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Quantitative Easing: A Blessing or Curse
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Abstract

This paper explains the potential impact of Quantitative Easing on deflationary and
financially distressed economy. With policy rates approaching zero and the economies
still on the downslide, central banks of major economically advanced countries are to rely
on important unconventional expansionary measures to stabilize financial conditions and
support aggregate demand, popularly known as Quantitative Easing (QE). These
measures differ considerably in their scope, and have included inter alia broad liquidity
provision to financial institutions, purchases of long-term government bonds, and
intervention in key credit markets. The increase in demand for gilts resulting from the
Bank’s purchases will raise their prices and lower their yields. And the impact of the
purchases should be felt across a range of assets, as sellers of gilts to the Bank use their
new money balances to bid up the prices of other assets. But Quantitative Easing (QE)
program for a long duration can result in hyperinflationary condition with increasing
deficit, frozen activity and severe hurt to savings.
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1 Quantitative Easing — Definition and Overview

It is an unconventional monetary policy used by central banks to stimulate the national
economy when conventional monetary policy has become ineffective. This process has
generally been implemented by the developed economy where the inflation is
considerably low and there is a very little possibility of hyperinflation. So in case of
developing economy, where inflation remains a major concern quantitative easing type
expansionary monetary policy should be adopted with utmost care. A central bank
implements quantitative easing by buying financial assets from commercial banks and
other private institutions with newly created money in order to inject a pre-determined
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guantity of money into the economy. This is distinguished from the more usual policy of
buying or selling government bonds to keep market interest rates at a specified target
value. Quantitative easing increases the size of the balance sheet of the central bank
through an increase of its monetary liabilities (base money), holding constant the
composition of its assets i.e. constant (average) liquidity and riskiness of its asset
portfolio. Asset composition can be defined as the proportional shares of the different
financial instruments held by the central bank in the total value of its assets. This raises
the prices of the financial assets bought, which lowers their corresponding yield.
Expansionary monetary policy typically involves the central bank buying short-term
government bonds in order to lower short-term market interest rates. However, when
short-term interest rates are either at, or close to, zero, normal monetary policy can no
longer lower interest rates. Such a situation, in which the nominal rate hits its zero lower
bound, is popularly known as “liquidity trap”. The presumption is that real interest rates
(r), not nominal interest rates (i ), are what mainly matter for, say, aggregate demand. In
deep recessions, monetary policymakers may need to push real rates (r = i — , where 7 is
the rate of inflation) into negative territory. But once i hits zero, the central bank cannot
force it down any farther, which leaves r stuck at —z, which is small or possibly even
positive. In any case, once i = 0, conventional monetary policy becomes ineffective.
Quantitative easing may then be used by the monetary authorities to further stimulate the
economy by purchasing assets of longer maturity than only short-term government bonds,
and thereby lowering longer-term interest rates further out on the yield curve.

So the goal of this policy is to increase the money supply rather than to decrease the
interest rate, which cannot be decreased further. This is often considered a last resort to
stimulate the economy. Central banks have adequate tools to effect orderly exit from
exceptional monetary policy actions, but clear communication is central to maintaining
well anchored inflation expectations and to ensuring a smooth return to normal market
functioning.

2 Quantitative Easing: Comparison with other Expansionary
Unconventional Monetary Policy

Qualitative Easing: Unlike Quantitative Easing, it is a shift in the composition of the
assets of the central bank towards less liquid and riskier assets, holding constant the size
of the balance sheet (and the official policy rate and the rest of the list of usual suspects).
The less liquid and more risky assets can be private securities as well as sovereign or
sovereign guaranteed instruments. All forms of risk, including credit risk (default risk) are
included.

Credit Easing: Credit easing involves increasing the money supply by the purchase not
of government bonds, but of private sector assets such as corporate bonds and residential
mortgage-backed securities. When undertaking credit easing, the central banks increase
the money supply not by buying government debt, but instead by buying private sector
assets including residential mortgage-backed securities. These purchases increased the
monetary base in a way similar to a purchase of government securities.
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Printing money: Quantitative easing has been popularly described as printing money by
some representatives of the media, central bankers and financial analysts. However the
use of newly created money is different in QE. With QE, the newly created money is used
for buying government bonds or other financial assets, whereas the term printing money
usually implies that the newly minted money is used to directly finance government
deficits or pay off government debt (also known as monetizing the government debt).
Central banks in most developed nations (e.g. UK, US, Japan, and EU) are forbidden by
law to buy government debt directly from the government and must instead buy it from
the secondary market. This multi-step process, where the government sells bonds to
private entities which the central bank then buys, has been called "monetizing the debt"
by some analysts.

