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Monetary Policy since the Financial Crisis:
Why Interest Rates Need to Be Low'

Central banks around the world lowered interest rates to almost zero and took exceptional
measures in response to the financial crisis. It has been claimed that these policies have unin-
tended side effects while yielding little benefit for the real economy. In particular, a long period
with low interest rates may induce unsustainable asset-price developments and financial insta-
bility. These concerns need to be taken seriously. Currently, however, there is little evidence
that the unintended side effects are dominating the benefits of the expansive monetary policy.
Nevertheless, an exit from the low-interest-rate environment will be challenging. Central banks
should focus on price stability as their main target.
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1 Introduction

After the collapse of Lehman Brothers
monetary authorities around the world
lowered interest rates quickly and in a
coordinated fashion. When policy rates
reached almost zero, central banks in
the major advanced economies contin-
ued with so-called unconventional
monetary policy measures, notably as-
set purchases, which increased their
balance sheets dramatically. Neverthe-
less, these policies were slow and less
effective than desired in reviving
growth and (perhaps surprisingly) until
now inflation has remained low and
stable.

Many objections have been raised
against the expansive monetary policy
stance since the financial crisis (for in-
stance, White, 2012). They mainly fall
into two groups. First, expansive mon-
etary policy does not help to revive the
economy because in the current envi-
ronment the monetary transmission
mechanism does not work. Second, ex-
pansive monetary policy may actually
be harmful since it entails unintended
side effects. In particular, low interest
rates might lead to a misallocation of
real resources and provide adverse in-

centives to banks and governments.
Moreover, the ample provision of li-
quidity might create asset-price bubbles
and thus induce financial instability.
These concerns are important and
need to be taken seriously. Neverthe-
less, I will argue that central banks in
advanced economies are right to con-
tinue with their current policy stance.
But before discussing these issues in

more detail, let me briefly review how
the monetary transmission mechanism
works, i.e., how monetary policy trans-
mits to the real economy.
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2 Monetary Policy and the Real

Economy
Monetary policy influences the econ-
omy through various channels. The
most prominent one is the interest-rate
channel. Changes in the policy rate
have a widespread effect on market
Market
rates in turn determine consumption
and investment decisions of agents and
thus affect spending.” Typically, the
central bank can steer the various inter-
est rates in the economy through
changes in its policy rate. In many
countries, however, this channel can-
not be used to achieve a further loosen-
ing of the monetary stance as policy
rates have reached zero and thus cannot
be lowered further. Of course, central
banks can and do try to influence mar-
ket rates in other ways with so-called
unconventional measures, like forward
guidance or quantitative easing.

In addition to the interest-rate

rates of various maturities.

channel monetary policy affects the
real economy through exchange rates.
When monetary policy becomes more
expansive, the exchange rate of the re-
spective country typically depreciates,
inducing higher export demand. In the

current situation, however, the ex-
change-rate channel of monetary policy
is not very helpful in reviving the econ-
omy as most major countries are in a
similar situation. Therefore all of them
would need to, but could not, depreci-
ate against one another.

Nevertheless, other channels of
monetary transmission still operate.
This is particularly true for the asset-
price channel. Though the link be-
tween monetary policy actions and the
stock market is generally weak, lower
interest rates tend to boost the value of
assets because the discount factor de-
creases. Higher asset prices increase
consumption through a wealth effect
and investment through Tobin’s ¢ Tobin
(1969). Higher asset prices also facili-
tate borrowing and spending because
the value of collateral increases.

In addition, a risk-taking channel of
monetary policy has been identified
(Borio and Zhu, 2012). Greater risk
taking leads to higher loan demand and
to higher leverage in the banking sec-
tor. This behaviour assures that the
central bank is able to influence all
rates of return in the economy, not only
those that are close to short-term
money market rates. By lowering the
yield of safe assets, investors are driven
towards riskier investments, which is
known as “search for yield”.

