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Undermining CB transparency

• Selling assets before raising rates will delay interest rate normalization
—but raising rate targets in an environment of excess liquidity may imply
lack of control over F F rate, in which case markets cannot interpret a
50b:p: rate change in the same way as they did pre-crisis
—the Fed may then choose to supplement asset purchases with a policy
of increasing the deposit rates it pays in order to accelerate liquidity
withdrawal, but whether this will actually happen is unclear

• Unanswered questions re. QE leave markets uncertain and give critics
the opportunity to attack the policy as ill-conceived and dangerous



Is the Eurozone in need of QE?

• Due to political constraints fiscal solutions to the sovereign debt crisis
have been delayed, e.g. the EFSF obtained the powers to undertake
pre-emptive buying of distressed sovereign debt only in July 2011, 14
months after crisis broke, and it’s unclear whether there will ever be
suffi cient capacity to guarantee Spanish and Italian debt

• The ECB launched a Securities Market Programme (SMP) to purchase
the bonds of first Greece, Portugal and Ireland and, from August 2011,
Spain and Italy
— vital in controlling yields and, together with the 12 month liquidity
guarantee to Euro area banks, has prevented a repeat financial crisis



Is the Eurozone in need of QE?

• But it’s not QE because the ECB has sought to sterilize increases in
narrow money via the SMP through draining liquidity from other parts
of the financial system, by offering (relatively) high returns on short-
term deposits
—to this point deposits forthcoming have been suffi cient but it is unclear
whether this will always be the case given expansion of the SMP



Is the Eurozone in need of QE?

• The ECB’s charter presents a constraint not faced by the BoE and
the Fed — it is permitted to expand its balance sheet, but NOT for the
purposes of purchasing sovereign debt
—rationale is that such a prohibition creates incentives for prudent fiscal
policy at the national level
—but the implication is that the cash created to fund the SMP must be
sterilized and Hans Werner Sinn has argued that this is restricting liquid-
ity amongst northern European institutions relatively short in southern
European bonds, with the effect that investment in the German economy
is crowded out


