tools commonly labeled as “unconventional monetary
policies”. These have included “lower-for-longer” forward guidance on the
short-term rate, large-scale asset purchases, large-scale liquidity provision,
the expansion of collateral acceptance, and even negative policy rates.

With the momentum in the global economy gaining strength, monetary
policy normalization has come into focus. The US Federal Reserve (Fed) is
well ahead of its peers on the path to policy normalization. It began normalizing
the stance of monetary policy in 2014, when it ended its asset purchases.
Then, in 2015, it started increasing its policy rate, and in October 2017, it
embarked on its plan to shrink its $4.5 trillion balance sheet. In March 2017,
the European Central Bank began reducing the pace of its asset purchases.

Yet, the issue of whether monetary normalization means a return of
interest rates and central bank balance sheets to the levels viewed as normal
in the decades before the crisis has not been settled. Low interest rates and
elevated balance sheets could now be a desirable policy configuration and
thus become the “new normal” for monetary policy.

This paper argues that the new normal for monetary policy is
characterized by lower levels of interest rates and larger levels of central bank
balance sheets than in the decades preceding the crisis. This is because the
“natural rate of interest” – the rate at which the economy is neither depressed
and deflating nor inflating – remains at historically low levels in the advanced
world reflecting structural factors such as population aging, slower productivity
growth and elevated levels of debt. A persistently low interest rate environment
may be associated with a heightened risk of asset price bubbles.
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With the global economy gaining traction, monetary
policy normalization has come into focus. The US
Federal reserve (Fed) is well ahead of its peers on the
path to policy normalisation. It ended its asset purchases
in 2014, began increasing its policy rate in December
2015, and started its plan to shrink its $4.5 trillion balance
sheet in October 2017. In March 2017, the European
Central Bank (ECB) took the first step in the process of
monetary policy normalization and began reducing the
pace of its asset purchases. However, it remains unclear
whether monetary policy normalization means a return of
interest rates and central bank balance sheets to the
levels viewed as normal in the decades before the crisis,
or whether there is a “new normal” that implies that low
interest rates and elevated central bank balance sheets
are a desirable policy configuration.
This paper argues that historically low levels of shortterm interest rates – lower than pre-crisis levels – and
elevated levels of central bank balance sheets – larger
than pre-crisis levels – should be considered a new
normal. Our focus, in this paper, is primarily on the US
experience given that the US Federal reserve is furthest
ahead with its monetary tightening cycle. The paper is
organized as follows. First, it describes how central
banks responded to the global financial crisis by

expanding their monetary policy toolkits to include what
has commonly been labeled as “unconventional
monetary policies”. Then, it addresses the rationale
behind central banks’ decision to take steps towards a
more "normal" monetary policy. Next, it underlines the
fact that the “natural rate of interest” – the rate at which
the economy is neither depressed and deflating nor
overheated and inflating – appears to be much lower
than it was in the decades prior to the global financial
crisis, reflecting factors such as elevated levels of debt
and the damage done by the Great Recession to the
advanced economies’ labour force and productivity.
Finally, it concludes that the broad implication of a
persistently low natural rate of interest is that
conventional monetary policy has less room to lift the
economy during a recession. It follows that when the next
crisis strikes, central banks will have little choice but to
continue to lean heavily on unconventional tools.
Courtesy of the “new normal”, unconventional monetary
policy tools – entrenched now for a decade – have likely
become the “new normal” of monetary policy rather than
a policy of last resort only to be used in exceptional
circumstances.
Under
these
circumstances,
governments may be tempted to deploy fiscal policy
more aggressively in the face of a downturn, which could
raise concerns about fiscal dominance.

BOX 1 – MONETARY POLICY IN “NORMAL TIMES”
Prior to the Great Recession – when interest rates were positive –, the central banks of the main advanced
countries, with the exception of the Bank of Japan (BoJ), which was then struggling with deflation1, relied on a
short-term nominal interest rate as the main policy instrument to achieve their main objectives, that is, contain
inflationary pressures during upturns and provide sufficient monetary stimulus to the economy during
downturns. In the past, many central banks also targeted monetary aggregates like M1 or M2, but these targets
were de facto given up over time (albeit with differences across central banks), although the European Central
Bank (ECB) still watches the growth rate of M3 (selected as the relevant money stock definition).
Under normal circumstances, control over the short-term nominal interest rate2 enables the central bank to
influence both short-term and long-term real interest rates and, therefore, aggregate spending.
The traditional interest rate transmission mechanism works as follows:
1)

By lowering their short-term nominal interest rate, central banks lower the short-term real interest rate,
because of price stickiness, which occurs as a result of factors such as money illusion3.

1

The BoJ at that time had been following ZIRP (zero-interest-rate policy) and had been engaged in purchases of large quantities of shortterm government securities in an attempt to increase inflation.

2

Prior to the Great Recession, central banks were using a short-term interest rate as their primary policy tool. In the US, for example, the
Fed’s primary instrument was a target for the federal funds rate, the interest rate that banks charge each other for overnight loans. The Fed
achieved its target (that is, the desired level of the federal funds rate) through market operations that affected the amount of bank reserves
in the system. By buying or selling securities, it adjusted the level of securities in banks' reserves to keep the fed funds rate within the targeted
range. Importantly, open market operations conducted to steer the short-term interest rate implied endogenous changes in the central-bank
balance sheet.

3

Money illusion refers to people’s tendency to fail to appreciate that a general increase in prices reduces the real purchasing power of their
income. Consequently, they do not adjust instantly to new real price levels. The money illusion was described by John Maynard Keynes and
Irving Fisher.
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2)

Then, as per the expectations hypothesis of the term structure – which states that the long-term interest
rate reflects the expected future path of short-term interest rates and a time-varying maturity premium4 –
the decline in the real short-term interest rate leads to a fall in the real long-term interest rate.

3)

Lower long-term real interest rates, in turn, raise the amount of investment (business fixed investment,
residential housing investment) that businesses and consumers are willing to make, create an incentive
for businesses and consumers to borrow, and make it cheaper for banks to fund themselves, leading them
to grant more loans, all factors that increase aggregate demand and, thus, stimulate the economy.

Beyond the above traditional channel, changes in interest rates have an impact on aggregate demand via two
additional channels:
1)

The exchange rate channel.

