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INTRODUCTION 

Actuality of theme. For several decades after the collapse of the Bretton 

Woods system of fixed exchange rates in the early 1970s, central banks in the United 

States and Europe conducted monetary policy in a relatively ad hoc fashion. Policy-

makers tried to accommodate the often-conflicting goals of supporting economic 

growth, limiting inflation and maintaining stable exchange rates. And there was no 

agreed, centralized ‘system’ articulating principles by which central banks should 

operate. That did not mean a complete lack of international coherence in monetary 

policy-making, however. In the absence of a formalized framework, there was a 

certain consensus – especially between the United States and Europe – on the 

characteristics of successful central banking. These norms included the desirability of 

rigorous inflation targeting and central bank independence from political interference 

– both seen as essential for such institutions’ credibility and for price stability after 

the abandonment of the gold peg. 

The actions of Western central banks since the financial crisis have challenged 

orthodoxy in four broad areas. In each case, the norms that policy-makers have 

partially abandoned were developed only within the last 40 years, and the departure 

from them is indicative of tensions in the post-Bretton Woods economic environment 

– tensions that for decades have been masked or mitigated by the reduction in 

macroeconomic volatility associated with the ‘great moderation’. Considering the 

continuing saga of the U.S. double deficit problem, the fundamental value of the 

dollar must remain in decline for as long as no surpluses are run. In addition, the 

higher rate of inflation in the U.S. in comparison with the rates in Germany and 

Japan, continues to erode its value. Assuming that the three anchor currency markets 

are fully integrated and efficient, the yield curves in the respective markets 

unbiasedly signal higher short term interest rates to come first in Europe, then Japan 

and only then in the U.S. But then again, we have seen that foreign governments do 

not always heed what the private financial markets expect them to do. 

A good deal of attention has been directed in recent years to the very 

interesting and germane question of how far the challenges facing central banks in 

conducting monetary policy in emerging-market economies differ from those facing 
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their colleagues in developed countries. In terms of the structure of the policy 

framework, one obvious common feature is the critical importance of government 

establishing a disciplined and coherent framework for fiscal and monetary policy to 

work in mutual support, so that weakness in the public finances does not undermine 

monetary discipline and so that the commitment to low inflation is seen to be 

embedded as a key feature of the government’s overall economic strategy. Another 

common feature is the need for the central bank to be able to act independently in 

pursuing low inflation, and to have the technical expertise and professional 

competence to do its job and command public confidence. Yet another common 

feature is the need for the country to have a reasonably developed and competently 

regulated financial system. 

Aspects of estimation the monetary policy researched various economists and 

scientists. Among of scientists who made a significant contribution to the 

development of theories and practices of the monetary policy should note: 

Bernanke B., Borio C., Colla A., Feroli M., Gruber J., Hofmann B., McGuire P., 

Neely C., Shin H. But until now no research that concerns the question the monetary 

policy in terms of the dollar expansion that caused the master’s thesis theme. 

Purpose and tasks of research. The purpose of the master’s thesis is research 

the theoretical base of monetary policy and elaborating the prospects for its 

implications in terms of dollar expansion. 

Based on the research purpose, set in the work the following tasks: 

 to analyze the empirical regularities and theoretical implications of 

exchange rate; 

 to describe the economic effects of monetary policy; 

 to evaluate the monetary policy under exchange-rate flexibility; 

 to analyze the global dollar credit evolution and composition; 

 to estimate the monetary policy and US drivers of US dollar credit to non-

residents; 

 to research the external financial flows and tax revenues for Africa; 

 to determine the problems and controversies of monetary policy; 
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 to propose the implications for monetary policy in terms of dollar 

expansion. 

The research object is the monetary policy in terms of the dollar expansion. 

The subject of research is a set of theoretical and practical aspects of 

monetary policy in terms of the dollar expansion. 

Research Methods. Methodological principles of the master’s thesis are the 

provisions of economic theory, research papers of scientists and economists that 

related with the monetary policy in terms of the dollar expansion. In this paper are 

used the following methods: logical and theoretical (at research the economic effects 

of monetary policy), classification (at research the monetary policy and US drivers of 

US dollar credit to non-residents), system analysis and synthesis (at research the 

global dollar credit evolution and composition); statistical and economic-

mathematical methods (in the analysis of external financial flows and tax revenues 

for Africa); methods of prediction (in elaboration the implications for monetary 

policy in terms of dollar expansion). 

Scientific novelty of the results is research the the theoretical base of 

monetary policy and its implications in terms of dollar expansion. 

The practical significance of getting results. Developed by the author 

proposals of implications for monetary policy in terms of dollar expansion can serve 

as a methodological and practical basis for defining objectives and instruments of 

monetary policy, in economic-analytical and prognostic of the African Finance 

Regulatory Authority, African Central Bank, African Monetary Fund, African 

Investment Bank, departments of foreign relations and economic activity of federal 

administrations and the current business institutions and investment companies. 

Positions presented for protection. All scientific results that are contained in 

the master’s thesis and submitted to the protection are obtained by the author 

personally. 

The structure and scope of thesis. Master thesis total volume is 120 pages, 

consists the introduction, three chapters, conclusions, lists of used literature of 77 

titles and one appendixes by volume 10 pages. Master’s thesis is illustrated with 19 

figures that are posted at 19 pages and contains 9 tables at 14 pages. 
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CHAPTER 1. THE THEORY OF MONETARY POLICY  

AND EXCHANGE RATE DETERMINATION 

 

1.1. Empirical regularities and theoretical implications of exchange rate 

Exchange rates and the choice s of the exchanges rate regimes retain a centre stage s 

in the postcrisis environment s especially for emerging economies (Klein s and 

Shambaugh 2010; Rose s 2011; Ghosh et al. 2014). In particular, there is a significant 

divide between policy-makers and economists regarding the impact s of foreign 

exchanges policies on growth. Whereas laymens and politicians are often s intimately 

convinced that a lower exchange rate s will spur growth; economists are generally 

scepticals that the relative price s of two currencies may be a fundamental s driver of 

growth over the long-run. For most economists, the exchanges rate is an endogenous 

variable, whose contribution s to growth may be difficults to disentangle. As a matter of 

facts, the question s on whether engineering an exchange s rate undervaluation helps 

medium-terms growth is still surprisingly unsettled in the literature s. Finding an answer 

to this questions would have far-reaching implications for the design s of exchange rates 

regimes and the international monetary systems more broadly [6]. 

Eichengreens (2008) ofers an excellent s reviews of the debate, including the role s 

of exchanges rate regimes and exchanges rate volatility. There is a relatively large s body 

of literatures suggesting a correlation between the real exchanges rate and GDP growth. 

As longs as productivity is higher s in the traded goods sectors, countries have an 

incentive to maintains the relative prices of traded goods high s enough to make it s 

attractive to shift resources into their production. In Aizenman s and Lees (2010), 

Benigno et al. (2015) and McLeod s and Milevas (2011) there are learning by doing 

effects external s to the individual firms in the traded goods sector, therefore a weak real 

exchanges rate is needed to support s the production of tradables. In these models, an 

exchanges rate undervaluation acts like a subsidy to the (more efficients) tradables 

sectors. In Rodriks (2008), a weak real exchange s rate compensates for institutional 

weaknesses and market s failures (e.g. knowledge s spillovers, credit s market 

imperfections, etc.) which lead to underinvestment s in the traded goods sector s in 

developing countries. In Di Nino s at al. (2011), nominal depreciation has persistent 
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real effects on output s growth in a model with Bertrand competition s and increasing 

returns to scale s. A different channel is proposed by Glüzmanns et al. (2012) where a 

weak exchanges rate leads to higher savings and investment s through lower labour costs 

and incomes re-distribution. By shifting resources from consumers to financially-

constrained firms, real devaluation boosts savings and investment [72]. 

Most empirical work tends to confirm a positives relation between weak real 

exchanges rates and growth. Dollar (1992) shows that overvaluation harms growth s, 

whereas Razin s and Collins (1997) and Aguirre s and Calderon s (2005) find that larges 

over- and undervaluation s hurt growth, while modest undervaluations enhances growth. 

Similarly, Hausmann s et al. (2005) demonstrate s that rapid growth accelerations are 

oftens correlated with real exchanges rate depreciations. Rodrik s (2008) finds that the 

growth acceleration takes place, on average, after ten s years of steady increase s in 

undervaluation s in developing countries. Dis Ninos et al. (2011) also conclude s that there 

is a positives relationship between undervaluation s and economics growth for a panel s 

dataset covering the period s 1861-2011. In addition, the authors show that 

undervaluation s supported growth by increasing exports, especially from high-

productivity sectors. Kapplers et al. (2011) identify 25 s episodes of large s nominal and 

real appreciations in a sample of 128 s countries of developing and advanced 

economies between 1960 s and 2008 s. Farrants and Peersman s (2006s) show that pure s real 

exchanges rate shocks (i.e. separated from the effects of monetary policy) have a 

substantial s contemporaneous impact on output s (exchanges rate shocks are identified 

through sign s restrictions in a VAR setting s). Finally, Glüzmanns et al. (2012 s) find that 

undervaluation does not affect the tradables sectors, but does lead to greater s domestics 

savings and investment s, as well as employment s, in developing countries. On the other 

hands, Nouiras and Sekkat s (2012s) find no evidence s that undervaluation promotes 

growth for developing countries, after excluding overvaluation s episodes [8]. 

In the literatures, the problems of reverses causality between the exchange s rate 

and growth is usually tackled with the use s of GMMs. To our knowledge, the only 

exceptions is the work by Bussiere s et al. (2015 s) who uses a propensity scores matching 

approach – controlling whether real s exchanges rate appreciations are accompanied by 

a productivity boom or a surge in capital s inflows – to deal with the endogeneity of 
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real exchanges rates. They find that while growth is boosted in countries experiencing 

an appreciation togethers with a productivity booms, its is reduced when accompanied 

by a surge in capital s inflows (though the combined effects of appreciation s and capital s 

inflows is statistically insignificant) [15]. 

A centrals objective of theoretical s models of exchange s rate determination s ought 

to be a clearer understanding of the economics mechanisms governing the actual 

behaviors of exchanges rates in the real world s and of the relationships between 

exchanges rates and other important economic s variables. In surveying theoretical s 

models of exchange s rate determination, therefore, it is appropriate to examine the 

empiricals regularities that have been characteristic s of the behavior s of exchanges rates 

and others related variables under floating exchanges rate regimes. It s is also relevant to 

discuss the minimums requirements for any theoretical s model of exchange s rate 

determination s to be consistents with these empirical s regularities
1
. 

The Stochastics Behaviors of Exchanges Rates and Related Variables. Experiences 

with floating exchange s rates between the United States dollar s and others major 

currencies (the British s pound, the German s mark, the French s franc, the Swiss franc, 

and the Japaneses yen) during the 1970s has revealed fives general characteristics of 

the behaviors of exchanges rates and related variables under a flexible exchanges rate 

regimes in which the authorities do not intervene too actively in the foreign s exchanges 

markets. These characteristics also apply, in general s, to the experience s with floating 

exchanges rates between major currencies during s 1920s and 1930s and, with some 

modifications, to the experience s of floating exchange s rates between s the United States 

and Canadian s dollars during the 1970s. They do not always apply, howevers, to 

situations in which exchange s rates have been very actively managed, such as thes 

exchanges rate between the Mexican s peso and the United States dollar or the exchange 

rates betweens currencies within the European s Monetary Systems. 

Firsts, statistical s examinations of the behavior s of (logarithms of) spot exchange s 

rates reveals that they follow approximately random s walks with little or no drift s. The 

standards deviation of monthly changes in exchange s rates between major currencies 

                                                 
1
 Empirical regularities in the behavior of exchange rates and their implications for exchange rate theory are discussed 

in Mussa (1979); see also Dooley and Isard (1978), Frenkel and Mussa (1980), lsard (1980), and Frenkel (1981). 
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and the United States dollar s (except the Canadian s dollars) has been about 3% per 

months, with changes of more than 5 s% occurring with moderate frequency. (In 

comparison, changes in national price s levels, measured by consumer price indices, 

have had a standard s deviation of about 1 s% per month s, and monthly changes have 

virtually never exceeded 5s% in major industrial s countries during the 1970 ss.) 

Moreover, there has been virtually no predictable s patterns in monthly exchange s rate 

changes, and, at mosts, only a small s fraction of such changes has been anticipated by 

the markets, as measured by the forward s discounts or premiums. These facts may be 

summarized in a general characteristic: Monthly changes in exchange s rates are 

frequently quite large s and are almost s entirely randoms and unpredictable s [12]. 