Monetary transmission thus also
works when interest rates are at the
lower bound. But even though being
expansive, monetary policy has not
been able to generate satisfactory real
growth. One reason is that in many
countries agents found themselves over-
leveraged. Despite low interest rates,
private agents are unwilling to borrow.
Instead, they reduce their debt. This

2 Low interest rates increase consumption and investment spending because banks use newly created central bank
money to grant credit to private agents. The interest-rate channel thus relies on a well-functioning banking

sector.
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behaviour is caused by a reassessment
of assets and liabilities on part of the
private sector, triggered in many coun-
tries by a collapse in house prices.
Housing constitutes a major asset for
many houscholds.  'When property
prices drop and households’ liabilities
do not decrease accordingly, low inter-
est rates will not be sufficient to change
the desire to deleverage. Moreover, re-
ducing debt out of the current income
may take a considerable time because
low interest rates also reduce the incen-
tive to save.

Next, I will review the evidence for
unintended side effects of monetary
policy and then turn to the question of
financial stability.

3 What Unintended Conse-
quences Have Materialised
so Far?

Critics of low interest rates argue that
the expansive monetary policy has not
helped to revive the economy whereas
it has serious adverse side effects. The
main objections are that the expansive
monetary policy leads to risks for long-
term price stability. In addition, a pro-
longed phase of low interest rates may
induce resource misallocation and en-
courage moral hazard on the part of in-
debted governments and banks. Never-
theless, despite interest rates at practi-
cally zero for several years now, I will
argue that at the moment there is little
evidence that such unintended conse-
quences necessitate a quick shift in the
monetary policy stance.’

Risks to long-term price stability do
not seem imminent. During the acute
phase of the financial crisis, inflation
dropped in many countries, often be-
coming negative. Though inflation
rates recovered somewhat, they have
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remained low and have recently begun
to slow again, corroborating that the
sizable increase in the monetary base
has little direct effect on inflation.
Moreover, the inflation outlook is sub-
dued. Most countries still operate well
below their production potential. Un-
employment is high and exerts down-
ward pressure on wages. Small open
economies like Switzerland have been
facing significant appreciation, which
also contributed to low inflation. From
a price-stability perspective, thus, there
is little justification for an increase in
interest rates.

The evolution of government debt
does also not call for a quick increase in
interest rates. Driven by the recession
and the cost of bailing out struggling
banks, government deficits have in-
creased considerably in many coun-
tries. Especially in the euro area, some
governments have experienced funding
problems. Low interest rates help to
service the debt. But it is feared that the
longer central banks keep interest rates
low, the longer governments will wait
to correct their fiscal positions. The
data, as shown in chart 1 in the Annex,
do not confirm this view. Except for
Japan, government deficits were re-
duced after their large increase during
the crisis and are projected to improve
further. Low interest rates thus do not
seem to have systematically distorted
fiscal policy decisions.

The argument that a prolonged
phase of low interest rates may lead to a
misallocation of resources rests on the
idea that the long-term interest rate in-
fluences the cost of capital and deter-
mines which projects are profitable and
which are not. If interest rates remain
too low for too long, projects will be
undertaken that would not be profit-

3 There is considerable heterogeneity among countries. In discussing the evidence for unintended side effect, I will
base my observations on datafor the USA, the euro area, Japan, the UK and Switzerland.

41¢t ECONOMICS CONFERENCE 2013

159



Katrin Assenmacher

able under normal interest rate condi-
tions. Once the interest rate rises, these
projects will fail, implying that re-
sources have been wasted. If resource
misallocation was taking place, how-
ever, we should observe a credit-fuelled
boom, not sluggish growth. Such a
boom is currently not going on. One
piece of evidence, for example, is gross
fixed capital formation as share of GDP,
shown in chart 2. In most economies
this ratio is lower than before the crisis
and even below its lowest level during
the 10 years before the crisis. The
worry that agents are engaging in an in-
vestment boom and that many of these
investments will turn out to be unprof-
itable does not seem to be confirmed by
the data.*

Many worries about the long phase
of low interest rates thus seem to be
overdone. Nevertheless, the most impor-
tant concern is the question of financial
stability and the role of monetary pol-
icy in ensuring financial stability.

4 Financial Instability

Does the expansive monetary policy
entail risks for financial stability? The
current low interest rates may indeed
lead to higher asset price volatility. As-
set prices generally are seen to reflect
the discounted stream of expected fu-
ture revenues. If lower discount rates
persist, revenues further out in the fu-
ture will become more important be-
cause they are discounted less strongly.
Since these future revenues are subject
to uncertainty, an adjustment of expec-
tations may impact more on asset prices
and make them more volatile than in
the past (Kocherlakota, 2013).