Pushing down short-term nominal interest rates also affects the exchange rate, making domestic currencydenominated deposits less attractive relative to deposits denominated in foreign currencies, all else being
equal. This leads to a decline in demand for domestic currency-denominated deposits relative to other currency
deposits, thereby causing a depreciation of the domestic currency.
The lower value of the domestic currency makes domestic goods cheaper than foreign goods, leading to a rise
in net exports and hence in aggregate demand, again all else being equal.
2)

The stock price channel.

Lower interest rates encourage money to flow into the stock markets, either because the public has more money
than it wants or because bonds become less attractive relative to equities, which leads to an increase in the
value of stocks.
Hence, three effects:
i)

A rise in Tobin’s q (which is defined as the market value of an enterprise divided by the replacement
value of the enterprise’s capital), which means that new plant and equipment capital becomes cheap
relative to the market value of firms. This encourages firms to issue new stocks (equity) to finance
investment spending, thereby increasing investment and aggregate demand.

ii)

A rise in private wealth (since stocks are a component of wealth), which encourages private
consumption.

iii)

Improvements in consumer sentiment and confidence, as higher stock prices may be interpreted by
economic agents as a sign of favourable economic conditions in the future, which stimulate
consumption growth.

EXCEPTIONAL TIMES CALL FOR
EXCEPTIONAL MEASURES
THE GLOBAL FINANCIAL CRISIS…
The global financial crisis began in 2007, when the
American housing bubble burst, leading to mortgage
defaults and a chain reaction that exposed fragilities in
the global financial system. A loss of confidence by
investors in the value of sub-prime mortgages caused a
simmering liquidity crisis which exploded into a full-blown
financial panic on September 14, 2008, when Lehman
Brothers, which was heavily exposed to the sub-prime
mortgage market, filed for bankruptcy. After the collapse
of Lehman Brothers, inter-bank lending collapsed and
panic spread globally. Consumer and business
confidence hit rock bottom and the global economy
suffered its worst recession in 80 years.

4
See, for example, Gürkaynak, Refet, and Jonathan Wright (2012), “Macroeconomics and the Term Structure,” Journal of Economic
Literature, Vol. 50, pp. 331-67.
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…

TRIGGERED

UNPRECEDENTED

MONETARY

POLICY EASING AROUND THE WORLD

Near zero policy rates
With the onset of the global financial crisis, central banks
worldwide considerably eased their monetary policies to
stabilise dysfunctional financial markets and shore up
aggregate demand. They did not want to repeat the
errors of the Great Depression of the 1930s, when the
Fed’s policy was restrictive during the two periods of
sharp downturns in 1930–1933 and 1937–19385. Indeed,
the big lesson from the Great Depression of the 1930s
was that central banks should respond vigorously to
financial crises to prevent or mitigate financial panics and
ward off a collapse of the money stock and price level
that would cause a devastating blow to the real economy
and jobs.

monetary policy tools to further ease financial conditions
and provide extra stimulus, to combat the crisis and the
subsequent recession.
These new measures referred to as “unconventional”
monetary policies – as opposed to conventional policy
(based on open-market operations, principally with shortterm Treasury bills to adjust short-term rates) – have
taken three main forms:
1)

2)

3)

Guiding longer-term interest rates by committing
to keeping policy rates low for an extended
period (“forward guidance”).
Large-scale purchases of unconventional
assets, either long-term government debt
(instead of short-term) or risky private-sector
assets, such as residential mortgage-backed
securities (MBS), corporate bonds, and even
equity8.
Large-scale liquidity injections to alleviate
financial institutions’ liquidity problems. This
was given prominence in continental Europe
given its tradition of bank-based financial
systems.

These policies have acted as a persistent and prolonged
dampener on long-term yields and credit spreads.
Forward guidance

Central banks thus responded aggressively to the global
crisis and ensuing recession, initially by boosting liquidity
and pushing down short-term interest rates. The US
Federal Reserve (Fed) reduced its policy rate from
5.25% to 0%. All other main central banks quickly
reached the zero-interest-rate floor (the so-called zerolower-bound (ZLB) constraint6) on nominal interest rates.
Some central banks – the European Central Bank (ECB),
Danmarks Nationalbank (DN), Sveriges Riksbank, the
Swiss National Bank (SNB) and most recently the Bank
of Japan (BoJ) – even pushed rates slightly below zero7,
as the floor beneath which nominal interest rates cannot
go is not exactly zero, but a tad below zero.

The policy of "forward guidance" is part of a
communication strategy that aims to guide economic
agents' expectations of future policy and/or future
economic outcomes, such as inflation, by letting the
public know what to expect from monetary policy.
Forward guidance has long been an important part of the
Fed’s policy framework to influence price developments,
but since the outbreak of the global financial crisis it has
played a prominent role in many countries in driving
down medium-term interest rates. By expressing their
intent to keep policy rates low for a long time – until the
economy regains health – central banks have sought to
manage the market’s expectations of future short-term
interest rates, to lower the long-term interest rate,
thereby giving a boost to spending.

Unconventional monetary policy
Given the severity of the downturn, central banks would
have liked to cut rates even further to provide extra
support for the economy, but that was not feasible, as
nominal interest rates cannot fall much below zero. As
such, central banks had to design a variety of novel
5
See Milton Friedman and Anna Schwartz (1963), A Monetary
History of the United States, 1867–1960, Princeton University
Press.
6

Economists often talk about nominal interest rates having a “zero
lower bound (ZLB)”, meaning that interest rates cannot fall (much)
below zero. This is because people always have the option of

holding cash, which pays zero interest, rather than negativeyielding assets.
7

Negative rates apply to the excess reserves that banks hold with
central banks because of “quantitative easing” (QE) programmes.
8
To prop up the Japanese equity market, the BoJ has been buying
Japanese equity ETFs (exchange-traded funds) since 2010.

4
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monetary policy action. QE was pioneered by
the BoJ in 2001.