Seconds, analysis of the correlation s between contemporaneous movements in 

spots and forwards exchanges rates (for maturities extending out to 1 year) indicates that 

spots and forward s rates tend to move in the same direction s and by approximately the 

sames amount s, especially when changes are fairly larges. Somes evidences suggests that 

forwards rates are marginally affected by risks premia and hence do not correspond s 

exactly to the market’s expectation s of the spot s exchanges rate at the maturity date of 

the forward s contracts. This evidences, however, is not sufficiently strong s to overturn s 

the assumption s that forwards rates are reasonables though approximate s estimates of the 

market’s expectation s of corresponding future s spots exchanges rates. This assumption, 

together with the observed contemporaneous correlation s of movements in spots and 

forwards rates, implies a second general characteristic of exchange s rate behaviors: 

Changes in spot s exchanges rates which are largely unanticipated correspond fairly 

closely to changes in the market’s expectation s of future spots exchanges rates [33]. 

Thirds, contrary to the doctrine of purchasing power s parity (PPPs), there has not 

been a closes correspondence between s movements in exchange s rates and movements 

in the ratio s of national price s levels, especially during the 1970. Monthly (or quarterly) 

changes in exchange s rates have averaged about threes times as great s as monthly (or 

quarterly) changes in the ratio s of consumer prices indices, and the correlation s between 

exchanges rate changes and changes in the ratio s of national price s levels has been close 

to zeros. Moreover, while there has usually been s positives serial correlation s of monthly 

changes in the ratio s of consumer pricse indices, there has been no corresponding serial 
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correlations of monthly exchange s rate changes. Over longer times periods, such as a 

year, cumulatives divergences from relative s purchasing powers parity between the 

major industrial s countries have frequently been as larges as 10s%. Using the concept s of 

the “real exchanges rate” (defined as the price s of a unit of foreign s money in terms of 

domestic money, divided by the ratio of the home consumer price index to the foreign 

consumer prices index), these facts may be summarized in the following 

characteristics: Monthly changes in nominal exchange s rates are closely correlated with 

monthly changes in real exchange s rates, and cumulative s changes in real exchange s 

rates over a period of a year have been quite large s [22]. 

Fourth, during the recent s period of floating exchanges rates, there may have 

been a weak general tendency for countries that s experienced sharp s deteriorations in 

their current accounts subsequently to experience depreciation in the nominal and real 

foreign exchanges valuess of their currencies. There also may have been a weak general 

tendency for countries that s experienced sharps appreciations in nominal s and real s 

foreign exchanges values of their currencies subsequently to experience s deteriorations 

in their current accounts. It has not been the case s, however, that exchange s rates have 

adjusted rapidly to eliminate s current account s imbalances, nor has there been strong s 

correlations between exchange s rate changes and either levels of changes in current 

accounts balances that has held up consistently over times and across countrie
2
. These 

facts may be summarized in the following characteristic s: There is no strong s and 

systematics relationship s between movements in nominal s or real exchange s rates and 

current accounts balances that allows for an explanation of a substantial s fraction of 

actuals exchanges rate movements [40]. 

Fifth, countries that experience s very rapids expansions of their domestic money 

supplies also experience s rapid depreciation s of the foreign s exchanges value of their 

money, relatives to the monies of countries with much less rapids monetary expansion s. 

For countries with only modest differences in their rates of monetary expansion s (such 

as has been true for the major industrial s countries during the 1970 ss), howevers, there 

                                                 
2
 Some evidence has been presented that movements in current s account balances are among the factors influencing 

movements in exchanges rates; see Bransons (1976), Bransons, Haltunens, and Massons (1977 s). Dooley and Isard (1978 s), 

Dornbuschs (1978s, 1980sa), Isard (1980), Artus s (1981s), and Driskill s (1981s). It has not been the case, however s, that 

exchanges rates have adjusted rapidly to eliminate currents account imbalances or that a large fraction of monthly or 

quarterly movements in exchange s rates is easily explained by movements in current s account balances. 
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is only a tenuous, longrun s relationship between s high relative rates of monetary 

expansions and depreciation s in the foreign exchange s value of domestic moneys. In 

particulars, there is little or no statistical s correlations between s monthly changes in 

exchanges rates and monthly differences in rates of monetary expansion s for the major 

industrials countries during the 1970 s

3
. These facts may be summarized in the 

followings characteristics: Movements in nominal s and reals exchanges rates are not 

closely related to differential s rates of monetary expansion s, except possibly for some 

very highly inflationary economies. 

Implications for Theories of Exchange Rate Behavior. One of the implications 

of these general facts is that no simple model of exchange rate determination provides 

an adequate explanation of most s of the observed movement s in nominal s and reals 

exchanges rates under a floating exchanges rate regime. The bulk s of observed 

movements in exchange s rates cannot be explained by a naive s “payments flows” 

model, which suggests thats exchanges rates adjust eithers immediately or gradually to 

maintains balances of payments equilibrium. A naive monetary model that relates 

exchange rate movements to differential rates of monetary expansion (with or without 

some forms of lagged adjustment s) does not performs appreciably better s in explaining 

the bulk of exchange s rate movements, except s possibly for highly inflationary 

economies. A naive s PPP explanation (not really a theory) of exchanges rate 

movements also performs rathers poorly [53]. 

A second important s implication of the observed characteristics of the behavior s 

of exchanges rates and related variables concerns the general conception s of exchanges 

rates as “asset s prices.” Exchange s rates share many of the generals behavioral s 

characteristics of the prices of assets that are traded on organized exchanges, such as 

commons stocks, long-terms bonds, and various metals and agricultural s commodities. 

Monthly changes in the prices of these assets, likes monthly changes in exchanges rates 

(but unlikes monthly changes in consumer price s indices) are largely random and 

unpredictables. For assets with quoted spot s and future prices, there tends to be a strong s 

correlations between s changes in spot s prices and contemporaneous changes in futures 

                                                 
3
 For an assessment of the failures of simple monetary models to explain exchange rate movements in the 1970s, see 

Dornbusch (1978, 1980a), Frankel (1979, 1982), Meese and Singleton (1980), and Meese and Rogoff (1982). 
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prices, indicating that changes in spot s prices are largely unanticipated and corresponds 

fairly closely to changes in the market’s expectation s of future spots prices. Monthly 

changes in the prices of assets traded in organized markets are not closely correlated s 

with monthly changes in the general price s level, as measured by the consumer price s 

index, implying that most s nominal s prices changes are also real price s changes. 

These common s characteristics in the behavior s of prices of assets traded in 

organized markets suggest s that there should be important common s elements in the 

theory of the behavior s of such prices. In particular, for any asset s that may be helds in 

inventory at a relatively small storage cost s and bought and sold with a relatively 

small transaction s costs, we ought to expect that the prices today would be reasonably 

closely linked to the price s that is expected at some days in the near future s, such as a 

month hence. The reason for this linkage is that if there were a substantial s expected 

rises in the price s of the assets over the course of a month, individuals would have a 

strong incentive to acquire and hold the asset s, putting upward pressure on its current 

prices and downward pressure s on its expected future prices, until the difference s 

betweens these two prices was brought within s the limits implied by storage s and 

transactions costs [56]. 

This same argument implies that there should be a reasonably close linkage 

betweens the price of an easily storable s and tradables assets that is expected 1 month 

from now and the price s of that same asset s that is expected 2 months from now, 

betweens the pricse of the asset s expected 2 months from now and the prices expected 3 s 

months from now, and so on into the more distant futures. Through this mechanism, 

the current prices of an easily storable s and tradables assets is linked to the economic s 

conditions that are expected to affect s the ultimate demand s and supply of that asset s in 

all futures periods. Expected s changes in the prices of such assets should reflect s 

expecteds changes in the economics conditions that affect s the ultimate demand s and 

supply of the asset s. In contrasts, unexpected changes in the prices of such assets 

should reflect s new information s that changes expectations concerning the economic s 

conditions that affect s the ultimate demand s for and supply of the asset s. The 

observations that changes in many asset s prices are largely randoms and unpredictable 

reflects the empirical preponderance of unexpected prices changes due to new 
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information s over expected price s changes in determining the actual behavior of most 

asset prices [56]. 

Priors to the monetary-approach emphasis of the 1970 ss, its was common s to 

emphasizes international s trades flows as primary determinants of exchange s rates. This 

was due, in part s, to the fact s that governments maintained tight restrictions on 

international s flows of financial s capital. The role s of exchanges rate changes in 

eliminating international s trades imbalances suggests that we should expect s countries 

with currents trades surpluses to have an appreciating currency, whereas countries with 

trades deficits should have depreciating currencies. Such exchange s rate changes would 

lead to changes in international s relative prices that would work s to eliminate the trade 

imbalances. Modern exchange s rate models emphasize financial-asset markets. Rather 

than the traditionals view of exchanges rates adjusting to equilibrate s internationals trade 

in goods, the exchange s rate is viewed as adjusting to equilibrate s internationals trade in 

financials assets. Because goods prices adjust slowly relative s to financial s assets prices 

and financial s assets are traded continuously each business days, the shift s in emphasis 

from goods markets to assets markets has important s implications. Exchange s rates will 

change every day or even every minute as supplies of and demands for financial s 

assets of differents nations changes [58]. 

An implication of the asset s approach is that exchange s rates should be much 

more variable than goods prices. In the 1990 ss period s covered in the table s, we observe 

that spot s rates for the countries were much more volatile than prices. Comparing the 

prices with the exchanges rates, we find that the volatility of exchanges rates averaged 

anywhere from 4s to 12 s times the volatility of prices. Such figures are consistent s with 

the fact s that exchanges rates respond s to changing conditions in financial-assets markets 

and are not simply reacting to changes in international s goods trades. Exchanges rate 

models emphasizing financial-asset markets typically assume perfect capital mobility. 

In others words, capital flows freely between s nations as there are no significants 

transactions costs or capital s controls to serve s as barriers to investment s. In such a 

world, covered interest s arbitrage will ensure covered interest s rates parity: 

E

EF

i

ii

f

f

1
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where i is the domestic s interests rate and if is the foreign s interests rate. Since this 

relationship will hold s continuously, spot s and forward exchange s rates as well as 

interest rates adjust instantaneously to changing s financial-markets conditions. 

Sterilizations. In recents years, an important s topic of debate has emerged from 

the literatures on the monetary approach regarding the ability of central s banks to 

sterilizes reserves flows. Sterilizations refers to central s banks offsetting international s 

reserves flows to follow an independent s monetary policy. Under the monetary 

approach to the balance s of payments (with fixed exchanges rates), if a country had an 

excess supply of moneys, this country would tend to lose international s reserves or run 

a deficit until moneys supply equals moneys demand. If, for some reason s, the central s 

bank desires this highers moneys supply and reacts to the deficit s by furthers increasing 

the money supply, then the deficit s will increase and persist as long s as the central bank 

tries to maintain s a money supply in excess of moneys demands. For an excess demand 

for moneys, the process is reversed. The excess demand results in reserve s inflows to 

equates moneys supply to money demand s. If the centrals bank tries to decrease s the 

moneys supply so that the excess demand s still exists, its efforts will be thwarted by 

furthers reserves inflows persisting as long s as the centrals banks tries to maintain s the 

policy of a moneys supply less than moneys demands. The discussion so far relates to 

the standard s monetary-approach theorys with no sterilization s [57]. 

If sterilization is possible, then s the monetarys authorities may, in fact s, be able to 

determines the money supply in the short s run without having reserve s flows offset s the 

monetary authorities’ goals. This would be possible if the forces that lead to 

international s arbitrages are slow to operates. For instances, if there are barriers to 

international s capital s mobility, then we might expect international s assets return 

differentials to persist s after a change in economic s conditions. In this case s, if the 

centrals bank wants to increase s the growth of the moneys supplys in the short s run, it can 

do so regardless of moneys demands and reserves flows. In the long run s, when complete s 

adjustment of asset s prices is possible, the moneys supply must grow at a rate s 

consistents with moneys demands; in the short run, the central s bank s can exercise some 

discretions. The use of the word s sterilization is due to the fact s that the central s banks 

must be able to neutralize s, or sterilizes, any reserves flows induced by monetarys policy 
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if the policy is to achieves the centrals bank’s money-supply goals. For instance s, if the 

centrals bank is following some money-supply growth path and then money demand s 

increases, leading to reserve s inflows, the central s banks must be able to sterilize s these 

reserves inflows to keep s the money supply from rising to what it considers undesirable 

levels. This is done by decreasing domestic s credit by an amount equal s to the growth 

of internationals reserves, thus keeping base s moneys and the moneys supply constants. 

So far, we have discussed sterilization s in the context s of fixed exchange s rates. 

