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Readings	



ISSUES	AND	CONCEPTS	





WHAT	DO	CENTRAL	BANKS	DO?	





What	about	liquidity?	



Seigniorage	of	currency	issuance	
	
•  Concept	of	seigniorage:	benefit	derived	from	the	issuance	

of	money	(usually	by	the	government).	
•  Value	of	ancient	seigniorage	came	from	the	issuance	of	

metallic	coins.		
•  Value	of	modern	seigniorage	lies	in	the	currency	issuance	

by	the	central	bank:	i	M0	
•  If	r	=	g	(golden	rule	of	the	accumula2on	of	capital):	i	M0=			
ΔM0	

•  Seigniorage	in	propor2on	of	the	GDP:	i	M0/	PIB	
•  If	M0	grows	more	than	GDP,	the	share	of	seigniorage	in	

GDP	will	also	grow.	



Main	monetary	aggregates	

	
• 	 M0	=	coins	and	notes	in	circula2on	plus	
deposits	of	commercial	banks	at	the	central	
bank	

• 	 M1=	M0	+	demand	deposits	
• 	 M2=	M1	+	deposits	with	a	maturity	of	up	to	
years	

• 	 M3=	M2	+	marketable	securi2es	with	less	
than	one	year	to	maturity	



The	term-structure	of	interest	rates	



THE	STRUCTURE	OF	EXCHANGE	RATES	
(The	role	of	expecta2ons)	



An	example:	
Market	interest	rates	(April,	4,	2014)	
		
		EONIA	(Euro	overnight	 		
	index	average)		

•  			0.218%		
							EURIBOR	(Euro	interbank	

	offered	rate)		
•  			0.24%	-	1	month	
•  			0.32%	-	3	months	
•  			0.42%	-	6	months	
•  			0.51%	-	9	months	
•  			0.60%	-	1	yr	
	

Portuguese	sovereign	
bonds	

•  			1.36%	-	2	yrs		
•  			1.56%	-	3	yrs	
•  			2.21%	-	4	yrs	
•  			2.82%	-	5	yrs	
•  			3.10%	-	6	yrs	
•  			3.28%	-	7	yrs	
•  			3.86%	-	9	yrs	
•  			3.98%	-	10	yrs	
	





Transmission	of	policy	rates	to	the	
economy	





Real	Interest	Rates	(DM	and	EM)	
Since	2009	



Objectives of the monetary policy 
CENTRAL BANKS 

Depending	on	their	specific	mandates	(more	or	
less	broad	and	flexible	from	this	point	of	view,	
see	the	case	of	ECB)	Central	Banks	may	pursue	

several	major	objec2ves:		
	

•  Price	stability	
•  Full	employment	
•  Financial	stability	
•  (Exchange	stability)	



(1)	Price	Stability	



A	lesson	to	remember:	
Hyperinfla2on	in	Zimbabwe	



	
WHY	THE	OBJECTIVE	OF	PRICE	STABILITY	

BECAME	SO	IMPORTANT	AND	DESINFLATION	
PROCESS	BEGAN	IN	THE	1990s	

•  It is very important to maintain the internal purchasing power of money  
 The role of inflation/deflation and crises: Just remember the German 
 hyperinflation of the 1920s and the Great Depression (1929-1933), 
 which had catastrophic political and economic consequences. 

•  Distortion of decisions 
 Reduction / Increase of real wages 
 Delay / Acceleration of purchases  

•  Distortions of relative prices 
•  The amortization of capital - penalization of capital-intensive 

investments 
•  Penalizes the cash assets 
•  Implicit tax 
•  Penalization of creditors – benefits for debtors 
•  Inflation and competitiveness 
•  It turns profitable bad investments 
•  Redistribution of income and wealth: The Cantillon Effect 



Globaliza_on	and	infla_on	



Taking	as	a	benchmark	China’	membership	of	the	WTO	in	2001,	
major	changes	in	the	global	supply	of	both	factors	(labor	and	

capital)	occurred,	par2cularly	as	regards	LABOR.	
The	hypothesis	of	Stephen	L.	Jen	