The Fed’s forward guidance has experienced different
schemes, especially since the outbreak of the financial
crisis. For example, in January 2012, each member of
the Federal Open Market Committee (FOMC) – the ratesetting body within the Fed – began to provide their
individual projections about where short-term interest
rates are headed, based on their individual assessment
of the appropriate future policy rate. The Fed releases
these projections in a chart (“The Fed’s Dot Plot”) that
includes a dot for each of the 16 members at their target
interest rate level for each period. The dot plot, which is
published after each Fed meeting, is a communication
strategy to convey to the public more information about
the Fed’s expectations for the future, including how
committee members feel about economic and monetary
conditions going forward. As the Fed’s latest monetary
policy thinking is critical to all of the global financial
markets, the Fed’s dot plot always gains a great deal of
attention from investors.

2)

The second policy, which is usually referred to
as “credit easing” (CE), consists in central
banks’ large-scale purchases of private- or
semi-private sector debt (such as mortgageand other asset-backed securities, covered
bonds, corporate bonds, real-estate trust funds,
and even equities via exchange-traded funds).
CE works towards reducing the credit spreads
(the difference between yields on private assets
and those on government bonds of similar
maturity) and reviving dysfunctional private
credit markets. CE affects both the size and the
composition of central bank assets. The Fed’s
large purchases of mortgage-backed securities
fall within CE.

“Quantitative easing” (QE) and “credit easing” (CE)
The second element of unconventional monetary policy
of key importance in the main advanced economies is
central banks’ large-scale purchases of unconventional
assets. Two different types of policies have been
adopted:
1)

The first, known as “quantitative easing” (QE),
consists in central banks’ large-scale purchases
of assets with longer-term maturities. QE
operates mainly by affecting the market for risk
free assets, typically long-term government
bonds, with the aim of reducing the level of the
longer-term interest rate. In a QE regime, the
expansion of the asset side (direct loans and
asset purchases) of the central bank’s balance
sheet is accompanied by an increase in bank
reserves (liability side of the central bank's
balance sheet), which is a by-product of the

9
Bear in mind that the flipside of any accumulation of assets by the
central bank is a comparable increase in monetary liabilities, which
include currency in circulation and commercial bank reserves – the

Both QE and CE involve an expansion in the size of the
central bank’s balance sheet (although they affect its
composition differently) and thus in the central bank’s
monetary liabilities – the money created by the central
bank9. Unconventional policies have been reflected in an
unprecedented expansion of central bank balance
sheets since 2008. The Fed’s balance sheet, for
example, surged from 5.8% of GDP in the first quarter of
2008 to a peak of 25% of GDP in the fourth quarter of
2014, before declining to 22.4% in the fourth quarter of

most liquid, risk-free asset in the economy, and the ultimate asset
for settling payments.

5
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2017. For the ECB, the same ratio went from 13.8% in
the first quarter of 2008 to 38.9% in the fourth quarter of
2017, and for the BoJ it went from 21.5% in the first
quarter of 2008 to 94.8% in the fourth quarter of 2017.
Currently, the ECB and BoJ contribute the most to the
expansion of global central bank liquidity.

Large-scale liquidity injections
In the aftermath of the global financial crisis, the ECB
launched a plethora of monetary interventions, the most
significant of which was the series of Longer-Term
Refinancing Operations (LTROs). Liquidity started to be
allocated through long-term refinancing operations, on a
fixed rate and full-allotment basis, meaning that banks
had de facto unlimited access to central bank liquidity, on
the basis of the provision of adequate collateral.
The ECB’s unconventional measures have also included
innovative facilities, such as targeted long-term auctions
(« Targeted Longer-Term Refinancing Operations »,
TLTRO), which in effect subsidised banks to lend, the
purchase of government bonds from troubled countries
(« Securities Markets Programme », SMP), the Outright
Monetary Transactions (OMT) programme, the purchase
of ABS and covered bonds (ABSPP), and Quantitative
Easing (QE).

MASSIVE MONETARY STIMULUS
SECOND GREAT DEPRESSION

AVERTED

A

There is a fairly broad consensus that this huge monetary
stimulus in the first, acute phase of the crisis was largely
appropriate to the extent that it was critical in fending off
unfettered financial instability and in preventing a deep
recession turning into a second Great Depression. By
contrast, views differ concerning the effectiveness of
unconventional monetary policy beyond the crisis
management phase. Some argue that such
extraordinary monetary stimulus is no longer needed, as
many of the reasons which led to the implementation of
these policies no longer exist. In particular, aggregate

10
The G7 economies (the United States, Japan, Canada, Germany,
the United Kingdom, France, and Italy) have collectively grown at
an average annual rate of just 1.8% over the 2010-2017 period, well

demand has notably strengthened and the threat of
pernicious deflation has receded.

Moreover, many observers argue that these innovative,
but controversial, unconventional monetary measures
are likely to be subject to diminishing returns; they
notably point to central banks’ inability to achieve their
target inflation rates or to the slow growth rates relative
to traditional cyclical recoveries that all advanced
countries have experienced since the Great Recession10.
Others warn that expansionary monetary policy over a
long period of time could have unintended consequences
such as financial instability, asset price bubbles, slower
structural adjustment, distorted investment decisions,
and inflation. There are also concerns about difficulties
with calibration (although these could be overcome with
greater experience) and complexities in exiting from
policies. Hence, there have been increasing calls for the
winding down of these measures which, although they
were originally regarded as exceptional, have in the end
become routine.

RETURN TO SOME SEMBLANCE OF
NORMALITY
ROBUST GLOBAL ECONOMIC RECOVERY IN 2017
After the faltering recoveries seen in 2010-2016, the
world economy embarked in mid-2016 on the strongest
and most synchronised period of expansion since 2010.
The growth rate throughout 2017 was well above the
long-term trend for both the advanced and emerging
economies, and the recovery was more synchronised
across the world than at any time since before the global
financial crisis. This upturn owes much to continuous
highly accommodative monetary policies worldwide,
which underpinned global financial conditions and thus
supported the recovery of the real economy.

below the 3.2% average growth recorded over comparable eightyear periods during the two recoveries of the 1980s and 1990s.
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initiating balance sheet reduction, or instead starting to
reduce the size of the balance sheet before raising rates,
or undertaking both in tandem. Back in September 2014,
the Fed released its “Policy Normalisation Principles and
Plans”, outlining a three-step normalisation strategy:
1)
2)
3)

The only ill-fitting piece in an otherwise healthier global
economy is stubbornly low inflation. Central banks’
rhetoric is that it is going to take some time for inflation
to rise to their 2% target11.