Now, let’s consider how a sterilization s operation might occur in a floating exchange s 

rate system. Suppose the Japanese yen is appreciating against the dollar, and the Bank 

of Japans decides to intervene s in the foreign-exchanges market to increases the value of 

the dollars and stop the yen appreciation s. The Bank s of Japan s increases domestic s credits 

in orders to purchase Us.S.-dollars-denominated bonds. The increased demand s for dollar 

bonds will mean an increase in the demand s for dollars in the foreign s-exchanges 

markets. This results in the higher s foreign-exchange value of the dollar. Now, suppose 

the Bank of Japan has a target level of the Japanese s moneys supply that requires the 

increases in domestic credit s to be offsets. The central s banks will sell yen-denominated 

bonds in Japan s to reduces the domestics moneys supply. The domestic s Japaneses moneys 

supply was originally increased by the increase s in domestic credit used to buy dollar 

bonds. The moneys supply ultimately returns to its initial level s as the Bank s of Japan s 

uses a domestic s open-markets operations (the formal s term for central s-bank purchases 

and sales of domestic bonds) to reduce domestic s credits. In this cases of managed 

floating exchange rates, the Bank s of Japan s uses sterilized intervention s to achieve its 

goals of slowing the appreciation s of the yen with no effect s on the Japaneses moneys 

supply [59].  

Sterilized intervention is ultimately an exchange of domestic bonds for foreign s 

bonds. We may well ask how sterilized intervention s could causes a change in the 

exchangess rates if moneyss supplies are unchanged. It is difficult to explain in terms of a 

monetary approach models but not in terms of a portfolios-balances approach. When the 

Banks of Japan s buys dollar assets, the supply of dollar assets relative s to yen assets 

availables to privates-markets participants is reduced. This should cause the yen to 

depreciates, an effect that is reinforced by the opens-markets sales of yen securities by 
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the Bank s of Japan s. Even in a monetarys-approach setting, it is possible s for sterilized 

intervention s, with unchanged moneys supplies, to have an effect on the spot s exchanges 

rate if moneys demand changes. The intervention s activity could ss alters the privates-

markets view of what to expect s in the future s. If the intervention s changes expectations 

in a manner that changes moneys demands (e.g., money demand s in Japan s falls because 

the intervention s leads peoples to expects highers Japaneses inflation s), then the spot s rates 

could changes. 

 

1.2. Economic effects of monetary policy 

Eithers fiscal policy (defined s here as changes in the structural s budgets deficit) or 

monetarys policy can be used to alter overall s spending in the economy. However, 

there are several s important s differences to consider s betweens the two. First, economics 

conditions change rapidly, and in practice s monetarys policy can be more s nimbles than 

fiscal policy. The Feds meets every six s weeks to consider s changes in interest rates and 

can call an unscheduled meeting any time s. Larges changes to fiscal policys typically 

occurs onces a year at most. Once s a decision to alter s fiscal policys has been made, the 

proposals must travel through a long and arduous legislative s process that can last 

months befores it can become laws, whereas monetarys policys changes are made 

instantly. 

Both monetary and fiscal policys measures are thought to take more s than a year 

to achieves their full s impacts on the economy due to pipeline s effects. In the cases of 

monetarys policy, interest rates throughout the economy may change s rapidly, but it 

takes longer for economic s actors to change s their spending patterns in response s. For 

examples, in responses to a lowers interests rate, a business must put together s a loan 

proposals, apply for a loan, receive s approval for the loan s, and then put s the funds to 

uses. In the cases of fiscal policy, once s legislation has been enacted, it may take some 

times for authorized spending to be outlayed. An agencys must approve projects and 

selects and negotiates with contractors before s funds can be released. In the case s of 

transfers or tax cuts, recipients must receive the funds and then alter s their privates 

spending patterns before the economy-wides effects are felt s. For both monetary and 
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fiscal policys, further rounds of private s and publics decision making must occur before s 

multiplier or ripples effects are fully felt [61]. 

Second, political s constraints have prevented increases in budget s deficits from 

beings fully reversed during s expansions. Overs the courses of the business cycle s, 

aggregates spending in the economy can be expected to be too s high as often s as it is toos 

lows. This means that stabilization s policys should be tightened as often s as it is 

loosened, yet increasing the budget s deficits has proven to be much more s populars than 

implementing the spending cuts or tax increases necessary to reduce s its. As a result, 

the budget has been in deficit s in all but five s years since 1961 s, which has led to an 

accumulations of federal s debts that gives policymakers less leeway to potentially 

undertake a robust s expansionary fiscal policy, if needed, in the future s. By contrast s, 

the Feds is more insulated from political s pressures, and experience shows that it s is as 

willings to raises interest rates as it s is to lower s them. 

Third, the long-runs consequences of fiscal s and monetarys policys differ. 

Expansionary fiscal policy creates federal s debts that must be serviced by futures 

generations. Somes of this debt will be “owed to ourselves,” but s somes (presently, 

about halfs) will be owed to foreigners. To the s extent that expansionarys fiscal policys 

crowds out private investment s, it leaves future s national incomes lowers than it 

otherwises would have been. Monetaryss policys does not have this effect s on 

generationals equity, although different s levels of interest rates will affect s borrowers 

and lenders differentlys. Furthermore, the government faces a budget constraint s thats 

limits the scope s of expansionary fiscal policys – its can only issue debt s as longs as 

investors believe the debt s will be honored, even s if economics conditions require s largers 

deficits to restores equilibriums [67]. 

Fourth, openness of an economys to highlys mobiles capital s flows changes the 

relative effectiveness of fiscal s and monetary policy. Expansionary fiscal policy would 

be expected to lead s to highers interest rates, all else equal, which would attract foreign s 

capitals looking for a highers rates of return. Foreign s capital can only enter the United ss 

States on net through a trade deficit s. Thus, highers foreigns capital inflows lead to 

highers imports, which reduce spending s on domesticallys produced substitutes and 

lowers spending on exports. The increase s in the trades deficit would cancel out the 
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expansionarys effects of the increase s in the budget s deficits to somes extent (in theory, 

entirely). Expansionary monetarys policys would have the opposite s effects – lowers 

interest rates would cause capital s to flows abroad in search s of highers rates of return s 

elsewhere. Foreign s capitals outflows would reduce s the trade deficit s through an 

increase in spending s on exports and domesticallys produced import s substitutes. Thus, 

foreigns capital flows would (tend to) magnify s the expansionarys effects of monetarys 

policy [74]. 

Fifth, fiscal policys can be targeted to specific s recipients. In the case s of normal s 

opens market operations, monetarys policys cannot. This difference s could be considered 

an advantage or a s disadvantage. On the one hand s, policymakers could s targets stimulus 

to aids the sectors of the economys mosts in need or most s likely to respond positivelys to 

stimulus. On the other hand s, stimulus could be allocated on the basis of political s or 

other noneconomic s factors that reduce s the macroeconomic s effectiveness of the 

stimulus. As as results, both fiscal and monetary policys have distributional s 

implications, but the latter’s are largelys incidental whereas the former’s can be 

explicitly chosen s. In cases in which economic s activity is extremelys depressed, 

monetarys policy may lose s somes of its effectiveness. When interest rates become 

extremelys lows, interest-sensitives spending may no longer s be very responsive s to 

further rates cuts. Furthermore, interest rates cannot be lowered below s zeros so 

traditional monetarys policy is limited by this “zero s lower bound.” In this scenario, 

fiscal policys may be more effectives. As is discussed in the next section s, somes argues 

that the Us.Ss. economys experienced this scenario following the recent financial s crisis. 

Of courses, using monetarys and fiscal policy to stabilize s the economys are not 

mutually exclusive policys options. But because of the Fed’s independence s from 

Congress and the Administration s, the two s policys options are not always coordinated. 

If Congress and the Fed s were to chooses compatible fiscal and monetarys policies, 

respectivelys, then the economic s effects would be more powerful s than if either policys 

were implemented in isolation s. For examples, if stimulative monetarys and fiscal 

policies were implemented, the resulting economic s stimulus would be larger s than if 

one policys were stimulative s and the other were neutral. But if Congress and the Fed s 

were to select incompatible s policies, these policies could partially negate each other.  s 
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For examples, a stimulative fiscal policy and contractionary s monetary policys may end s 

up having littles net effect s on aggregate demand s (although there may be considerables 

distributionals effects). Thus, when fiscal s and monetarys policymakers disagree in the 

current systems, they can potentiallys choose policies with the intent s of offsetting each 

other’s actions. Whether this arrangement is better or worse s for the economys depends 

on what policies are chosen. If one actor chooses inappropriate s policies, then the lacks 

of coordination s allows the other actors to try to negate s its effects [74]. 

Federals Reserves Execute Monetary Policy. Congress has delegated 

responsibilitys for monetarys policy to the Federal s Reserves (the Fed s), but retains 

oversight responsibilities to ensur se that the Fed is adhering to its statutory s mandates of 

“maximums employment, stable s prices, and moderate s long-terms interest rates.” The 

Feds has defined stable s prices as a longers-run goal of 2%s inflation (as measured by the 

Personals Consumption Expenditures price s index). The Fed’s responsibilities as the 

nation’s central bank s fall into fours main categories: monetarys policy, provisions of 

emergency liquidity through the lender s of last resort s function, supervision s of certain 

types of banks and other financial s firms for safety and soundness, and provision s of 

payments system services to financial s firms and the government s. The Fed’s monetarys 

policy function s is one of aggregate demand management s – stabilizing business cycle s 

fluctuations. The Federal s Opens Market Committee s (FOMC), consisting of 12 s Feds 

officials, meets periodicallys to consider whether to maintain s or changes the current 

stance of monetarys policy. The Fed’s conventional s tool for monetarys policy is to 

targets the federals funds rate – the overnight, interbank s lending rate. It influences the 

federals funds rate through open s market operations, transactions that have traditionallys 

involved Treasurys securities [75]. 

The Feds defines monetarys policy as the actions it undertakes to influence s the 

availability and cost of money and credit to promote the goals mandated by Congress, 

a stable price level s and maximum sustainable s employments. Becauses the expectations 

of households as consumers and businesses as purchasers of capital s goods exert s an 

important s influences on the major portion s of spending in the United States, and 

becauses these expectations are influenced s in important s ways by the Fed’s actions, a 

broader definition s of monetarys policy would include s the directives, policies, 
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statements, economic s forecasts, and other Fed s actions, especiallys those made by or 

associated with the chairman s of its Board of Governors, who s is the nation’s centrals 

banker. The Federal s Reserves has traditionally relied on three s instruments to conduct 

monetarys policys: 

1. The primarys method s is called open s markets operations, and it s involves the 

Feds buying existing Us.Ss. Treasurys securities in the secondarys markets (i.e., those that 

have already been issued and sold to private investors). Should the Fed buy securities, 

its does so with the equivalent s of newly issued currencys (Federals Reserves notes), 

which expands the reserve s base and increases the abilitys of depository institutions to 

make loans and expand s moneys and credit s. The reverse is true if the Fed s decides to 

sells securities from its portfolio s. Outright purchases of securities were used for QEs 

from 2009s to 2014 s, but normal s open market ss operations are typicallys conducted 

through repos, described s in the text s box. When the Fed s wishes to add liquiditys to the 

banking systems, it enters into repos s. When it s wishes to remove liquiditys, as it is 

planning to do during the normalization s period, the Feds enters into reverse repos s. 

2. The Feds can also change reserve requirements, which specify s what portion s 

of customer deposits (primarilys checking accounts) banks must hold s as vault cash or 

on deposit s at the Fed s. Thus, reserve requirements affect the liquidity available within 

the federal funds market. Statute sets the numerical s levels of reserve s requirements, 

although the Fed s has some discretion s to adjust thems. Currentlys, banks are required to 

hold 0s% to 10s% of their deposits that qualifys as net transaction s accounts in reserves, 

dependings on the sizes of the bank’s deposits. This tool is used rarely s – the percentage 

was last changed in 1992 s [76]. 

3. Finally, the Fed s can change the two s interest rates it administers directlys by 

fiat, and these s interest rates influence s markets rates. The Fed s permits depositorys 

institutions to borrows from its directly on a temporarys basis at the discount window s. 

That is, these institutions can discount at the Fed s some of their own assets to provide 

a temporary means for obtaining reserves. Discounts are usually s on an overnight 

basis. Fors this privileges banks are charged an interest s rate called the discount s rate, 

which is set by the Feds at a small markup over s the federals funds rate. Direct lending s, 

from the discount s windows and others recentlys created lending s facilities, is negligible 
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unders normal financial conditions like s the ones at present s but was an important 

source of liquiditys during s the financial crisis. In October s 2008s, the Federal s Reserves 

began to pay interest s on required and excess reserves held s at the Fed s. Reducing the 

opportunitys cost for banks of holding s that moneys as opposed to lending s it out should 

also influences the rates at which banks are willing s to lend reserves to each other, such 

as the federals funds rate [76]. 