Equity prices, however, have always
shown high volatility. Despite frequent
strong declines in the stock market,

these generally have not triggered a re-
cession like the current one. One rea-
son is that investments in the equity
market are usually not financed by
credit. Thus, large declines in equity
markets, which potentially could affect
loan quality and collateral, do not have
a large effect on commercial banks (see
also Mishkin, 2013). By contrast, price
volatility of credit-financed assets has a
strong impact on the balance sheets of
the financial sector and thus has the po-
tential to set off a financial crisis.

In that respect, property prices are
highly important. Real estate is typi-
cally financed with bank credit. This
may give rise to feedback loops that in-
duce persistent deviations from equilib-
rium. Rising property prices will in-
crease the collateral value of the house
and at the same time lead to higher
credit demand. Thus, a surge in prop-
erty prices can increase both the de-
mand for and the supply of credit,
which can make it difficult to dampen
such a credit-financed property boom.

What is the evidence for asset-price
bubbles that might be developing be-
cause of expansive monetary policy?
Equity prices have risen strongly since
their downturn in the financial crisis
and were near or above their pre-crisis
peak levels for the USA, the UK and
Switzerland in May 2013. As the out-
look for the real economy has not im-
proved very much, this increase is pos-
sibly related to the expansive monetary
policy.

By contrast, since the financial crisis
house prices have decreased in the UK
and in the USA, while they have stag-
nated in the euro area (chart 3). But
given their strong increase prior to the
crisis, it is difficult to assess whether the
house-price adjustment has been suffi-

4 Low interest rates help to keep past investments profitable. While this facilitates the adjustment, it may prevent
capital to quickly move to the most profitable employment.
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cient. In Switzerland, house prices have
risen steadily during the past ten years.

At this point, it might be useful to
reflect on why households became
overleveraged. A debt overhang nor-
mally results from expectations that
turned out to be overoptimistic. Either
agents have overestimated future asset-
price increases, or they expected their
future income to be higher, or they un-
derestimated  their future liquidity
needs. When these expectations need
to be adjusted, a debt overhang results.
Though monetary policy can play a role
in such adjustments to expectations, it
may not be the only factor that leads to
a reassessment.

Expansive monetary policy is cur-
rently alleviating through different
channels the costly deleveraging of
over-indebted households and the bal-
ance sheet adjustments in the financial
sector. Low interest rates will bolster
house prices, keeping balance sheets of
households and banks sound, so that a
self-enforcing spiral of over-indebted-
ness and house sales can be avoided.
Low interest rates also lower the inter-
est-rate burden of households, which
has a positive effect on consumption.
When growth and income finally will
increase in response to this supportive
policy, households will find it easier to
pay off their debts.’®

Looking forward, the question of
an exit from the expansive policy stance
will become important. A tightening of
monetary policy could lead to an abrupt
reassessment of asset values and induce
anew crisis. The timing of the exit thus
will be critical. On the one hand agents
need time to deleverage, on the other
hand a build-up of unsustainable devel-
opments needs to be avoided. It is diffi-
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cult to assess whether equity and prop-
erty prices are out of line with their
fundamental equilibrium values. Though
indicators like the price-earnings ratios
for equities are above their historical
averages in some countries, they do not
seem exceptionally high.
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In any case, it is important that pri-
vate agents enhance their resilience to
withstand adverse economic shocks. In
this context, policy makers should fo-
cus on providing the right incentives.
Besides enacting new regulations, ex-
isting incentive problems should also be
reconsidered, such as, for example, the
bias against equity induced by the tax
code or moral hazard problems related
to the deposit insurance. In addition,
pro-cyclical effects of regulation should
be addressed.

When setting monetary policy, cen-
tral banks need to take financial stabil-
ity into account. Since detrimental de-
velopments are closely related to exces-
sive credit creation, central banks should
focus more on the development of money
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Azariades et al. (2013) argue that lowering interest rates to reduce a debt overhang might not raise welfare. The

reason is that lower interest rates hurt savers and slow the elimination of the debt overhang. This result, however,
is obtained in a model in which only real debt exists and there is no role quonetar/v policy_ﬂ)r business cycle

stabilisation.
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and credit aggregates. The current
practice of using an interest rate to
characterise monetary policy is only
admissible as long as no persistent de-
viations from equilibrium develop. In
times when financial sector instability
is building up, money and credit devel-
opments give important additional in-
formation about the stance of monetary
policy.