3 Experience of Quantitative Easing: Examples from Developed
Economies

Japan’s experience in 1999-2006 provides the prime case study of unconventional
measures. Following a bout of deflation, the Bank of Japan (BoJ) introduced in early 1999
the Zero Interest Rate Policy (ZIRP), committing to keeping the interbank overnight rate
at zero until deflationary situations are dispelled. After a brief recovery of the economy,
which pushed year-on-year change in core CPI above zero for just one month, the BoJ
lifted ZIRP in August 2000. However, the collapse of the dot-com bubble and slowdown
of the world economy made another recession a possibility. As the overnight rate was still
close to zero despite the exit from ZIRP, the BoJ had to take extraordinary measures. On
March 19, 2001, it introduced a Quantitative Easing Policy (QEP) and simultaneously
committed to keeping the policy rate at zero until the core Consumer Price Index (CPI)
registers stably a zero percent or an increase year on year. A key feature of that approach
was targeting the amount of excess reserves of commercial banks, primarily by buying
government securities and most commentators equate this feature with QEP. The BoJ’s
guantitative easing set a target on bank reserves at the BoJ at around 5 trillion yen. In
addition, the BoJ also announced that it would increase the amount of its outright
purchases of long-term Japanese government bonds. The BoJ subsequently increased its
target for reserves to 30-35 trillion yen before terminating QEP on March 9, 2006. In
addition, the BoJ supported lending through special operations to facilitate corporate
financing.
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ended, the BoJ was able to reduce the size of its balance sheet and
quickly, although not all the way to its late - 1990s level. It curtailed

sharply its funds-supplying operations and started gradually to reduce its holdings of
government securities. It also began slowly to divest stocks acquired—on a fairly small

scale.

Monetary Policy Committee (MPC) of Bank of England undertook quantitative easing
(QE) policy from March 2009 to January 2010. The MPC of the Bank of England reduced
Bank Rate, the official UK policy rate, to 0.5% on 5 March 2009. But despite reducing

interest rates to their

effective lower bound, the MPC felt that additional measures were
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necessary to achieve the 2% Consumer Price Index (CPI) inflation target in the medium
term. The aim of the program of asset purchases was to inject a large monetary stimulus
into the economy, in order to boost nominal expenditure and thereby increase domestic
inflation sufficiently to meet the inflation target. Between March 2009 and the end of
January 2010 the Bank purchased a total of £200 billion assets, an amount equivalent to
about 14% of UK’s Gross Domestic Product (GDP).

Chart 1: Bank of England assets to 2 June 2010 Chart 2: Bank of England liabilities to 2 June
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Source: Working Paper No. 393, the financial market impact of quantitative easing, Bank
of England

4 Positive Impact of Quantitative Easing on existing deflationary
economy: 4.1 Gilt market reactions
Since Gilts made up the majority of the asset purchases, the most pronounced impact of

QE on economy comes by the way through gilts; both through (i) yields/prices and (ii)
liquidity.
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4.1.1 Movements in yields

Both gilt yields and gilt-OIS (Overnight Index Swap) spreads fall after QE becomes
functional which are quite obvious. In order to get an estimate of the effect of the QE
announcements on gilt yields, we could simply sum over those various reactions to QE
news. But to get a more precise picture of the overall impact on the term structure, it is
necessary to strip out coupons from each gilt which allows us to construct continuous
curves i.e. estimated zero-coupon yield curves. The argument above can be demonstrated
by the example of Bank of England as displayed in Figs. below:
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Figure 4: QE announcement impact on gilt yields, OIS
Figure 5: Total QE announcement impact and sensitivity and gilt-OIS spreads: average
change in 5-25 to window size by Bank of England year spot rates by Bank of England

4.1.2 Impact on liquidity and turnover

Asset Purchase Facility (APF) purchases of gilts may have an impact on the gilt market
by improving liquidity.