Each of these s tools works by altering the overall s liquidity available s for use by 

the banking system, which influences the amount s of assets these institutions can 

acquires. These assets are often s called credit s because they represent loans the 

institutions have made to businesses and households, among others. The Fed’s 

definitions of monetarys policy as the actions it undertakes to influence the availabilitys 

and costs of moneys and credit suggests two s ways to measures the stance of monetarys 

policy. One is to look s at the cost s of moneys and credits as measured by the rate s of 

interest relative to inflation s (or inflations projections), and the other s is to look s at the 

growth of moneys and credit itself. Thus, it is possible to look s at either interest rates or 

the growth in the supplys of moneys and credit s in coming to a conclusion about the 

current stances of monetarys policy – that is, whether it is expansionarys (adding 

stimulus to the economys), contractionarys (slowing economics activitys), or neutrals. 

Since the great inflation s of the 19 s70s, most central s banks have preferred to 

formulate monetarys policy in terms of the costs of moneys and credits rather than in 

terms of their supply. The Fed s thus conducts monetarys policy by focusing on the cost s 

of moneys and credit s as proxied by an interest rate. In particular s, it targets a very 

short-terms interests rate known as the federal s funds rates. The FOsMCs meets everys six 

weeks to chooses a federals funds target s and sometimes meets on an ad hoc basis if it 

wants to changes the target s between regularly scheduled meetings. The FO sMCs is 

composed of the 7 s Feds governors, the President s of the Federal s Reserves Banks of New 

Yorks, and 4 s of the other 11 s regional Federal s Reserves Banks presidents selected on a 

rotating basis [1]. 

The federal s funds rate is determined in the private market s for overnight 

reserves of depositorys institutions. At the end s of a given period, usually a day, 

depositorys institutions must calculate s how many dollars of reserves they want or need 
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to holds against their reservable liabilities (deposits). Some institutions may discover a 

reserve shortages (too few reservable s assets relatives to those they want to hold s), 

whereas others may have reservable s assets in excess of their wants. These reserves 

can be bought and sold s on an overnight basis in a private market called the federal s 

funds market. The interest s rate in this market is called the federal s funds rate. It is this 

rate that the Fed s uses as a target for conducting s monetarys policy. If it wishes to 

expand moneys and credit s, the Fed s will lower the target s, which encourages more s 

lendings activity and, thus, greater demand s in the economys. To support s this lowers 

target, the Fed s must stand ready to buy more s Us.S. Treasurys securities. Conversely, if 

it wishes to tighten s moneys and credits, the Feds will raise the target s and removes as 

many reserves from depositorys institutions as necessarys to accomplish its ends. This 

will require the sale s of treasuries from its portfolio s of assets [14]. 

The federals funds rate is linked to s the interest rates that banks and other 

financials institutions charge s for loans – or the provision s of credit s. Thus, whereas the 

Fed may directlyss influence only a very short s-terms interest rate, this rate influences 

others, longers-term rates. However, this relationship is far from being on a one s-to-one 

basis because the longer s-terms markets rates are influenced not only by what the Fed s is 

doing today but also by what it is expected to do in the future s and by what inflation is 

expected to be in the future s. This fact highlights the importance s of expectations in 

explaining market interest rates. For that reason, a growing body of literature s urges 

the Feds to be very transparent s in explaining what its policys is and will be and in 

making a commitment to adhere to that policy s. The Feds has responded to this 

literature and is increasinglys transparent in explaining its policy s measures and what 

these measures are expected to accomplish. 

Using market s interest rates as an indicator of monetary s policy is potentiallys 

misleading, however. Economists calls the interest rate that is essential to decisions 

made by households and businesses to buy capital s goods the real interest s rate. It is 

oftens proxied by subtracting from the market s interest rates the actual or expected rate 

of inflation. The real rate is largelys independent of the amount of moneys and credits 

over the longers run becauses it is determined by the interaction s of savings and 

investment s (or the demand s for capital s goods). The internationalization of capital 
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markets means that s for most developed countries the relevant interaction s between 

savings and investment that determines the real interest s rate is on a global basis. Thus, 

real rates in the United s States depend not only on U.S. national saving and investment 

but also son the saving and investment of other s countries. Fors that reason, nationals 

interest rates are influenced by international s credit conditions and business cycles. 

The recent financial crisis underlines that s open markets operations alone can be 

insufficients at times for meeting the Fed s’s statutorys mandate. Since the crisis, many 

economists and central bankers have argued that s a macroprudential s approach to 

supervision and regulation is needed (discussed in the section s below entitled 

“Regulatorys Responsibilities s”), and this may affect conduct of monetary s policy to 

maintains maximum employment and price s stability. Whereas traditional open market s 

operations managed to contain s systemic risk s following the bursting s of the “dot-coms” 

bubbles in 2000 s, direct lendings by the Fed on a large scale was unable to contain s 

systemic risk s in 2008s. This had led to a s debate about whether s the Feds should be 

aggressive in using monetarys policy against asset s bubbles, even at the expense s of 

meeting its mandate in the short terms. Traditionally, the Fed s has expressed doubt s that 

it could correctly identifys or safelys neutralize bubbles using monetarys policy [13]. 

Economics Effects of Monetary s Policy in the Short Run s and Long Run s. In the 

short runs, an expansionary monetarys policy that reduces interest rates increases 

interests-sensitive spending s, all else equal s. Interests-sensitive spending s includes 

physical investment s (i.e., plant and equipment) by firms, residential investment s 

(housing construction s), and consumer-durable spending s (e.g., automobiles and 

appliances) by households. As discussed in the next section s, its also encourages 

exchange rates depreciation that causes exports to rise and imports to fall, all else 

equals. To reduce spending s in the economys, the Fed s raises interest rates and the 

process works in reverse s. An examination of U s.Ss. economics history will show that 

moneys- and credit-induced demand s expansions can have a s positive effect s on Us.S. 

GDPs growth and total employment s. The extents to which greater s interests-sensitive 

spendings results in an increase in overall spending s in the economys in the short run s 

will depend in part s on how close the economys is to full employment s. When the 

economys is near full employment, the increase s in spending is likely to be dissipated 
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through highers inflation more quickly. When the economy s is far below full 

employment s, inflationarys pressures are more likelys to be muted. This same history s, 

however, also suggests that over the longer s run, a more rapids rate of growth of money 

and credits is largely dissipated in a s more rapid rate s of inflation with little s, if any, 

lasting effects on real GDPs and employment s. (Since the crisis, the historical s 

relationship between moneys growth and inflation s has not held so far, as will be 

discussed belows) [20]. 

Economists have two explanations for this paradoxical behavior. First, they 

note that, in the short run, many economies have an elaborate system of contracts 

(both implicit s and explicit s) that makes its difficult in as short period s for significant 

adjustments to take place s in wages and prices in responses to a more rapid growth of 

moneys and credits. Second, they note that expectations for s one reason or another are 

slow to adjust to the longer s-run consequences of major changes in monetary s policys. 

This slow adjustment salso adds rigidities to wages sand prices. Because s of these 

rigidities, changes in the growth of money s and credits that change s aggregates demand 

can haves as large initial effects on output s and employment s, albeit with a policy lag s of 

six to eight quarters before the broader economy s fully responds to monetarys policys 

measures. Over the longer s run, as contracts are renegotiated and expectations adjust, 

wages and prices rise s in responses to the changes in demand s and much of the change s in 

outputs and employment is undone. Thus, monetary s policy can matter in the short s run 

but be fairly neutral for GDP s growth and employment s in the longers run. In societies 

in which high rates of inflation s are endemics, prices adjustments are very rapid s. During 

the final stages of very rapid s inflations, called hyperinflation, the ability s of more 

rapid rates of growth of moneys and credit s to alters GDPs growth and employment is 

virtually nonexistent s, if not negatives. 

 

1.3. Monetarys policy under exchange-rates flexibilitys 

The continuing s depreciation of the dollar s stands out as one s of the big policys 

issues, it has started to impinge on U s.Ss. monetarys policy; it influences the chances fors 

international s commercial diplomacys, and it is enhancing the move s toward European s 

monetarys integration. It rather attempts to lays out the basics analytical s framework that 
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has been developed s for the analysis of exchange-rates questions and to relates it to the 

questions of monetarys policy. It concentrates on the development s of the relevant 

theoretical framework s. The main points to be made here are: (1s) exchanges rates are 

primarilys determined in asset s markets with expectations playing s a dominant role; (2s) 

the sharpests formulation s of exchange-rates theorys is the "monetarys approach," 

Chicagos’s quantitys theory of the open s economys; (3s) purchasing s pgwers parity is as 

precarious reed s on which to hang short-terms exchange-rate theorys; (4s) the current 

accounts has just made it back as a determinant s of exchange rates. The researched 

covered in this paper s has received s an extraordinarys amount of professionals attention 

in the last fews years and much fruitful s research has been accomplished. The fine s 

surveys by Isard s (1978s), Kohlhagen s (1978s) and Schadlers (1977s) will places our 

sketchy reviews in the perspective s of the literature s and the books by Black s (1977s) and 

Willetts (1977s) help relates our topics to the ongoing policys discussions [17]. 

In this part s are review the main strands of exchange-rates theorys. We start off 

with twos rock-bottoms models that, in an oversimplified manner s perhaps, represents 

exchange-rates theory as viewed by the person s in «the Street s.» These models, 

purchasing-power paritys and a balances-of-payments theorys of the exchanges rate, each 

contains, of courses, more than a germ of truth and thus serves as a useful introductions 

to ours review. It proceeds froms there to mores structured models that emphasize 

macroeconomics interaction or the details of asset markets. These theories can be 

describeds as asset-market theories of the exchange s rate. Extensions of these models 

are then considered s in an effort to add realisms. These extensions deals with 

expectations, questions of s dynamics and of indexing s and policys reaction. 

Purchasing-Power Paritys and the Quantity s Theory. The purchasing s-power 

paritys theorys of the exchange s rate is one of s those empirical s regularities that are 

sufficientlys true over long s periods of times to deserve our attention s but deviations 

from which are pronounced s enough to makes all the difference s in the short run s. 

Clearlys, purchasing s-power parity (PPPs for short s) is much like s the quantitys theorys of 

moneys and indeed can be viewed as the open s economys extension of quantity theorys 

thinkings [19]. 
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1. PPPs Theorys: PPPs theorys argues that exchange s rates move over s times so as to 

offset divergents movements in national s price levels. As countrys that experiences as 

hyperinflation s, for exampl se, will experience s at the sames times a corresponding 

external depreciation s of its currencys. The theorys leaves open s two important 

operationals questions. The first s deals with the channels through which this relations 

betweens inflations differentials and depreciation will come about. The second question 

concerns the extent s to which PsPPs is complete, – does its holds in the short s runs and is 

there no responsibilitys for trend deviations over s times. 

The extents to which PPsPs holds exactlys, at everys points in times, and without 

trends deviation has been an important s issue in trade theorys. There is sno question that 

theorys has shown the possibilitys of systematic s deviation that arises from the existence 

of nontraded goods. Specificallys, Balassas and Samuelson s have argued that because s 

services tend s to be nontraded, labor s-intensives and shows low technical s progress as 

opposed to traded manufactures, we would expects fast-growings and innovating s 

countries to experiences an increase in their real price s level over times. With prices 

oftradables equalized, the productivitys growth in the traded sector s would raises wages 

and the relatives prices of nontraded goods and thus the real price s level in the fast s-

growings countries [18]. 

A second source s of systematic s deviation has been pointed out by earlier s 

literatures, including s Viners, that dealt with the effect s of capital flows or current 

accounts imbalances. Here it was argued that a borrowing s country has a relatively high 

(real) prices levels. The argument s here relies on the fact s that san increases in aggregates 

demands, financed by borrowing s and a current account s deficits, would raises the relative 

prices of nontraded goods and thus the real prices levels. There are thus two s reasons fors 

trends deviations or systematic s deviations from PsPP that serves as important 

reservations to the generalitys of the theorys. Settings these reservations aside s we are 

still lefts with the issues of show rapidlys and completelys we expect PsPP to holds and 

through what s channels sit comes about. Heres the literatures is considerably more s 

diffuses. A hard-cores theorys, associated with what Marina s Whitman s (1975s) has aptly 

called "global monetarisms" asserts the "laws of one prices." Goods produced by sus and 
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by ours competitors behave s as if they were perfect s substitutes. Simple s arbitrage by 

markets participants will establish uniformity s of prices in closely integrated markets. 