In a globally strengthened environment, three of the
world’s major central banks – the Federal Reserve, the
European Central Bank and the Bank of England – have
taken a few steps towards tightening their ultra-loose
monetary policies. They have embarked on the process
of monetary policy normalisation at different paces,
taking account of the different stages of their respective
economic cycles. With the economic cycle further ahead
in the United States than elsewhere, the Fed initiated the
process of monetary policy normalisation.

TENTATIVE STEPS TOWARDS MONETARY POLICY
NORMALISATION

Monetary normalisation can be achieved through
different strategies: raising policy rates first, before

11

It is worth noting that since the early 1990s, inflation has remained
steadily low in the USA and all other OECD countries. This can be
partially attributed to the increased credibility of the main central
banks’ commitment to a low inflation regime. Inflation was finally
crushed in the early 1980s, when central banks raised interest rates
to whatever level was required to achieve price stability. This was
successful in keeping inflation expectations anchored, which
removed an inflationary bias that some blamed for the high inflation
of the 1970s. The advent of anti-inflation-oriented central banks in
the late 1970s combined with structural shifts in the global

First, the Fed would gradually raise policy
rates to “normal levels”,
Second, it would begin to reduce its balance
sheet in a “gradual and predictable manner”,
And third, it would gradually transform its asset
holdings to a composition similar to that of the
pre-crisis period (that is, a portfolio consisting
primarily of Treasuries) thanks to a reduction in
the average maturity of its assets and a
decrease in its large holdings of agency debt
and agency MBS.

In October 2014, the Fed stopped adding to its stock of
financial assets. From then until October 2017, it kept the
size of its balance sheet constant, buying just enough to
replace maturing securities12. In December 2015, having
decided that economic conditions and the economic
outlook warranted a rate hike, it raised its target federal
funds rate for the first time in seven years to a range of
between 0.25 and 0.5%. Since then, the Fed has raised
its benchmark interest rate four times by 25 basis points
each, so that the target federal funds rate now stands at
a range of between 1.25 and 1.50%.

In October 2017, with the US economy showing signs it
was on a solid footing, the Fed began to gradually reduce
the size of its balance sheet by ending the reinvestment
policy, thereby allowing for passive shrinking when

economy, such as globalisation and technological innovations,
have been key factors behind falling trend inflation in the developed
world. In the aftermath of the global financial crisis, this strong
disinflationary trend was compounded by a powerful negative
demand shock.
12

Currently, the Fed holds about $2.5 trillion of U.S. Treasury
securities and $1.7 trillion of government-guaranteed mortgagebacked securities.

7
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securities mature13. The first step involves the Fed
cutting back its balance sheet by $10 billion a month –
$4 billion of mortgages and $6 billion in Treasuries – to
run off the portfolio without reinvestment. Every quarter,
it will increase the amount to a maximum of $20 billion in
mortgages and $30 billion in Treasuries per month after
about a year. One issue the Fed has not yet resolved is
how large its balance sheet should be at the end of the
process.
Other central banks have tentatively followed in the Fed’s
footsteps14. The Bank of England (BoE) raised its key
interest rate on 2 November (from 0.25% to 0.5%) for the
first time in ten years. The European Central Bank (ECB)
started reducing the pace of its asset purchases in March
2017, from €80 to €60 billion per month, and announced
in October 2017 that it will halve the volume of its
quantitative easing, from €60 to €30 billion a month, from
January 2018 until at least September 2018. That leaves
the BoJ alone in keeping its ultra-expansionary monetary
policy unchanged.

WHY NORMALISE?
Four main arguments have been put forward in favour of
monetary policy normalisation: 1) to prevent too-high
inflation in the future, 2) to prevent too-low inflation in the
future, 3) to rebuild the policy arsenal for the inevitable
next crisis, and 4) to prevent financial instability.

Preventing excessive future inflation
The first argument, based on “Phillips curve” logic, states
that interest rates should be raised to prevent inflation
from rising excessively in the future. The Phillips curve,
a graphic representation of the inverse empirical
relationship between inflation and unemployment, has
been a key component of most models of a central bank
reaction function, which typically relies on some form of
Taylor rule. The Taylor rule (first proposed by John
Taylor in 1993) is a prescription for monetary policy,
which describes how the central bank sets its target
nominal interest rate in response to observed inflation
and unemployment.

Phillips curve believers argue that with the American
labour market now as tight as it can sustainably be, wage
growth and inflation in America are set to start
accelerating15. So, goes the argument, the Fed should
increase its nominal interest rate target now to prevent
inflation from rising above inflation targets down the road.
The Phillips curve framework, however, cannot account
for why US inflation remains low in a full-employment
context. Since 2012, the unemployment rate in the
United States has fallen considerably while inflation has
changed relatively little. The Phillips curve, in other
words, appears to have flattened. As the effect on
inflation of further tightening in labour market conditions
is likely to be moderate, many observers argue that the
case to tighten monetary policy preemptively is less
compelling.

But if people are working part-time involuntarily, or if
workers have become disgruntled and left the formal
workforce, the unemployment rate can overstate the
health of the job market. Under these circumstances, the
employment rate of prime-age workers (people aged 25

13

There are two possible ways to reduce the balance sheet: 1) stop
reinvesting the securities as they come to maturity or 2) sell them
on the open market. The Fed opted for the former, with gradually
increasing caps on the amounts that are not reinvested, to ensure
a gradual and predictable balance sheet wind-down.

14

To some extent, the US experience with monetary normalization
could be looked at as something of a test case, but there are a few

differences between policies implemented in America and those
adopted elsewhere which make exact translation difficult. Most
notably, the USA did not enter a regime of negative rates.
15

The argument goes that as idle labour becomes scarce firms will
raise wages to attract scarce labour, which will push consumer
prices higher, as businesses act to protect their profit margins given
that wages are a significant fraction of their production costs.