4.2 Reaction of Other Assets

As money is not a perfect substitute for gilts, it is expected that investors tend to reduce
their money holdings associated with QE purchases by buying other currency assets, such
as corporate bonds and equities, and foreign assets. This will likely put upwards pressure
on the prices of those assets, and perhaps downward pressure on the respective currency
exchange rate. In addition, announcements about QE may contain information about the
economy that has implications for perceptions of future corporate earnings and the
uncertainty around them; and changes in the prices of gilts may affect the rate at which
investors discount future cash flows. Both of these effects will also have an impact on
asset prices.

4.2.1 Impact on Prices

The expectations and actual purchases of gilts by the Asset Purchase Facility (APF) are
likely to have had an impact on other asset prices via the macro/policy news. Generally,
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the equity and corporate bond prices react in a less uniform way than gilts after the
announcement of QE.

4.2.1.1 Corporate bonds

Lower gilt yields should lead to lower corporate bond yields for a given spread. But, in
addition, as investors rebalance their portfolios away from gilts and into corporate bonds
the component of that spread representing compensation for risk-aversion and uncertainty
should fall reducing yields further, though this could take some more time.

4.2.1.2 Equities

Lower gilt yields should, all else equal, increase the present value of future dividends,
thus raising equity prices. In addition, as investors rebalance their portfolios away from
gilts towards more risky assets, the additional compensation investors demand for the risk
of holding equities

(so-called equity risk premium) should fall. This will put further upward pressure on
equity prices, though again this could take time to come through.

4.2.1.3 Currency

Lower gilt yields should, all else equal, lead to a depreciation of respective currency. A
standard Uncovered Interest Parity (UIP) decomposition can predict an depreciation given
the observed fall in spot gilt yields over the QE news events e.g. summing over the
immediate reactions to the six QE news announcements, the sterling ERI depreciated by
4.0% overall as depicted in Fig. below:
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Figure 6

4.2.1.4 Impact on liquidity and issuance

All else being equal, higher equity and corporate bond prices are likely to encourage firms
to raise finance through relatively higher capital market issuance either in addition to or as
a substitute for other forms of funding.



84 Amit Mahajan

5 Potential Drawbacks of Quantitative Easing
5.1 Galloping Inflation

The first potential danger is that quantitative easing increases the likelihood that long-run
inflation could increase well above the target inflation objective. Because with the excess
reserves in banks, a massive increase in the money supply through significant increase in
their lending or investing could create a galloping inflationary scenario.

5.2 Savers are Hurting

The vyield on the Treasury note reduces drastically as compared to that when economic
growth is much more robust and demand for treasuries is much lower. Many older
investors depend on the income they receive from their investments in high quality bonds
like treasuries, and faced with paltry Treasury yields, many are considering whether they
should take on more risk. Rates can only move higher, and when they do, investors that
have moved farther down the duration scale (a measure of interest-rate sensitivity) will
feel the pain. When interest rates rise, the price of bonds falls—and longer duration bonds
will be hit harder than others.

5.3 Add to the deficit

By buying up more assets, the central bank is essentially printing more money and adding
to the already ballooning deficit. The biggest holders of these treasuries are banks, so the
central bank is effectively putting the cash into the banks and taking the treasuries off the
banks' books. While the central bank could force down Treasury bond yields temporarily
by creating a temporary scarcity of long-duration Treasury securities, it would do so at the
cost of higher Treasury bond yields in future years, when rising Treasury debt will need to
be permanently financed.

5.4 Activity is frozen

When the central bank doesn't plan on raising rates for an extended period, it is implied
that there's a good chance the situation won't change much in the short term. It basically
halts activity because if anticipated rates go down in the future, there's no incentive to do
anything now. Another reason for concern is that employment growth is
uncharacteristically slow during recovery.

6 Conclusion

A combination of a major deflationary shock and financial market distress force central
banks to cut policy rates to near zero and engage in unconventional monetary policy. Such
measures include commitment to keeping interest rates low for an extended period of
time. Massive asset purchases boost the size of the central bank balance sheets. Central
bank interventions, along with government actions, are needed in stabilizing financial
conditions over time. Ample liquidity provision helps to avoid a meltdown in the financial
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system. Direct support to borrowers and investors in disrupted markets is necessary to
alleviate pressure and propping demand.

However, unwinding unconventional measures will not be an easy task, and it requires a
sensible plan, skillful execution, and clear communication.
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