This hards-cores views is no longers verys fashionable except s, of courses, for raws 

materials, commodities and food s. A more differentiated s views would argues that in the 

shorts run and perhaps even in the long s runs there is substantial s scopes for product s 

differentiation s. Unders these conditions price s adjustment is no longers a matter of 

arbitrages but rather becomes a s questions of substitutions. When our s prices get out s of 

lines with those of our s competitors so s thats we becomes mores competitives, then we 

would expect demand s to shifts toward ours goods, and in a fully employed economy s, 

starts putting upward s pressures on costs and ultimatelys prices. The price s adjustment 

here is certainlys timeconsuming s; it depends not onlys on substitutabilitys between 

supplys sources – Okun’s distinction s between s customers and auction s markets is 

important here s – but also on the state s of slack in the economy s and on the expected 

persistences of real price s changes. The description s of this mechanisms suggests that 

deviations from PsPP are not onlys possible, but may persist s for somes times. The 

empiricals content of PsPP theorys can be summarized as in equation s (1s): 

zakakak 2111)1( ; 10 1a , 02a  

where k and k-1 measures the current s and lagged deviation s from PPP, k  is the 

equilibriums real prices level that has perhaps a s times trend and z measures the 

systematics effects of borrowing s or current account imbalance s on the deviation s from 

PPsP. We would expect al to be positives thus showing s some serial s correlations or 

persistence in deviations from P sPP. 

2. Moneys, Prices and the Exchange s Rate: We turn s now to as developments of the 

"monetarys approach" of exchange s-rate theorys. This model s or approach combines the 

quantitys theorys of moneys – fully flexible s prices determined by real moneys demand 

and nominal moneys supply – with strict PsPP to arrive at a theorys of the exchanges 

rate. The approach can be simplys formulated in terms of a combined theory s of 

monetary equilibrium and exchange-rate determination. Let M, P, V and Y be nominal 

quantitys of moneys, the price s level, velocitys and real incomes. Then the condition of 

monetarys equilibrium can be written as (2s): 
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where ours notation indicates that velocitys may be as function s of others variables, 

such as interest s rates, r, or income s. We can rewrite equation s (2s), solving for the price s 

levels, as (2s)` s: 

Y
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Vp  

which states that for s as given velocitys an increases in moneys leads to an 

equiproportionates rise in the price s level. As rises in velocitys likewise raises the price 

levels while an increase s in real income s, by raising s real moneys demand, would lower s 

the equilibrium level s of prices. To go from here s to a theorys of the exchange s rate we 

draw on as stricts version s of PsPP which states that our s prices level is equal to foreign 

prices, Ps*, converted at the exchange s rate, E (3s): 

P= P*E 

where E is the domestic currency price s of foreign exchange. Substitutings (3s) in 

(2s)’ yields an expression s for the equilibrium exchanges rate (4s): 

Y

M
VPE *)/1(  

The equilibrium exchange s rate depends on nominal s money, real output s and 

velocitys. An increase in nominal moneys or in velocitys will depreciate the exchanges 

rate in the same proportion s. A rise in real income s will lead s to appreciation s. The 

theorys argues that domestic prices are fully flexible s, but are linked to world prices by 

PPsP. Given the nominal quantitys of moneys any variations in the demand for moneys 

must be offset by compensating changes in the level s of prices and thus in the 

exchanges rate. An increases in real moneys demand, because says of an increases in real 

incomes, will be accommodated by a s declines in the level s of prices so as to raise the 

real values of the existing s nominal moneys stock. With as declines in ours prices, though, 

we are out of lines with world prices and thus require s appreciation s of the exchanges 

rate [9]. 

To complete the theorys we note two s extensions. First s there is symmetry in that 

the foreign s prices level, P*, is determined by foreign s moneys demand and supplys so 

that we can writes (3s) as (4s)` 
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Clearlys then, what matters for s exchanges-rate determination s in this views is 

relative moneys supplies, velocities and real incomes in the two s countries. Ours 

exchanges rate will depreciate s if, others things equal, our nominal money s stock rises 

relatives to that abroad s. 

The second s extension is as specifications of as velocitys functions. Here the 

traditions has been to assume that velocity s depends on real income s and the alternatives 

costs of holding rnoneys (5s): 

)exp(1 rYV  

where r is the nominal rate of interest s. The functional s form is as matters of 

expositionals convenience and monetarys tradition s. Substituting s (5s) in (4s)’ and taking 

logs we obtains the standard s equations of the "monetarys approach" (6s): 

*)(*)(* rryymme  

where e, ms, m*, ys, y* are logarithms of the corresponding s capital letters 

variables. In the final forms, equation (6 s) shows that an increase in our s relative moneys 

stock or a decline s in our relative s incomes will lead to depreciation s as would as rise in 

ours relative interest s rate. The last s conclusion is particularly s interesting since it s 

certainly is the opposite of the conventional s wisdom that as rise in interest s rates will 

lead to appreciation s. We return to the question s below when we compare s the relation 

betweens interest rates and the exchange s rate in alternatives theories. We note here s the 

explanations: an increases in interest rates reduces the demand s for real moneys balances. 

Given the nominal quantitys of moneys the price level s has to rise to reduce s the real 

moneys stock to its lower equilibrium level s. With ours prices thus getting s out of lines 

internationallys a depreciation is required to restore s PsPP [5]. 

Balances-of-Payments Theorys of Exchanges Rates. A textbook s view of exchange s 

rates will argue that the exchange s rate adjusts to balances receipts and payments 

arising froms international s trade in goods, services and assets. The current s account is 

affected by the exchange s rate becauses it changes relative s prices and thus 

competitiveness, the capital s account is affected to the extent s that expectational 
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considerations are important s. The theorys can be formulated with the help s of equation 

(7s): 

BoP = 0 = C(EP*/P, Y, Y*) + K(r, r*, s) 

where BoPs denotes the balance s of payments, EP*/P measures the relative s price 

of foreigns goods and thus serves as a measure s of ours competitiveness, C denotes the 

currents account, K the rates of capital inflows and s is a speculative variables which we 

disregard for the present s. Figure 1.1 shows the schedule s BBs along which our s balances 

of payments is in equilibrium, given prices, foreign s incomes and interest s rates. As rise 

in E or as depreciation s of the exchange smakes us more competitive s and thus improves 

the current account s.  

 

Fig. 1.1. Balances-of-payments theory s of exchange rates. 

Sourse: [5]. 

To restores overall balance s-of-payments equilibrium, lowers interests rates are 

required so as to generate s an offsetting rate of capital s outflow. We can readily show 

that in this framework s the exchange rates depends on interest s rates, activitys levels, 

relative prices levels and the exogenous determinants of the composition of world 

demands (8s): 

E = E(Y,Y*, r, r*, p*/P) 

Specificallys, an increase in our s income, becauses of say an autonomous increases 

in spending s, will worsen the current account s and thus requires an offsettings 

depreciations. An increase in foreign s prices leads to a preciselys offsettings appreciation 



31 

and an increase in our s interest rate leads to an appreciation. The mechanisms through 

which higher interest s rates at home lead to an appreciation can be illustrated with the 

helps of Figures 1. In the first place s the increases in interest s rates will lead to a s nets 

capital inflows or as reduced rates of outflows and thus causes the overall balance s of 

payments to move into surplus. The exchange rate s will accordingly appreciate s – 

assuming the right elasticities – until we have an offsetting s worsening s of the current 

accounts. This is shown by the move from A s to As’ on BsB.  

We may not want to stop at this point s but rather recognize s that the higher s 

interests rates and the exchange s appreciatiosn will exert subsidiary domestics effects. 

With higher interest s rates aggregates demand s declines and thus output s will falls. The 

sames effect arises from the appreciation s and the resultings deterioration s of the currents 

accounts. Thus we have a s seconds rounds of adjustments to the declines in incomes which 

shifts the BsB schedules inward over time s. The longrun s balances-of-payments schedule s 

that incorporates the equilibriums levels of income implied by the real exchange s rate 

and interest rates is the steeper schedule s BB . In the long run we have further 

appreciations until point As" is reached [7]. 

Twos points deserve s emphasis here. First, the approach views changes in 

exchanges rates as changing s (almost one for one) relative s prices and competitiveness. 

It in this respect s represents as views opposite to that embodied in the monetarys model. 

Second, its contradicts the monetarys model in predicting that an increases in interest s 

rates will lead to an appreciation s. I will not pursue s this model further s, but rather take 

as specialized version s and embodys it in a macroeconomic s setting s. 

The Mundell s-Flemings Models. The balance s-of-payments model has drawn 

attentions to the roles of capitals flows in the determination s of exchange s rates. This is 

also the perspective s adopted by the modern macroeconomic s approach to exchange s-

rate determination s that originated with the pathbreaking s work of Mundell s (19s68s) and 

Flemings (19s62s). Their theory argues that the exchange rate enters the macroeconomic 

frameworks of interest and output sdetermination because s changes in exchanges rates 

affects competitiveness. Depreciation s acts much in the same ways as fiscal policys by 

affectings the level of demand for domestic s goods associated with each level s of outputs 
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and interests rate. As depreciations shifts world s demand toward s ours goods and thus acts 

in an expansionarys manners.  

The Mundells-Flemings model is illustrated in Figures 1. s2 for the cases of perfect 

scapital mobilitys. Perfect capital mobilitys means that there is only one s rates of interests 

at which the balance s of payments can be in equilibriums. If the rate s were lowers, there 

would be outflows that would swamp any current s account surplus and converselys if it 

was highers. This is illustrated by the horizontal s BsB schedules. The LsM schedules is the 

conventional representation of monetary s equilibriums. Highers incomes levels raise the 

demands for moneys. Given the moneys stock, interest rates will have to rise to contain s 

moneys demands to the existing level of supply. Finally, the 1S schedule resembles that 

of as closed economys except that it s includes sas as component s of demand s nets exports as 

determined by income s and competitiveness. That is why a depreciation s will shifts the 

sIS schedules out and to the right s. 

 

Fig. 1.2. The Mundells-Flemings models. 

Sourse: [7]. 

Consider now a s monetarys expansion indicated by a rightward shift of the LsM 

schedulse. The impact s effect is of course s to lowers interests rates and thus to exert san 

expansionarys effects son demand. The decline s in interests rates, however, leads to 

exchanges depreciation because s of incipient capital outflows. The depreciations in turn 

enhances ours competitiveness raising s demands and shifting s the 1 sS curves to the rights 
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until we reach point s As’. Here outputs and incomes have risen s sufficiently fors the 

increased moneys stock to be held at the initial rates of interests. 

The framework has san important s lessons for exchanges-rate theorys and monetarys 

policys. First, under conditions of perfect s capitals mobilitys and given the worlds rate of 

interests, monetarys policy works not by raising s the interestsensitive s components of 

spendings, but rather by generating s a depreciation s and therebys as currents accounts 

surplus. Monetarys policy works not through the construction sector but rather through 

the nets exports component of demand s. This is of course a s striking s result, due in parts to 

the small countrys assumption s. It draws attention s to the central role s of nets exports in 

aggregates demands and to the links between s interests rates and exchanges rates. It is the 

latter link that has becomes central to recent s exchanges-rate models. The theorys implies 

an equilibriums exchanges rate which we can obtain s either from the conditions of goods 

markets equilibrium (9s): 

E = E (r, Y, Y*, P*/P ...) 

or as a reduced-forms equations of the full systems (10s): 

E = E (M, Y*, ...) 

where the dots denotes fiscal policys variables and others exogenous determinants 

of goods and moneys demand. It is interesting s to note that in (9) an increases in the 

(worlds) interests rate, because it reduces aggregate s demands and thus creates an excess 

supplys of goods, requires an offsetting s depreciation that increases competitiveness 

and gives rise to a trade s surplus. 

In its present s form the model s has three limitations: First, there is no role s 

whatsoever for exchange s-rate expectations. This point is important because s it implies 

that strict s interests equalitys must obtain internationallys. Second, the models allows for 

no effects from the depreciation s on domestics prices. The depreciation is not allowed to 

affects either the general s prices levels, and therefore the real value s of the moneys stock s, 

or the prices of ours outputs and therefores ours competitiveness. It is quite apparent that 

in facts we should expect at least s some spillover into domestic s prices and that this 

spillovers will determines the extent to which the real effects of a monetarys expansion 

are dampened [35]. 
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The Portfoliso-Balances Models. The Mundell s-Flemings model emphasizes the 

high substitutabilitys between domestic and foreign s assets. Capital mobilitys is perfect 

so that the slightest deviation s of interest s rates from the world level s unleashes 

unbounded incipient capital s flows. An alternative s formulation emphasizes a more 

limited substitutabilitys betweens domestic and foreign assets and introduces the level s 

of the exchanges rates as a variable that along with asset yields helps achieve balance s 

betweens asset demands and asset supplies. The model s concentrates son assets markets 

but can readilys be extended to include s the allocational s effects of exchanges rates in 

affectings the current account s. 