8
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to 54) may be a better measure of labour market
tightness than the unemployment rate. Looking at the US
employment rate of prime-age workers – still below precrisis peaks today – America’s labour market seems to
have a bit more tightening to do before wage growth can
pick up significantly. Focusing on the prime age nonemployment rate (which is 100% minus the prime-aged
employment rate) instead of the unemployment rate, we
can find a clear Phillips curve relationship. According to
this curve, wage inflation in that cohort accelerates
further when the employment ratio is close to 80%.
Wage growth Phillips Curve, quarterly 1994Q1 - 2017Q4
5.5%

1994 - 2017
2015-2017

4.5%

2017
3.5%

2.5%

Rebuilding the policy arsenal for the inevitable
next crisis
The third argument in favour of raising the benchmark
interest rate is to give central banks back their margin for
manoeuver, which is necessary to push rates lower to
stimulate the economy during a downturn. When interest
rates are at zero, the effectiveness of monetary policy is
greatly reduced as central banks cannot easily reduce
their interest rates below zero (or a tad below zero).
When central banks hit the zero-lower-bound (ZLB), the
sole tools at their disposal to fend off economic
weakness are unconventional ones, such as expansion
of central bank balance sheets or negative interest rates.
But the effects of these relatively new and unfamiliar
tools on the economy are much less well understood and
thus more uncertain and harder to predict than those of
conventional interest-rate cuts – central banks’ most
tested and best understood tool – for which central banks
have decades of experience.

1.5%

0.5%
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Preventing insufficient future inflation
Supporters of the Neo-Fisherian view, for their part, point
to the recent history of zero interest rates, coupled with
low inflation in the US, Europe and (for many years)
Japan for evidence of the Fisher effect16 – a positive
relationship between nominal interest rates and
inflation17. The key Neo-Fisherian principle is that a longlived change in the nominal interest rate corresponds to
an equal change in inflation. So, low policy rates over the
long run should lead to low inflation – an idea that
challenges conventional wisdom that reducing interest
rates leads to higher inflation18. Accordingly, NeoFisherites argue that central banks’ policy of keeping
interest rates at – or near – zero for a long period of time
can only cause inflation to eventually decline well below
their inflation target of 2%. To increase inflation, they
argue, central banks should increase their nominal
interest rate targets. Under the Neo-Fisherian
framework, the normalisation of policy interest rates from
the current close-to-zero rates is critical to prevent
inflation from stabilising at an excessively low level.

16

The Fisher effect, named after Irving Fisher (the early 20th
century American economist best known for his work on interest
rate) is the proposition that, in the long run, the nominal interest rate
equals the real interest rate plus the expected rate of inflation, with
the real interest rate being determined by factors outside central
bankers’ control.

Preventing financial instability
Last but not least, the fourth argument in favour of
monetary normalisation is that today's policies could be
sowing the seeds of the next global financial crisis. A
major concern for a number of observers is that
unconventional monetary policies are distorting asset
prices. Most of this distortion is deliberate since boosting
asset prices in order to stimulate aggregate demand is a
key objective of unconventional monetary policy. But this
could nevertheless have unintended consequences.

18

Although there is consensus among economists that, in the short
run, monetary policy influences real economic activity through its
effects on the real interest rate, it is widely acknowledged that these
effects dissipate in the long run. So, in the long run, the only effect
of the nominal interest rate on inflation comes through the Fisher
effect; the long run view is consistent with Neo-Fisherism.

17

See Cochrane John H. (2016), “Do Higher Interest Rates Raise
or Lower Inflation?” Hoover Institution, Standford, CA.
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stimulates the economy, in large part by boosting asset
prices and reducing the cost of borrowing and thus
encourages households and companies to borrow more.
Higher debt and increased asset prices (stocks or bonds)
are a normal and desirable consequence of an easing of
monetary policy, but they may become a concern if
interest rates stay low for an unusually long time, leading
to excesses. The longer ultra-loose monetary policies
persist, the greater the likelihood that they lead to
disproportionate risk-taking, excessive debt build-up,
and an unsustainable increase in asset prices.

By squeezing credit and term spreads, unconventional
monetary policies cause a flattening of the yield curve
which can reduce banks' profitability19 and thus their
resilience. The flattening of the yield curve can also
prompt investors to seek higher yielding – and riskier –
investments, which may lead to an accumulation of risks
on their balance sheets. In their “search for yield”
investors may not receive adequate compensation for
the risks they are taking, which could lead to larger-thanexpected losses when interest rates rise. The longer the
flat yield curve persists, the greater the likelihood that
interest rate risk in the financial system rises. Ultra-low
long-term bond yields also have a major adverse effect
on long-term investors such as insurance companies and
pension funds, which not only potentially jeopardises
secure retirement provisions20, but also poses financial
sector risks.

TIMES HAVE CHANGED
The global financial crisis forced central banks to
drastically change the modus operandi of monetary
policy. As the global economy is returning to a more
sustainable growth phase, monetary policy normalisation
has come into focus. But it remains unclear whether
normalisation means returning to the way monetary
policy was conducted prior to the crisis, or whether there
is a “new normal” that would justify the regular use of
unconventional measures in the future. In particular, two
fundamental questions are at the heart of the debate
around normalisation:
1)

2)

It is also often argued that ultra-loose monetary policies
play at least a contributing role in encouraging the
buildup of leverage and that they could contribute to
fuelling asset price bubbles, as a large part of the
injection of liquidity finds harbour in financial assets.
When a central bank eases monetary policy, this

19

See, for example, Borio, Claudio, Leonardo Gambacorta, and
Boris Hofmann (2015), “The Influence of Monetary Policy on Bank
Profitability”, BIS Working Paper Series No.514.

Should the policy interest rate return to
historically “normal” levels, or should it remain at
a much lower level?
Should central banks go back to their pre-crisis
balance sheets, or should their balance sheets
remain at a much higher level?

LOWER NEW NORMAL IN INTEREST RATES

Low natural rate of interest
The interest rate that monetary policy seeks to achieve
is the rate at which the economy is neither depressed
and deflating nor overheated and inflating. It is, in other

interest rates mean lower returns for pension funds and insurers,
which may consequently find themselves with insufficient assets to
meet their current promises.