World	before	2001	 World	post-2001	

	
The	year	2001,	with	the	admission	of	China	into	the	WTO	(whose	impact	was	
mainly	 felt	 aker	2005,	with	 the	end	of	 the	MFA	and	 its	 full	 implementa2on,	
among	 other	 developments),	 was	 a	 watershed	 in	 the	 modern	 economic	
history.	Most	of	the	macro	variables:	foreign	trade,	foreign	exchange	reserves,	
capital	flows,	 commodity	prices,	and	currencies	 -	evidenced	a	 structural	 shik	
accompanying	 the	 emergence	 of	 China	 and	 all	 developing	 economies	 that	
grow	with	it	...	
This	 is	 a	 very	 stylized	 characteriza2on,	 but	 the	 shik	 from	 K/L	 to	 K/2L	 has	
fundamentally	 altered	 the	 gains	 of	 labor	 and	 capital	 on	 a	 global	 scale.	 The	
"capitalists"	could	then	invest	in	an	almost	virgin	market	(China)	and	help	it	to	
increase	the	stock	of	capital.	For	the	Chinese	labor	it	was	a	big	gain,	the	same	
is	not	true	for	the	unskilled	workers	of	the	West	...		
Stephen	L.	Jen,	Global	Connec+ons,	Year	II,	Issue	70,	November	16,	2011	
	



(2)	Output	stability:	
The	Taylor	rule	as	rule	of	thumb	



Developing	Taylor	Rule	
i	=	ro	+		p		+	0,5	(p	-	po)	+	0,5	(y	-	yo)	
	
i		=	short-term	nominal	interest	rate;		
p	=	infla_on	rate;	
p0	=	target	infla_on	rate;	
y	-	yo	=	output	gap	
(y	=	actual	GDP;			
y0=	poten_al	GDP)	
ro	=	target	real	interest	rate	
	

	



(3)	Financial	stability	



The	par2cular	case	of	ECB	on	financial	
stability:	No	bail-out	clause		
(125th	Ar_cle	of	the	TFEU)	

1.	The	Union	shall	not	be	liable	for	or	assume	the	
commitments	of	central	governments,	regional,	local	or	other	
public	authori2es,	other	bodies	governed	by	public	law,	or	
public	undertakings	of	any	Member	State,	without	prejudice	
to	mutual	financial	guarantees	for	the	joint	execu2on	of	a	
specific	project.	A	Member	State	shall	not	be	liable	for	or	
assume	the	commitments	of	central	governments,	regional,	
local	or	other	public	authori2es,	other	bodies	governed	by	
public	law,	or	public	undertakings	of	another	Member	State,	
without	prejudice	to	mutual	financial	guarantees	for	the	joint	
execu2on	of	a	specific	project.	

With	the	development	of	the	crisis	started	in	2007-2008,	affec2ng	the	
Euro	Area	a	few	years	later,	this	clause	became	in	prac2ce	ineffec2ve.		





THEORIES	



Main	topics	

•  Long-run	neutrality	and	short-run	
impact	of	money	
•  Central	bank	credibility	
•  Fiscal	dominance	
•  Transmission	channels	in	a	closed	/	
open	economy	



The	long-run	neutrality	of	money	



The	quan_ta_ve	theory	of	money	(I)	



QUANTITATIVE	THEORY	OF	MONEY	(II)	

•  P.Y	=	M.V 	P	–	price	level;	Y	–	real	GDP;	M	–	
money	supply;	V	–	velocity	of	money	

•  (ΔP/	P)	=	(ΔV/V)	+	(ΔM/M)	–	(ΔY/Y)	
•  ECB	and	Bundesbank	model	in	1999:	
•  (ΔM/M)	=	4,5%;	(ΔP/	P)	=	1,5%;	(ΔY/Y)	=	
2,5%;	(ΔV/V)	=	-	0,5%	

•  Objec2ve:	(ΔM/M)	=	4,5%	
•  1,5%	=	-0,5%	+	4,5%	-	2,5% 	 	 	M=M3	



SOME	THEORETICAL	UNDERPINNINGS	OF	
MONETARY	POLICY	

SHORT-RUN	NOMINAL	
RIGIDITIES	

•  WHY	IS	MONEY	NOT	
NEUTRAL	IN	THE	SHORT-
RUN?	:	Imperfect	
informa2on	on	rela2ve	
prices;	staggered	
contracts;	“menu	
costs”	(the	costs	for	
firms	of	changing	
nominal	prices).	