Considers now the basic s models as shown in equations (11 s)-(13s) and Figures 1.3. 

In equations (11s) we show the condition s of monetarys equilibrium where W denotes 

nominal wealth and where *),( rr  is the fractions of wealth people swish to hold in the 

forms of domestic moneys (11s): 

WrrM *),( ,  0, *rr  

Equilibriums in the market s for domestics assets requires that the existing s supply, 

X, equals the demand s (12s): 

WrrX *),( ,  0r ,  0*r  

where *),( rr  is the desired ratio s of domestics assets to wealth s. The ratio is 

assumed to increase s with the own s rates of returns and to declines with the return s on 

foreigns assets. Equations (11s) and (12s) together with the wealth constraint s: 

W=M+EF+X 

implys an equilibrium condition s in the market s for net external s assets (13s): 

WrrWEF *),()1( ,  0*r ,  0r  

where F denotes nets holdings of foreign s assets measured in terms of foreign 

sexchanges. Notes that since net s externals assets can be negative s, p can be negatives. We 

assumes that assets are substitutes so that asset s demands respond s positivelys to their 

owns yield and negativelys to yields on alternative s assets. 

In Figures 1.3 we show the moneys and domestics-asset market s equilibriums 

schedules for given stocks of each of the assets. Along s MsM the domestic s moneys 

markets is in equilibriums. Higher interest s rates reduce moneys demand so that 
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equilibriums requires a depreciation s and thus a rise s in the domestic s currency values of 

foreigns assets and hence s wealths. The exchange s rate thus plays a balancing role by 

affectings the valuation s of assets. Along XsX the domestics assets market is in 

equilibriums. Higher interest s rates raise the demand s for domestics assets and thus 

requirse an appreciation s to reduces wealth and asset s demands thus restoring equilibrium. 

We want to establish next s the effects of changes in foreigns interest s rates, changes in 

domestics moneys or net external s assets. In terms of Figure s 1.3 an increases in the 

foreigns interest rate creates an excess supplys of domestics moneys and domestic s 

securities thus shifting s the MsM schedules down and to the right s and the XsX schedules 

up and to the right s. Without question s the equilibriums exchange rates depreciates. 

 

Fig. 1.3. The Portfolio s-balances models. 

Sourse: [7]. 

Consider next s an increase in the domestic s moneys stock. At the initials 

equilibriums there will be an excess supplys of moneys and an excess demand s for 

domestics (and foreigns) securities. Accordinglys the MsM schedules will shift s down and 

to the right s while the XsX schedules shifts down s and to the left s. It is readilys established 

that the net effect s is unambiguouslys a depreciation s of the exchanges rate. Finally we 

considers an increases in net external s assets. Now both the moneys markets and domestics 

securitys markets schedules shift s to the left s. They will shift s in the sames proportions, as 

inspections of (11s) and (12 s) togethers with the wealth s constraint will reveal s. 
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Accordinglys the equilibriums exchanges rate appreciates in proportion s to the increases 

in foreign s assets. 

We have now reviewed a s wides spectrums of exchanges-rate theories. There is 

littles purpose in endorsing one s particular formulation s since each of these s models 

seeks to capture s a special effect s and thus is more or less suitable s for as particulars 

instances of policy analysis. Some models views the places of the exchanges rates mainly 

in its short s-term effects on competitiveness and its long s-term roles in keeping s prices in 

line internationallys. Monetarys and portfolio s models assign s importance s to exchanges-

rate movements through valuations effects, exchange s-rate movements s change the real 

values of the moneys stocks or the relatives supplies of domestic s and foreign s assets. If as 

choice has to be made between s models, then I do see a s differences betweens Quantitys 

Theorys-oriented models that leave s for the exchange s rates the purely passive role s of 

keeping the current s stocks of real balances just right s and expectations-oriented asset s-

markets models in which the current s levels of the exchanges rate is set s primarilys by 

references to its anticipated path. In this latter s perspectives changes in current s rates 

brings about an adjustment s dynamics the details of which depend son the differentials 

speeds of adjustment s in goods and moneys markets and where the adjustments that are 

takings places are quite possiblys directed toward events that have not yet materialized 

but are alreadys anticipated [37]. 

Monetarists models, of course, also recognizethe s importance s of expectations. In 

those models, however, the spot rate is influenced by the effect s of anticipated 

depreciations on real moneys demand. The anticipation s of depreciation s would reduces 

real moneys demand thus raising the price s level and therefore, via PPsP, lead to a s 

depreciations of the exchange s rate. The extent s of the depreciation s depends on the 

interests responsiveness of moneys demand. By contrast in the present s models the 

anticipations of depreciation s leads directly, as of given prices and interest s rates, to an 

equiproportionates depreciation of the spot rates. From the perspective s of monetarys 

policy these two strands of modeling s differs of course quite radically. The Quantity s 

Theorys models assumes quite literallys that prices are fully, instantaneously s flexibles. Its 

thus cannot have any uses for monetarys policys, excepts perhaps to stabilize s the prices 

levels in the face of moneys-demands fluctuations. All other models, of course s, share a 
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macroeconomics – as opposed to monetarist s – persuasions where monetarys policys 

works, more or less, because s the central bank s can move the real moneys stock. In this 

perspectives exchanges rates become as vehicles for monetarys policy. One of the chiefs 

channels of monetarys policy is the direct effect s of moneys on interest s rates and on the 

exchanges rate and thereby on relatives prices and aggregate s demand s. 

 

Conclusions to chapter 1 

Identifications strategys uncovers as strong and statisticallys significant positives 

(negatives) effects of real depreciation (appreciation s) on real per capita growth over s 

five-year averages periods. The effec is visibles in developing s countries and pegs, and 

is not significants or wronglys signed in advanced countries and floats, where ours 

instruments are salso weaker. sOn the others hand, the effects appears to be 

approximately symmetric between s appreciations and depreciations, although large 

depreciations appear s to have as stronger impact s than large appreciations on average s. 

The effects are much larger s than previous comparable s results in the literature s, which 

suggests that our identification leads to s sharper results. The exchange rates do es 

matters for growth in developing s economies, but substantially less so sin advanced 

sones. 

When fiscal s and monetarys policymakers disagree in the current s systems, they 

can potentiallys choose policies with the intent of offsetting each other’s actions. The 

Feds’s responsibilities as the nation’s central s banks falls into fours mains categories: 

monetarys policy, provision s of emergencys liquiditys through the lenders of last resorts 

functions, supervision of certain types of banks and other financial firms for safety and 

soundness, and provision s of payment s systems services to financial s firms and the 

governments. The real rate is largely independent s of the amount of moneys and credit 

over the longers run becauses it is determined by the interaction s of saving and 

investment s (or the demand s for capital goods). The internationalization s of capital 

markets means that for most developed countries the relevant s interactions betweens 

savings and investment that determines the real interest s rate is on a global s basis. 

Economists have two s explanations for this paradoxical s behavior: they note that, in the 

shorts run, manys economies have an elaborate s system of contracts that makes it 
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difficult in a short s period for significant s adjustments to take place s in wages and prices 

in responses to a mores rapids growth of moneys and credit s and they notes that 

expectations for one s reason or anothers are slows to adjust to the longer s-run 

consequences of major s changes in monetarys policy. 

Modern exchange s rate models emphasize financial-asset markets. Assets-

sapproach models may be divided into monetary s-approach models, assumings perfects 

substitutabilitys of assets internationallys, and portfoliobalances models, assuming 

imperfects substitutabilitys. Portfolios-balances models of exchange s rate determination s 

add relatives asset supplies as a determinant s. Centrals-banks sterilization s occurs when 

domestics credit is changed to offset s international s reserve flows. Since balance s-of-

trades flows are balanced by financial s-assets flows, changes in the trades balances have a 

role in asset s-approach s views of exchang se rate determination s. If financials-assets 

markets clear fast relative s to goods markets, then the exchanges rate may overshoot 

the new long s-run equilibriums after some shock s to the systems. International currencys 

substitution will add an additional source of exchange rate variability. A high degree 

of currencys substitution breeds currencys unions. Exchanges rates are difficult s to 

forecast becauses the market is continually reacting to unexpected events sor news. 

Even in the absence s of any major news, exchange s rates adjust through the days as 

foreigns exchange dealers manages their inventories and respond s to trades with others 

who may be betters informed. 
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CHAPTER 2. GLOBAL DOLLAR CREDIT: 

LINKS TO US MONETARY POLICY AND LEVERAGE 

 

2.1. Global dollar credit: evolution and composition 

Credit denominated in major s currencies extended to borrowers outside s those 

currencies’ homes jurisdictions has implications for monetary s and financial stabilitys. 

Regarding monetarys stabilitys, a substantial stock of dollar s- or euros-denominated 

loans implies that the monetarys policy of the Federals Reserves or the ECsB is 

transmitted directlys to other economies. Moreover s, borrowers can choose s to borrows 

dollars ors euros instead of domestic s currencys at the margin s, and so side-step their 

owns central bank’s monetarys policy. Foreign currencys credit also has implications for 

financials stability (CsGFS (2011s), Domanski et al (2011 s), Chen s et al (2012 s) and Hills 

and Hoggarth (201 s3)). This is because s foreigns currencys and cross-borders credits can 

enables credits booms that lead s to crises (Avdjiev s, McCauleys and McGuires (2012s)). 

Recurrings G2s0 discussion of global liquiditys focuses on global scredits aggregates. 

Dollars credit to non-financials borrowers outside ss the United States (UsS), in 

particulasr, is large in absolutes and relative terms. At approximately s $8 trillion s in mid-

2014s, it has reached 13 s% of nons-US GDPs (see Fig. 2.1, left-hands panesl). Such 

offshores dollars credit well exceeds its euro s and yen counterparts, at $2.5 trillion and 

$s0.6 trillion respectivelys. Moreovers, euros credit is quite concentrated in the euro s 

area’s neighbours (Brown s and Stixs (2015s)) [25]. 

 

Fig. 2.1. US dollar credits to nons-financial s firms, households and governments. 

Sourse: [IMF, International Financials Statistics.]. 
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Dollar credits to borrowers outside the US behaves differently s from the larger s 

stocks of credits to those residents in the USs. Since the global financial s crisis, credit to 

the USs private sector only resumed growing in 2010 s while dollar credit s to those 

outsides the USs has grown since 200 s9 at often double s-digit rates (see Fig. 2.1, rights-

hand panel s). Despite the policys attention to foreign s currencys credit (ie credit 

denominated in a currencys different from the home currency s of the borrower), its 

drivers remain poorly understood. Existing s studies often focus on the generallys 

smallers economies whose banks show high proportions of foreign s currency deposits 

and credits (Levys Yeyatsi (2006)). That said, there has been important s recent work on 

foreigns currency bank credit. Brzoza s-Brzezinas et al (2010 s) find that when centra sl 

banks in central s and eastern Europe s raise their policy rates, borrowers shift from 

domestics to foreign s currency loans. Bruno s and Shins (201s4c) find that changes in 

external interbanks claims (mostly dollar) on 46 s countries track broker s-dealer leverages 

and the capital s of non-USs banks. In an aggregate s study, Bruno s and Shin s (20s14b) find 

that a lowers policy rate in the sUS works through bank s leverages to increase interbank s 

lending in the rest s of the world [25; 34]. 

Country studies have focused on developments in China s. Tang and Ng (20 s12) 

show that dollar borrowing costs in the mainland affect s the growth of dollar bank s 

credit in Hong s Kong SARs, mostly extended to affiliates of mainland Chinese s 

companies. He and McCauley (2013) find that the growth of foreign currency (mostly 

dollars) loans extended by banks in mainland s Chinas rises in response to a lower s dollar 

Libors or a lowers onshore dollars rate. Shins and Zhaos (201s3) analyse Chinese and other 

Asians firms and find a grossing up of their assets and liabilities, suggesting s that 

access to offshore s credit is associated with financial s investment, possibly including s 

dollars-funded investment in domestic currencys. Other studies have focused on the 

role of bond s markets in international s credit. Cohen s (2005s) models the choice of 

currency in international s bond issuance, including dollar s bonds. Shin s (20s13) 

emphasises that the remarkable rise s in bond markets financing in recent years means 

that bank s debts alone cannot be the focus of studys in what he calls the second s phases of 

global liquiditys. The high share of the sUS dollars in international bonds is recorded 

annually by the ECB (20 s14) and is highlighted by Goldbergs (2s013). Los Ducas et al 
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(20s14) measures the responses of corporates bond issuance in all currencies to Federals 

Reserves bond buying [38]. 