20
Problems could arise as high-yielding bonds held by pension
funds and insurers are replaced by lower-yielding bonds. Lower
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words, the “natural rate of interest”, also called the “longrun equilibrium interest rate” or “neutral real rate”. The
natural rate of interest is a concept dating back to the
Swedish economist Knut Wicksell who, in 1898, defined
it as the interest rate that is compatible with a stable price
level. It is a key concept for central banks as its level
serves as a guidepost as to whether monetary policy is
too tight or too loose21. The natural rate cannot be
observed; it is a hypothetical construct derived from
actual data. Most estimates suggest that the natural rate
of interest in the United States has dropped from around
2.5% prior to the crisis to 1%, or lower, currently22. One
commonly used approach to compute the natural rate
was developed by Federal Reserve economists Thomas
Laubach and John Williams23.
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The recognition of a reduction in the natural rate of
interest has major implications for monetary policy.
Monetary policy is stimulative as long as the real policy
rate is below the natural rate of interest. So, lower natural
rates mean that the current low levels of central bank
policy rates are much less accommodative today than
they would have been prior to the global financial crisis.
Then, pushing policy rates back towards historically
normal levels would, under the present circumstances,
raise the real interest rate above the natural interest rate,
thus causing a negative shock to aggregate demand.

Low inflation

Natural rate of interest in the US
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Laubach and Williams reckon that the natural rate of
interest will likely remain near zero for the foreseeable
future.
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Source: Federal Reserve Bank of San Francisco

Laubach and Williams found that the natural rate plunged
after 2008, and is now very low. They calculate that the
natural rate in the United States fell to close to zero
during the crisis and remained there into 2016. The Fed’s
current estimate for the natural rate is only 0.75%. While
applying the Laubach-Williams (2003) methodology,
Holston, Laubach and Williams (2017) estimate that the
natural rate across Canada, the euro area, Japan, and
the United Kingdom has fallen to less than 0.5%24. The
decline in the natural rate can largely be attributed to the
slowing of potential output which, in turn, reflects
structural factors such as population aging, slower
productivity growth, elevated levels of debt, and the
damage done by the Great Recession to the labour
forces and productivity. As most, if not all, of the forces
driving down the natural rate appear poised to stay, a
new normal where interest rates are lower than in the
1990s and early 2000s seems the most likely outcome.

Not only has the natural rate of interest declined but so
also has inflation. Global inflation has been on a
downward trend since the early 1980s. This is due, in
large part, to global structural trends such as
globalisation, technological innovation and labour market
deregulation. Globalisation and the spread of
technological innovations have exerted constant
downward pressure on inflation from the supply side.
Practically everywhere in the developed world, a low
unemployment rate no longer drives inflation up via rising
wages – the Phillips curve, in other words, has
considerably flattened. And most advanced-economy
central banks continue to fail to achieve their mandate –
explicit or implicit – of 2% inflation.

The optimal policy rate today does not exceed 3%
The Fed now believes that the long-term policy rate (the
natural real interest rate plus inflation) for the United
States is only 2.75% assuming a 2% inflation rate25. It is
expected to continue with its monetary tightening cycle.
But even if the Fed’s normalisation policy is successful in
bringing the federal funds target rate from its current level
of 1.5% to its long-run level of 2.75%, it is clear that there
will be less scope for interest rate reduction to fight
recession in the future than in the past.

21

Monetary policy is stimulative as long as the real policy rate is
below the natural rate of interest.

the Effective Lower Bound”, Finance and Economics Discussion
Series 2016-033, Federal Reserve Board of Governors, April.

22

23

See Laubach, Thomas and John C. Williams (2003), “Measuring
the Natural Rate of Interest”, Review of Economics and Statistics,
Volume 85, Issue 4, November p.1063-1070; Kiley, Michael T.
(2015), “What Can the Data Tell Us about the Equilibrium Real
Interest Rate?”, Finance and Economics Discussion Series 2015077, Federal Reserve Board of Governors; Lubik, Thomas A., and
Christian Matthes (2015), “Calculating the Natural Rate of Interest:
A Comparison of Two Alternative Approaches”, FRB Richmond
Economic Brief 15-10 (October); Johannsen, Benjamin K., and
Elmar Mertens (2016), “A Time Series Model of Interest Rates with

Laubach, Thomas and John C. Williams (2003), op.cit.

24

See Holston, Kathryn, Thomas Laubach, and John C. Williams
(2017), “Measuring the Natural Rate of Interest: International
Trends and Determinants” Journal of International Economics, May,
pp. S59–S75.

25

In the eurozone, the optimal rate should be even lower at about
2%, assuming a natural rate of interest close to zero, as per the
estimates of Holston et al. (2017), and a rise in inflation to around
the 2 percent target.
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When interest rates were close to 6%, the Fed could
stimulate the economy with plenty of interest-rate
leeway26. In the last three recessions, the Fed’s
cumulative interest-rate cuts were close to five full
percentage points. But with a long-run policy rate of 3%
or less, the amount of space available for cutting the fed
funds rate to adjust to adverse developments is limited:
interest-rate cuts will hit the zero-lower-bound (ZLB)
constraint before they can have a meaningful impact on
the economy. A combination of a low natural rate of
interest with low inflation leaves central banks very little
scope for conventional cuts in policy rates.

A NEW NORMAL FOR CENTRAL-BANK BALANCE
SHEETS?
In this new normal where interest rates are lower than in
the previous decades, should central banks keep large
balance sheets, or should they return to the “old normal”,
that is, to their pre-2008 balance sheet size and
composition? The question has yet to be settled. The Fed
started its programme for gradually reducing the size of
its balance sheet in October 2017 without giving any
clues as to what the endpoint for the balance-sheet
should be. The ultimate composition of the Federal
Reserve’s assets also remains uncertain.

The case for shrinking central-bank balance
sheets
There are two main arguments in favour of a lean
balance sheet for central banks. The first argument is
26

During the last nine recessions, the Fed cut its key policy rate by
about 5.5 percentage points on average.

27

See Chris Sims (2016), “Fiscal Policy, Monetary Policy and
Central Bank Independence”, Jackson Hole Lunch Seminar, 23
August.

