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Introduction
In the face of the credit crunch and collapse in global trade, central banks
around the world have moved to cut interest rates, and are increasingly
moving towards unconventional policy options. This includes so-called
‘quantitative easing’ (QE) policies, where central banks focus on expanding the amount of money in the economy, rather than influencing money
demand by setting the short-term interest rate, the price of money.
Unfortunately, there are considerable uncertainties around QE policies,
and their likely impact. This paper seeks to shed some light on the potential impact of QE using insights from frequently used models.

Prognosis: QE and why to avoid zero interest rates
Following the collapse in the United States housing market, and the subsequent revelations of massive losses in the global financial sector and the
collapse in world trade, central banks around the world have moved to
loosen monetary policy, cutting interest rates to record lows. The Federal
Reserve, the Bank of Japan (BoJ) and the Bank of England (BoE) have
also announced a shift to QE, creating new money to purchase government debt and other securities. The relative split between purchases
of private and government securities varies. In the US, the Federal
Reserve’s planned purchases of US$1.25 trillion of agency mortgage-back
securities dwarf its planned US$300bn purchases of Treasury securities.
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The shift from interest rate cuts to expanding the monetary base – the
sum of central bank reserves and notes and coins in circulation – is a
natural extension of monetary policy when interest rates approach zero:
it is a means of providing further stimulus to the economy as the nominal
interest rate approaches its zero bound. One issue is when to stop cutting
interest rates and move to QE. The BoE has opted to stop at 0.5%; in
contrast, the European Central Bank (ECB) looks likely to leave the refi
rate at 1%, although the overnight market rate has often been lower given
the ECB’s ongoing liquidity operations. The Federal Reserve has ended
up lower, with a target range of 0–0.25% for the overnight rate, while the
BoJ has opted to keep the overnight rate at 0.1% despite looking set to be
the hardest hit by the global slowdown of the advanced economies. This
raises an interesting question: why are central banks generally reluctant to
take interest rates all the way to zero, as the BoJ actually did earlier on in
the past decade?
In fact, there are several good reasons why central banks may not want
to reduce rates all the way to zero. A first, obvious reason is that having
policy rates literally at zero can severely damage money market infrastructure. If banks can borrow as much money as they like from the central
bank at no cost, there is no reason to borrow or lend to each other. As a
result, if and when the central bank wants to raise interest rates again,
there may be substantial costs in rebuilding money market infrastructure.
Indeed, the BoJ faced precisely this problem earlier this decade, and had
to give banks sufficient notice to get ready before it could raise rates.
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