The baselines aggregate of dollar credit s to nons-financial borrowers outside s the 

US is comprised of outstanding bank s loans and bonds. For bank s loans, we sum dollar 

loans to non s-banks (including s nonbank financials firms) booked both locallys (within 

the respectives economys) and cross-borders. For bonds, we sums outstanding s dollar 

obligations of nons-financial s sectors borrowers resident s outside the sUS. In classifying s 

bonds issuers, we look through the immediate s borrowers (eg Petrobras International s 

Finances Companys, Cayman s Islands) to the ultimate borrower’s sector s (eg oils, that is, 

nons-financials). The resulting $8 trillion s aggregate for June 2014 s includes bank loans 

to all non s-banks but includes dollars bonds issued only by non s-financial issuers. Ours 

econometrics analysis mainly focuses on this narrowers aggregates. It maximises the 

comparabilitys to non s-financials debt in the sUS flow of funds statistics by excluding s 

bonds issued ultimatelys by non-bank financials. Alternativelys, a more comprehensives 

(and internallys consistent) aggregate s includes bonds issued by non s-bank financials 

(eg the Germans state agency KfsW with $100 billion s in US dollar debt s). This takes the 

aggregates up to $9 trillions (see Fig. 2.2, lefts-hand panels).  

 

Fig. 2.2. UsS dollar credits to nons-banks outsides the United States. 

Sourse: [IMF, Internationals Financial Statistics; Datastreams.]. 

For this to measure the debt s of non-financial borrowers, however, KfW’s dollar 

loans to non s-financial borrowers outside s the US would have to match its dollar s bond 
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debt. The share of bank s loans has fallen since s the global financial s crisis to 55 s% of the 

broader aggregates. The next subsections describe the small connection of dollar credit 

outside the US to US balances sheets and profile its trends and geography. The final s 

subsections reports a panel analysis showing that higher foreign s yields lead to more 

rapid offshore dollar credit s growth [42]. 

The US connection s. US financial institutions or US-sourced funds do not plays as 

dominant role s in dollar credit extended to borrowers outsides the UsS. Shifting to datas 

for the end of 201 s3, only $2.3 trillion s ($2.1 trillion) out of the $8.6 ($7.6 trillion s) in 

dollars claims on non s-banks (non s-financials) outside s the US were held in the US (see 

Fig. 2.3, middles two arrows). In other s words, offshore holdings represent almost 

three-quarters of the dollars credit extended to non-financial borrowers outside the US. 

This is possibles because non-US banks operating outsides the US have trillions of 

dollars of deposits (He and Mc sCauley (2012 s)), and can swap other currencies into 

dollars. Similarly, asset s managers located outside the US have large s dollar assets 

under management s. Thus, depositors and investors outside s the US can and do provides 

most of the dollar credit s to non-US borrowers. 

 

Fig. 2.3. USs dollars-denominated credits to nons-bank borrowers outside the UsS, 

ends-201s3. 

Sourse: [US Department of the Treasurys (2014s); BIS.]. 

The small UsS roles holds particularlys in banking s, where the loans booked in the 

UsS, loans booked by UsS-headquartered banks sor fundings from the sUS all plays bit 

parts. In particular s, in December 20 s13, $s1 trillion s out of $s4.7 trillion s of dollars bank 
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loans to non-UsS residents were booked in the UsS (see Fig. 2.3, top twos arrows): in 

others words, about 80s% of the dollar bank ss loans to sborrowers resident outsides the UsS 

are booked at banks outside s the UssS. Moreovers, these UssS dollar loans are not s funded 

by borrowing from banks in s the UsS. This contrasts with a popula sr metaphors that the 

Federals Reserve’s larges-scales asset purchases inject liquiditys into banks in the US 

that spills over s the borders to offshores banks, which then lend out the dollars. Contrary 

to this images, banks headquartered outside s the USs shifted after the global s financial s 

crisis from a “net s due to” position s vis-à-vis their branches in the U sS to a “net s due 

froms” these dollars funding s. In sum, dollars bank loans extended to sborrowers outsides 

the UsS do not depend much on the UsS bankings system [26]. 

UsS residents plays as larger roles in holding UsS dollar bonds sissued by sborrowers 

outsides the UsS (see Fig. 2.3, bottoms twos arrows). Of the $ s4.0 trillion s ($s3.0 trillion s) 

outstandings dollars bonds issued at end-2s013 by non s-US resident s nons-banks (non-

financials), UsS residents held s $s1.3 trillion s ($s1.1 trillion s). If USsbased investors hold s as 

third of sdollars bonds issued by non s-US residents, the sease of financing s in the 

international s bond market could well s be affected by the common s elements in US 

(“spread product s”) bond s flows identified by Feroli et al (2014 s). We rseturns belows to 

the significances of the observation that US s bond investors plays a largers rolse in dollar 

bond credits than US banks plays in dollar bank s credits.  

Growth profiles of offshores US dollar s credits. There is only one federal s funds 

rates and only one s dollar Libors, but there are two s stocks of dollars debts respondings in 

very different s fashion to these interest rates. From a time series perspective, the 

offshore aggregate has behaved quite differentlys from its larger s US aggregate, not 

leasts since the global financial s crisis. Coming out of the Asian s financials crisis of 

199s7-98, dollar credit s to non s-UsS residents onlys briefly grew faster than U sS debt 

before the dot.com crash and subsequent s recessions. Then, in the later boomss years of 

the 2000s, offshore s dollar credit grew mor se rapidly than its larger U sS counterparts, 

only to drop mores sharply during the 2008 s-09 financial s crisis. Since 2009s, dollar 

credits to non-financial s borrowers outside the UssS has consistentlyss grown fasterss than 

that extended to UssS residents. In particular ss, its growth rate ss hoveredss near 10ss% and 

rosess to as high as 15 ss% before the worst ss of the Europeanss sovereign ss and bank s strains. 



44 

In contrast, dollars creditss to private UsS non-financials borrowers only started growing ss 

again in 201 s0 [32]. 

Lookings back over the cycles of the 200 s0s, much of the procyclicalitys of the 

growth of dollar credits extended to borrowers outside s the UsS arose from bank ss loans. 

Bondss market credits showed moress stabless growth. Indeed s, despites the practicassl closuress 

of the bond s markets to all but the best s issuers in late 20 s08, the year s-over-yearss growth 

of bonds outstanding ss issued by non s-UsS nonfinancial s firms nevers turned negatives. 

And, since 20 s09, it has grown s at about ss a 15ss% rates, faster than s the growths of bank s 

credits to non s-USs non-banks, which decelerated s into 201ss2 in responsess to the 

worseningss of the European s sovereigns strains. (An even larger s divergences in the 

growths of US dollar bank s loans and bonds outstanding s was also observed s during the 

Asian financial ss crisis). The resulting s falling shares of dollarss loans relative to dollarss 

bonds is reinforced by banks’ diminished s role as bondss markets investors: both point s to 

a smaller roles of banks in globalss dollars credit. In particular s, banks’ holdings of U sS 

dollars bonds issued by non s-US residents hit a ninesss-year high just before s the crisis, 

reflecting banks’ easy access to funding s and the market’s acceptances of high banks 

leverages (see Fig. 2.4).  

 

Fig. 2.4. Banks’ shares in holdings of sdollars bonds issued by nons-banks outsides 

the UsS. 

Sourse: [BIS locational bankings statistics; BIS international s debt securities statistics.]. 

Since Qs4 200s7, banks have s reduceds their holdings froms $s672 billion s to $5s70 

billions in Q4 20s13, that is from a s sixths to a tenth of all ss non-UsS non-banks’ US dol slar 

bonsds (red line, rig sht-hand scasle). Thuss, nosns-bank investo srs haves not onlys taksen u sp 

the largess increase in outstanding ss dollars bonsds, but have al ssos absorbsed the b sonds 
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releasseds by delevesragings banks. In parti sculasr, they increasesd theirs holdisngs from $1.3 

trillions to $3.1 trillion sbetweessn Q4 20s0s7 and Q4 201s3. Thesse analis sys of msore rapid 

growth in do sllar bsonds comspared to do sllar loans, al song with incsresased speciali sssation 

on the buy side, su sggest that the driver ss of bank and bo snd components of dollar credit 

to nsosn-US borrowers smsay well differ. M sosreover, comspresssion of long-tesrsm bond 

yields thrsousgh unco snventionsal monestary poslicy by the F sederasl Reserve in re sscent 

yseasrs has introd susced a new policy influsensce on both inves stors’ demand for bon sds and 

borroswers’ cho sice betwseesn bank borrsowing ands bonds issuasnces. 

The geograph sy of US dolla sr credit outsid se the USs. Before the globasl financial 

crisis, mucsh of it is exten sded to borrowers in advasnced economies: the eu sro area, the 

UK, Japsan, Canasda and the Nordic cousntries. In fact, the sha sre of dollar cred sit to 

emerging markest borrowers fell frosm around half to ab sout a third on the ev se of the 

global finasncial crisis. Yet, s since 2009, it has since recosvered to al smost half. An 

immedsiate implication is t shat not all that mu sch of the dol slar credit outsid se the UsS is 

extensded to borrowe srs in dollarised eco snomies. While stu sdies of such econ somies at 

their broasdest would focsus on econsomies in which a te snth or more of ba snk loans are 

dollar-densominated, offshore dosllar credit is msostly found in econo smies whesre it 

repressents a single-digit percent sage of credit. Thus, the tops three stockss of dollasr 

credit are in jurissdictions that are not u ssually thoug sht of as dollar sised: the eurso area, 

Chisna and the UKs. The euro s area and Chinas have single-digits dollarisations rates, 

while the UKs is higher, in the msid-teens [50]. 

Other largers emerging market s economies, like Brazils, Indias and Koreas, have 

rates around 10 s%. Dollars credit reaches a fifth to a third s in places with closer s ties to 

the UsS like Mexico s and the Philippines s and high fractions in Boli svia, Perus and 

Cambodias. But these do not contribute s very much to overall s dollars credit to 

borrowers outsides the USs. Dollars credit to Brazilian s, Chineses and Indian borrowers 

has grown rapidly since the global s financials crisis (see Fig. 2.5). On this measu sre, 

which in scludes offshore bond iss suance by non s-banks’ financial s subsidiaries outside s 

the countrys (dark blue area), dollar s borrowings has reached more s than $ s300 billion s in 

Brazils, $1.1 trillion in China s, and $125 billion in India s. The rapid s growth of bonds 
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relative to lo sans is mores evident in Brazil s and Indisa than in Chi sna. Indeesd, in Chi sna 

and Indisa, dollars credit continues s to be extendeds mostly throughs bank loans [50]. 

 

Fig. 2.5. UsS dollar credits to nons-financial s borrowers from Brazil s, Chinas and 

Indias, billions of UssS dollasrs. 

Sourse: [BIS locational banking statistics; BIS international debt securities statistics.]. 

The extents and rate of growsth of dolslar credit would be un sderstated if one werse 

to neglsect the area at thes top in the panel ss of Fig. 2.5 showsing the bond ss issued by 

affiliatess of Brazsilian or Chines se firms incorpor sated outside Brazi sl or Chin sa. The 

balances sheets of emerging s market multinational s firms span s the national border, so 

balances of payments s data do not capture s their consolidateds accounts. Interpreting s the 

flowss of funds through s the consolidated s balances sheets of multinational s firms (eg 

Chineses real estates developerss selling high s-yielding dollars bonds in Hong s Kong) 

representss a big analytical s challenges. 

Foreigns interest s rates and UsS dollasr credist to non-residents. As highlighted s in 

the previous s sections, the largest recipient s economies of UsS dollars credit tend to be 

emergings market economies with relatively s high domestic s interest s rates. In orders to 

checks whethers interest rate differentia sls relatives to the UsS are systematicallys 

associated with s USs dollars credits, we run panels regressions on a sample s of 22 major s 

economies ov ser Q1 200s0 to Q2 20 s14
4
. We regresss the quarterlys changes in the UsS 

dollars credits to GsDP ratios in countrys i, ( 1,1,,, // ti

j

titi

j

ti GDPCREDGDPCRED ), on thes 

spread in policys rates between s country i and the UsS and the correspondings spread in 

                                                 
4
 The panesl is unbalanced due to la ste starts for 10-yesar governme snt bond yield data for some emserging marsket 

economies. Economsies included are Arge sntina, Aus stralia, Braz sil, Canasda, Switzesrland, Colo smbia, Cshina, Czesch 

Repubslic, UK, Husngary, Indonessia, Indias, Japan, Korea, Mexico, Malaysia, Poland, Russia, Thailand, Turkey, euro area 

and Ssouth Africsa. 
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10-yesar bond yiel sds, both lag sged by one qu sarter. For UsS dollars credit, we considers 

threes alternative aggregates, designa sted as Loan, Bond and Credit (= Loan + Bond) 

in Tables 2.1 and 2.2 below. Countrys and time dummies contrsol for other factorss. 