28

Politicians could see the vast central bank bond-buying
programme as a great opportunity to finance public spending. To
eschew raising taxes, they might be tempted to put pressure on the
central bank to purchase certain types of securities (e.g.
infrastructure bonds to help fund public works), blurring the
boundary between monetary and fiscal policy. This is of concern in
the eurozone where the Maastricht Treaty prohibits monetary
financing of fiscal deficits.

that, as we have seen above, there is a perception that
the balance between costs and benefits tends to worsen
the longer unconventional monetary policy measures
stay in place. The second argument militating in favour
of shrinking central bank balance sheets to their precrisis levels is that large holdings of long-term
government bonds and private securities expose central
banks to both interest-rate risks and credit risks and thus
to increased risk of financial losses, losses which could
erode central banks’ capital and reduce seigniorage
profits. As the net profits of central banks are generally
transferred to governments, the loss of seignoriage
income could trigger parliamentary criticism and political
interference that could threaten central banks’ policy
independence27. Moreover, when central banks engage
in large-scale purchases of government bonds, they risk
establishing a direct link between monetary and fiscal
policy28. Ultimately, this may undermine the credibility of
central banks.

The case for keeping central-bank balance sheets
large
On the other hand, there are serious arguments for
maintaining permanently large central bank balance
sheets29. Perhaps the most compelling argument in
favour of this has been made by Greenwood et al
(2016)30. These authors argue that large central bank
balance sheets could be a tool for enhancing financial
stability. They emphasise that there is a strong demand
from the private sector for safe, liquid, short-term
securities, and that central banks are in a unique position
to offer such assets. Moreover, government-provided
money-like debt securities are less likely to give rise to
risks of runs than private-sector analogues. So, in times
of financial stress, these authors argue, central banks’
provision of safe, liquid securities to market participants
in the form of bank reserves should be effective in
preventing panic. As such, by keeping their balance
sheets large, thereby providing a safe place for financial
institutions to deposit their funds, central banks should
be able to reduce the risk of financial crisis. Other
economists argue that large central-bank balance sheets
could improve the transmission of monetary policy31.

29

See, notably, Bernanke, Ben (2016), “Should the Fed Keep its
Balance Sheet Large?”, Brooking Blog, 2 September; Bernanke,
Ben (2017), “Shrinking the Fed’s Balance Sheet”, Brooking Blog, 26
January; Greenwood, Robin, Samuel G. Hanson and Jeremy C.
Stein (2016), “The Federal Reserve’s Balance Sheet as a FinancialStability Tool”, Paper prepared for the Federal Reserve Bank of
Kansas City’s 2016 Economic Policy Symposium in Jackson Hole,
September.

30

Greenwood, Robin, Samuel G. Hansen, and Jeremy C. Stein
(2016), “The Federal Reserve’s Balance Sheet as a FinancialStability Tool”, FRB Kansas City Economic Policy Symposium,
Jackson Hole, WY. August.

31
According to Duffie and Krishnamurthy (2016), an expanded RRP
programme, through which nonbank institutions can deposit directly
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Central-bank balance sheets are likely to remain
larger than pre-crisis levels
Many economists predict that central banks will need to
operate with a much larger balance sheet than before the
crisis owing to three main factors:
1)
2)

3)

The growth in the public’s demand for currency.
The sharp increase in financial institutions’
demand for liquid, ultra-safe assets, such as
reserves (deposits that they hold at central
banks).
The overhaul of central banks’ framework for the
implementation of monetary policy.

Until the global financial crisis, the growth in the Fed's
balance sheet was driven almost exclusively by growth
in the public’s demand for currency. Since the crisis, that
demand has shown a sharp increase for a variety of
reasons, including rising nominal GDP and near-zero
interest rates. In the United States, for example, currency
in circulation has grown to $1.5 trillion, from about $800
billion prior to the crisis, and the Fed staff reckons that it
will grow to $2.5 trillion or more over the next decade.
The public’s demand for cash provides a floor for just
how small the balance sheet can get32, and its sharp rise
since the crisis means that the Fed's balance sheet
needs to be larger than what it was in 2008.

Other factors will combine to keep central banks’ balance
sheets large. Commercial banks are now subject to new
capital and liquidity rules designed to improve the
financial sector’s ability to absorb shocks arising from
financial and economic stress. These new regulations
have put much more responsibility on the banks
themselves to hold liquidity to manage liquidity shocks,
with the Fed and earn the RRP interest rate, could improve the
transmission of monetary policy to money markets. See Duffie,
Darrell, and Arvind Krishnamurthy (2016), "Passthrough Efficiency
in the Fed’s New Monetary Policy Setting”, in Richard A. Babson,
editor, Designing Resilient Monetary Policy Frameworks for the
Future, A Symposium Sponsored by the Federal Reserve Bank of
Kansas City, Jackson Hole, Wyoming, August 25-27.
32

See Ferris, Erin E. Syron, Soo Jeong Kim, and Bernd Schlusche
(2017), “Confidence Interval Projections of the Federal Reserve
Balance Sheet and Income”, FEDS Notes, 13 January.

hence, an increase in banks’ demand for central bank
reserves. Banks’ reserves have grown dramatically since
the global financial crisis. This reflects an increase in
banks’ appetite for reserves of cash but also, and
primarily, the unprecedented central bank purchases of
assets through QE programmes. Prior to the financial
crisis, currency represented the bulk of central banks’
liabilities, with bank reserves being a small portion.
Today, currency remains a large item, but bank reserves
account for the biggest share of central banks’ liabilities.

Last but not least, central banks’ decisions about the type
of operating system they want to follow to conduct
monetary policy has a direct bearing on the question of
how big central bank balance sheets should be. Prior to
the global financial crisis, central banks set short-term
interest rates through open-market operations by varying
a scarce supply of bank reserves. Today, with banks
flush with excess reserves, central banks can no longer
rely on open-market operations to steer the level of shortterm interest rates through small changes in the supply
of reserves. To effectively manage these large increases
in bank reserves, the Fed influences its fund rate and
other short-term rates primarily by setting the interest
rate it pays on (excess) bank reserves (known as interest
on excess reserves or IOER)33.
Ben Bernanke, the Fed’s former chairman, believes that
it will be very hard for the Fed to shift back to the old
system of controlling interest rates by varying a scarce
supply of reserves, unless regulation governing banks
and other financial institutions is significantly loosened.
He reckons that the critical level of reserves needed for
the Fed both to satiate the banking and financial system’s