•  STANDARD	MODELING:	
Fixed	probability	of	
being	unable	to	adjust	
price/wages	+	ra2onal	
expecta2ons	(Calvo)	

FISCAL	DOMINANCE	
•  Debt	mone2za2on	is	an	alterna2ve	to	

default	when	governments	have	
exhausted	ways	to	increase	their	
surplus.	

•  It	ul2mately	leads	to	infla2on,	which	is	
a	tax	on	consumers;	large-scale	
mone2za2on	leads	to	hyperinfla2on.	

•  When	monetary	policy	is	constrained	by	
fiscal	policy,	one	speaks	of	fiscal	
dominance.	

•  Should	fiscal	and	monetary	authori2es	
be	coordinated	in	the	short-run?	PROS:	
both	fiscal	and	monetary	policy	impact	
on	aggregate	demand;	risk	of	
subop2mal	(and	unstable)	Nash	
equilibrium;	CONS:	benefits	of	central	
bank	independence		are	lost;	risk	of	
being	dragged	into	fiscal	dominance.	



 
Assessment of the effectiveness 

of monetary policy 
 Regarding the time dimension! 
 

•  The great advantage of monetary policy in comparison with other economic 
policies is the short delay that, administratively, the appropriate measures 
need to be implemented. It was this advantage that led to the independence 
of many central banks from the political bodies. 

•  Regarding the time necessary to produce economic effects, as we have just 
seen, it may be long and variable. However, in some cases, monetary policy 
can through changes in the interest rates be efficient in the achievement of 
certain objectives (for example, in the correction of a deficit in the balance of 
payments, without perverse effects on the expected exchange rate). 

 
•  THEREFORE, MONETARY POLICY IS OFTEN PREFERRED TO OTHER 

ECONOMIC POLICIES AND THEIR INSTRUMENTS DUE TO ITS SHORT TIME 
LAG FROM THE ADMINISTRATIVE POINT OF VIEW. 



Central	Bank	Credibility	



TRANSMISSION	CHANNELS:	
The	short	term	risk	

“On	Wall	Street	today,	news	of	lower	interest	rates	sent	the	
stock	market	up,	but	then	the	expecta2ons	that	these	rates	
would	be	infla2onary	sent	the	market	down,	un2l	the	
realiza2on	that	lower	rates	might	s2mulate	the	sluggish	
economy	pushed	the	market	up,	before	it	ul2mately	went	
down	on	fears	that	an	overheated	economy	would	lead	to	a	
re-imposi2on	of	higher	interest	rates”.	



Transmission	channels	



The	asset-price	channel	



The	risk-taking	channel	



The	foreign	exchange	channel	
THE	OVERSHOOTING	MODEL	





THE	GREAT	CYCLES	OF	USD	EXCHANGE	RATE,	
1973-2013	

SOURCE: Deutsche Bank: “The Dollar in 2014”, December 18, 2013) 



More	recent	evolu2on	of	USD:	
NEER	–	Nominal	effec2ve	exchange	rate	

(weighted)	





POLICIES	



THE	DYNAMICS	OF	THE	MONETARY	POLICY:	
THE	OBJECTIVES	TO	BE	ACHIEVED	BY	CBs	
	
•  Mandate:	the	targets	that	the	Central	Bank	
must	achieve;	

•  In	the	1970s:	there	was	general	targets	with	
very	difficult	trade-offs	to	solve;	

•  The	need	for	precise	objec2ves:	price	
stability	

•  Aker	the	crisis:	the	need	for	financial	stability	
	



IINSTITUTION	DESIGN	

  
✔    Independence  
✔    Mandate 
✔    Accountability 
✔    Decision-making structure 

	



Independence,	accountability,	and	
communica2on	



MANDATES	



DECISION-MAKING	CHANNEL	



Recent	interest	rates	and	forecasts	in	
DM	and	BRICS	



Monetary-policy	rules	



What	reac_vity?	