Central banks in several countries
have recently adopted new macropru-
dential instruments. These instruments
widen the range of opportunities for the
central bank to influence unwelcome
developments in credit and asset prices.
But their effectiveness is largely untested.
Unlike changes in the policy rate, which
affect all rates of return in the econ-
omy, macroprudential instruments are
generally more targeted, i.e. they are
designed to change incentives mainly

for banks. Their success remains to be
seen, as does their damage to resource
allocation and market efficiency.

5 The Swiss Case

Let me now say a few words about the
Swiss experience. Switzerland has per-
formed relatively well through the
global financial crisis. Though one of
the major Swiss banks had to be sup-
ported, the economy did not experi-
ence a wide-spread banking crisis.

Switzerland went through a recession
in 2009 with real GDP growth of
—1.9%. From the third quarter of 2009
onwards, real GDP growth generally
has been positive at an average annual
rate of 1.7%.

After the collapse of Lehman Broth-
ers the Schweizerische Nationalbank
(SNB) quickly lowered its policy rate to
basically zero. At the same time, the
Swiss franc appreciated strongly, lead-
ing to an unwanted tightening of mon-
etary conditions that could not be ad-
dressed with further interest rate cuts.
Since September 2011, the SNB has
maintained a floor of 1.20 Swiss francs
to the euro. Despite the exchange-rate
floor, inflation slowed in the wake of
the strong appreciation and has re-
mained negative since October 2011.

While monetary conditions are
tight for the export oriented sector, the
non-traded goods sector benefits from
favourable conditions. Credit creation
by the domestically oriented banks re-
mains strong. The unemployment rate
stands at 3.2% and immigration of for-
eign workers has been increasing since
2009. These factors contribute to rapid
house-price growth. In February 2013
the SNB thus decided to employ a
newly obtained macroprudential in-
strument, namely the sectoral Counter-
cyclical Capital Buffer (CCB). This buf-
fer requires banks to hold more capital
against their risk-weighted residential
mortgages in Switzerland. The CCB
has been set to a level of 1% of associ-
ated risk-weighted positions but it can
be increased up to 2.5%. The deadline
for compliance with the CCB is 30 Sep-
tember 2013.

It is still too early to assess the ef-
fects of the CCB. Given its limited size,
it will possibly have only a negligible
impact on real estate price develop-
ments. While the CCB makes mort-
gage loans less attractive for banks, its

162

OESTERREICHISCHE NATIONALBANK



quantitative impact on credit growth
remains to be seen. In any event, it will
make banks’ balance sheets more resil-
ient should a correction in real estate
prices occur. From that perspective,
the capital buffer is an element that will
dampen the pro-cyclical effects of bank
lending on the economy.

6 Conclusions
Monetary policy is providing an impor-
tant contribution to overcoming the ef-
fects of the financial crisis and the sub-
sequent recession. Nevertheless, inter-
est rates that are kept too low for too
long can have several undesirable con-
sequences. At the moment, however,
there is little evidence that these unde-
sirable consequences have started to
materialise. Monetary policy thus is
still able to buy time for the necessary
adjustments.

As long as this remains the case,
there is no need to expect that the exit
from the accommodative monetary
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policy will become more difficult over
time. Even so an exit from the support-
ive monetary policy will be a major
challenge. Uncertainties are enormous.
Unsecured interbank lending remains
tight. Bank regulation has changed sig-
nificantly. These developments will af-
fect monetary transmission and thus
complicate the tasks of central banks
when designing the exit.

In the wake of the financial crisis,
central banks engaged in crisis man-
agement and took decisions with far-
reaching implications. The flexibility
shown by central banks in the crisis
was necessary to prevent a downward
spiral. When returning to normalcy,
however, central banks should focus
mainly on price stability. Giving too
many tasks to the central bank may
overburden it, threatens a clear and ef-
fective monetary policy and risks a loss
of credibility. For monetary policy, it
remains essential that price stability be
ensured.
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Annex
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