33

While expanding its balance sheet by purchasing long-term
treasury and mortgage-backed bonds, the Fed began offering
banks interest on their deposits at the central bank. The interest rate
on excess reserves was higher than the rate banks could earn on
other short-term safe investments like treasury bills, so banks
began parking their funds at the Fed. These excess reserves, along
with the Fed's assets, surged through late 2014 and have remained
elevated ever since. Several other central banks, such as the ECB
and the BoE, currently pay negative rates on the excess reserves
that banks hold with central banks because of QE.
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demand for cash and to transmit its monetary policy
through the present (i.e. post-crisis) interest rate-setting
mechanism is likely to be well over $1 trillion. Adding the
public’s demand for currency, Bernanke estimates that
the size of the Fed’s balance sheet should currently be
greater than $2.5 trillion and may exceed $4 trillion over
the next decade34. New York Fed President William
Dudley said in a speech in September that a normalised
Fed balance sheet could be between $2.4 trillion and
$3.5 trillion in the early 2020s35.
The Federal Reserve – the central bank that is furthest
down the road of monetary policy normalisation – has
begun the long journey toward normalising the size of its
balance sheet, but the end destination has yet to be
revealed. The question of the proper central bank
balance sheet size in the new normal (i.e. post 2008)
remains a topic of ongoing research.

A VERY UNLIKELY RETURN OF
MONETARY POLICY TO THE “OLD
NORMAL”
MOST OF THE WORLD’S LARGE ECONOMIES MAY BE
STUCK IN THE ZERO-LOWER-BOUND DILEMMA

Before the crisis, the standard tool of central banks to
achieve their monetary policy goals was changes to
short-term interest rates. Since the global financial crisis,
central bank balance sheets rather than interest rates
have become the monetary policy tool of choice across
the developed world. Are asset purchases here to stay?
Or are unconventional monetary policies only
appropriate in exceptional circumstances when rate
setting ability is constrained by the zero-lower-bound?
Looking to what will constitute the new normal for future
monetary policy, a key question that needs to be
addressed is how frequently in the future we will see
situations in which central banks are constrained by the
effective zero lower bound. On the one hand, it is quite
possible that due to new financial regulations and much
higher debt stocks than before the crisis, the sensitivity
of the overall economy to interest rates is higher than
before the crisis, in which case small changes in interest
rates should have a bigger impact on the economy than
in the past. On the other hand, in a word where the new
normal appears to be characterized by low natural rates
of interest in many advanced countries, one should
expect to see an increased frequency and duration of
periods when central banks would like to cut further their
policy rate but are unable to do so.

34

See Bernanke (2017), op.cit.

The Bottom Line: with lower-bound episodes set to be
more prevalent, recessions in the future will find central
banks left with little choice but to resort to unconventional
monetary tools (such as large-scale asset purchases,
“lower-for-longer” forward guidance on the short-term
rate, and potentially even negative policy rates) to
provide the degree of accommodation necessary to lift
the economy.

UNCONVENTIONAL MONETARY POLICIES ARE HERE
TO STAY

Courtesy of the lower new normal in interest rates,
unconventional monetary policy tools – entrenched now
for a decade – have likely become the “new normal” of
monetary policy rather than a policy tool of last resort
only to be used in exceptional circumstances. Over the
past few years, we have learned a great deal about how
unconventional policy tools can play a vital role in
supplementing conventional interest rate policies when
short-term interest rates are near zero. Unconventional
monetary policies have been especially successful in
restoring market functioning and intermediation early in
the global financial crisis, in response to extreme shocks.
And they have provided support to economic activity and
jobs by reducing long- and medium-term interest rates
and narrowing credit spreads.
But we have also learned about some of their limitations
and risks. Negative interest rate policies (NIRPs) used in
the eurozone, Japan, Switzerland, Sweden and
Denmark have raised concerns about the costs imposed
on savers and banks, then passed on to customers – in
contrast, borrowers have benefitted tremendously.
Concern is also expressed about the persistently lowrate environment, which coupled with the sheer size of
central banks’ asset purchases may be associated with
greater risk-taking by investors and a heightened risk of
asset price bubbles and distortions in production and
investment patterns. Prolonged ultra-lax monetary policy
could also lead to complacency in the much-needed

35

See William C. Dudley (2017), “The US Economic Outlook and
the Implications for Monetary Policy”, Remarks at Money Marketers
of New York University, New York City, 7 September.
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structural reform agenda. Meanwhile, a new risk has
emerged: the risk involved in exiting unconventional
policy. Exit means interest rate increases, which could
harm economic growth, and there could be additional
volatility due to market reactions beyond the control of
the central bank, which could pose financial stability
risks. Recent events have made this abundantly clear.

On February 5, the Dow Jones Industrial Average
tumbled almost 1,600 at its lowest point – its biggest
intraday point decline in history –, sending other stock
markets down in the familiar domino style. The CBOE
Volatility Index, or VIX36, surged by 116% to 37.32. The
following day, the VIX rose briefly to over 50, its highest
level since August 2015. The immediate catalyst for the
market turbulence was the jobs report, which showed
that average hourly earnings rose 2.9% in January from

a year earlier, the fastest growth in years. The spectre of
higher inflation fuelled by higher wages spooked
investors, which were quick to worry about a more
aggressive central bank and the prospect of a faster pace
of interest rate hikes. So far however what has happened
amounts to a correction rather than a crash.
Financial markets have, to date, weathered the prospect
of the winding down of unconventional monetary policies
in the United States and elsewhere reasonably well. This
is in contrast to the violent bond market selloff that
followed the last time the Fed began to communicate its
intention to scale back its QE programme, in 2013. That
so-called “taper tantrum” sent bond yields up sharply,
ultimately forcing the Fed to delay plans to scale back
bond purchases. The relatively benign market reaction
so far may be due, in part, to the gradual path of policy
normalisation. Another possible reason is that market
participants likely see these first steps towards
normalising the stance of monetary policy as a signal of
confidence in the underlying prospects for the US
economy. Last but not least, there may be a perception
that monetary normalisation can only go so far and that
ultra-expansionary
monetary
policy,
including
unconventional monetary policy measures, is here to
stay for years to come, even though there are side
effects, which increase over time. What is the end game?
Nobody really knows. Advanced economies are
navigating in uncharted waters.

36

The VIX is a key measure of market expectations of near-term
volatility conveyed by S&P 500 stock index option prices,
sometimes called the "fear gauge".
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