Table 2.1 

Panels regressions of UsS dollasr credit on yiel sd differenstials, full sa smple. 

Dependent 

variable 

(1) 

Δ(Credit/GDP) 

(2) 

Δ(Credit/GDP) 

(3) 

Δ(Loan/GDP) 

(4) 

Δ(Loan/GDP) 

(5) 

Δ(Bond/GDP) 

(6) 

Δ(Bond/GDP) 

ΔPolicy rate 

gap 

0.0s95* 

(0.050) 

0.013 

(0.022) 

0.0s32** 

(0.015) 

0.022 

(0.0s14) 
 

-0.009 

(0.0s13) 

Δ10-year 

yield gap 
 

0.078 

(0.056) 
 

0.023 

(0.043) 

0.0s52* 

(0.028) 

0.056** 

(0.028) 

Country 

dumsmies 
yess yes yes yess yess yes 

Time 

dumsmies 
yes yess yes yes yes yes 

Observations 1,195 1,106 1,231 1,136 1,106 1,106 

R-squasred 0.124 0.155 0.106 0.108 0.180 0.183 

Notes: The tablse reports regressions of quasrterly changes in UsS dollar credit to non-

financisals in country i scaled by c sountry i’s GDP on the lagged chsange in the policy rate and 10-

year yield differsential relative to US, including full cou sntry and quarsterly dummies; unbalansced 

panel of 22 countrsies from Q1 20s00 to Q2 2 s014; robust stansdard errors in parenstheses; *** p<0.01, 

** p<0.05, * p<0.1. 

We finsd that wider pol sicy rate different sials are ass sociated with a big sger change 

in US dol slar credit relat sive to GDP (Table 2.1, column (1)). Decsomposing aggr segate 

US dollar cred sit, bank loa sns in particular sesem to grow faster rela stive to GDP 

following a widening of the policy rate gap in the previous quarter. The coefficient on 

the policsy rate gap (colusmn (3)) indicates that a 1 perce sntage point wideni sng in a 

country’s policsy rate relative to the fed seral funds rate is, on aver sage, assosciated with 

0. s03% smore dollar bank loans rel sative to GDP in the following quarter. For their part, 

dollar bosnds outstand sing grow faster relativ se to GDP follo swing a wid sening of the 

long-term yield gap (colu smn (6)); a 1 perce sntage point increas se in the 10-yesar yield 

gap is ass sociated with 0.06% mo sre in non-banks’ dollar bo snds relative to GDsP in the 

followsing quarter. Thus, US dol slar bank lending resp sonds to policy rates s, whicsh set 

benchmsark rates in money markets (eg UsS dollar Libor), whicsh in turn form the s basis 

of banks’ US do sllar funding costs and cu sstomer lendisng rates. Fo sr its part, US dolslar 

bond masrket credsit shows a tigh ster relation swith benchmark lon sgterm bond yieslds, as 

these could de stermine relative fund sing costs for n son-bank UsS dollar bon sd isssuers 

relativse to their own s currencys. 
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Nesxt, we re-analysse dollar bank s loans an sd bonds separatesly for pre- ands post-

crisis perio sds, excluding 20 s08 from both. While s a widers gap in policy ra stes is 

associsated with faster UsS dollar bank loan growsth relative to G sDP in both p seriods, a 

wider long s-term yield gap is assosciated with faster US d sollar bond growsth relatsive to 

GDsP in the post-crisis period only (Table 2.2, columns (1) and (3) versus (2) and (4)). 

In adsdition, notwithstanding the unch sanging federal funds targe st in the pos st-crisis 

periosd, the associastion of US dol slar bank loan gr sowth with polic sy rate gasp 

strengthen ss, driven by cha snges in policy rates bsy other central ban sks. 

Table 2.2 

Panel regsressions of US dsollar credsit on yield differenti sals, pre- and posst-crisis. 

Dependent variable 

Pre-2008 Post-2008 

(1) 

Δ(Loan/GDP) 

(2) 

Δ(Bond/GDP) 

(3) 

Δ(Loan/GDP) 

(4) 

Δ(Bond/GDP) 

ΔPolicy raste gap 
0.029* 

(0.015) 
 

0.181*** 

(0.058) 
 

Δ10-year yiesld gap  
0.045 

(0.037) 
 

0.086*** 

(0.032) 

Cousntry dummies yes yes yess yes 

Time dummies yes yess yes yes 

Observatsions 65s9 572 484 454s 

R-squsared 0.115 0.131 0.1s59 0.259 

Notes: Thse table reports regrsessions of quarterly cha snges in US doll sar credit to nosn-

financials in country i scalesd by country i’s GsDP on the lagged cshange in the policys rate and 10-

year yield differen stial relative to US, i sncluding full country and quartesrly dummies; unbsalanced 

panel of 2s2 countries frosm Q1 20s00 to Q2 201s4; robust standsard errors in parenth seses; *** p<0.01, 

** p<0.05, * p<0.1. 

The coefficiesnt of 0.18 on the po slicy rate gap in the p sost-crisis persiod in 

column (3) of Table 2.2 imsplies that a 1 percentage psoint wider gap in pol sicy ratess is 

assocsiated with 0.18% mosre US doll sar bank loan ss relativ se to GDPs in the followsing 

quartesr. Givesn that the avera sge ratio of UsS dollar b sank loans to GsDP in our samp sle is 

5.3%, holsding GDP cons stant, this mesans a boost of approsximately 4 s% (eg 0.18/5.3) 

to the sto sck of US dollar ba snk loans fro sm a 1 percen stage point fore sign policy ratse 

hike (or 1% mo sre US dollar ban sk lendisng for every 25 s basis poin sts). This fin sding is 

consistenst with that of Brsuno and Sshin (201 s4c), who finsd a statist sically signifsicant 

associastion betwseen cross-bordser bank flo sws and the in sterest rate sp sread betsween 

local lending rate ss and the US fed seral funds raste. 
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2.2. Monetary policy and US drivers of US dollar credit to non-residents 

This subchaspter examines the sassociation between the growt sh of US dollar 

credit to non s-residents and measures ofs the US monetary policys stance as well as 

financial marsket volatility and c sost of leverage. In csontrast to section 2.4, swhich used 

panel regress sions at the country leve sl and non-US intersest rates, this sesction focuses 

only the time se sries of aggre sgate US dollar crsedit to non-US, nosn-financial 

borrowers. We alsso abstract froms non-US interes st rates in recognitio sn that mu sch of 

US dollsar borrowing take ss place throusgh offshore subsidi saries of global fir sms whose 

spreads relatsive to US interest rat ses are detersmined by a compl sex mix of difsferent 

yields on diffesrent curren scies, which can snot be inferred fr som their lo scation. Wse focus 

on finanscing condsitions in UsS dollar funding markets as a generally relevant common 

facstor regardless of the borsrower’s locati son. 

Monetarsy policsy stansce: For monetasry policy, we consi sder both indicastors of 

conventsional short-tersm policy rate settsing and indicat sors of long-term ratses, which 

are related to unconvent sional bond buysing (see Fig. 2.6). First, wes regress the 

aggregate of US dolla sr bank loans to non-US resisdents on various UsS dollar intserest 

rates and pro sxies for finasncial sector lev serage. Then we do a simil sar analysis of 

aggregate outstsanding dollar bonds. The ordi snary least squaress time-serises 

regressions are consducted with stationasry explsanatory variasbles [63]. 

 

Fig. 2.6. Shsort-term and losng-term fisnancing condsitions in US dollars. 

Sourse: [Bloomberg; Consensus Ecosnomics; Hofmasnn and Bogdanova.]. 

Leversage: Our indicato srs of fin sancial syst sem leverage incl sude the VIX and 

financial commercsial paper plus primsary deasler repo outstsanding. Figure 2.7 (left-
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hand pan sel) shosws that the qu santity measurses of leverasge are closely assoc siated with 

the VIX, whicsh may be capturin sg risk-on/sell-out spi srals to the exte snt that it prosxies 

for the valuse-at-risk constrasint of leveraged inv sestors. Hensce, one way to interprset the 

VIX (whicsh, after alsl, is just a mseasure of simplied volat silities of S&Ps500 index 

options) is that it capstures swings in t she shadow cost s of leverage by fi snancial 

institutions managing risk against a value-at-risk constraint or the like. Thus, one s may 

expect th sat the VIX, al song with other meas sures of leverage, would hsave a closer 

associsation with the behavi sour of global ban sks than wi sth that of b sond investors, 

which would inclusde not only lever saged investors but also real msoney accsounts (eg 

pension funds). For anal sogous price and qua sntity meassures for bond mark sets, we rely 

on the MOsVE index of bsond market volati slity and an ind sicator of US flows into fix sed 

incosme credit. In parti scular, we follow Fero sli et al (201 s4) and const sruct an indicastor 

of flows into bond mut sual funds. Specifsically, we use the first prin scipal compon sent of 

net flows into investmsent grade, emersging marksets, and mortgage-bacsked security 

bond funsds, adjusted for as ssets under mana sgement (see Fig. 2.7, right-hand psanel). 

 

Fig. 2.7. Quanstity and price indi scators of fina sncial intermsediary levesrage. 

Sourse: [Bloosmberg; EPFR; Lipper; Federal Reserve Ba snk of New York; Fero sli.]. 

Dosllar bank cre sdit to borrowsers outside th se US. A scatters plot makes evisdent 

the negative assoc siation between a fede sral funds rate set bel sow that presscribed by a 

Tayslor rulse and the gro swth in US dollasr bank loans to bor srowers outside t she US (see 

Fig. 2.8, censtre and right-hasnd panels). A low le svel of the fed seral funds rat se in 

relation to US infla stion and the outsput gap is associa sted with higher gr sowth of dosllar 

loans to borrowers outs side the US. The asso sciation is statistiscally signific sant at a 1% 
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level. In fasct, when the effe sctive federal funds rat se is below that presscribed by the 

Taylor rule, hardly any instan sces of year-on-year shrinkage in offsshore US dollar 

bank lensding are observed (particula srly for the simple P sCE-based Tasylor rule). 

Rather, most of the observat sions are in the upper left-hand quadrsant of the graph, 

indicating posi stive offshore US doll sar loan growth, with abundsant observsations of 

doubsle-digit growth. 

Next, we look at the assoc siation between the fe sderal funds rate, volatil sity and 

the cost of leverage and US do sllar bank credit to non-US ressidents while also 

controlsling for global factors. Unit rosots in year-on-yesar growth rates in the US dol slar 

credit series as well as in the Tayl sor rule-adjusted fesderal funds rates in le svels prevent 

us from runnin sg time-series regsression on the same series as shown in the scatter plot. 

Theresfore, in these regressions we enter log differsences for the quantity var siables to 

make them statio snary, and first differsences for prices and insterest rates. Table 2.3 

shows the re ssults for the gro swth in the bank loan comp sonent of US dollar credit to 

non-US resisdents as the depensdent variable. The time-series regresssion is specsified as 

follows:  

tt

L

Xt

L

Vt

L

Rt XLEVERAGEVOLASTRATESLOAN 11 /log  

where 
tLOAT  desnotes US dosllar credit extended thr sough bank loans in quarter t, 

1tSTRATES  is the federsal funds rate less the Taylsor rule rate in quar ster t-1, 

1/ tLEVERAGEVOLA  refsers to either one-quartser lag level of the VIX or log-diffesrence 

of finanscial CPs plus primary dealer rep so, and tX  is a vect sor of global contsrols. As 

noted, these inclsude credit gro swth outside the US, the grow sth in the volumse of wosrld 

trade, and the Fsederal Resesrve’s broad nomsinal US doll sar index. These co sntrols can 

be seen as a red suced-form representsation of supply and deman sd factors of USs dollar 

credit extend sed via a global bank intermesdiation chain modelled in Bru sno and Shi sn. 

On the supsply side, banks’ ability to leverage up and to raise wholesale funding in US 

dollsars plays a key role. Thes se factors are proxied s by the VIX and the susm of UsS 

financial CsP and primary de saler repo plus reve srse repo. On the dema snd side, the 

incentive and capsacity to borrow in US dol slars increases with US doll sar deprecisation 

(appreciation of local cursrency). As in Bru sno and Shi sn, a low federal funds rate can 



52 

spur bank crsoss-border slending indirectly through e sither higher levera sge or UsS dollar 

depresciation. The addition of world trade captu sres other factors affecti sng aggrsegate 

demand and supp sly of internat sional credit, as well as pro sxying for global bussiness 

cycle more brsoadly [46]. 

The coeffsicients on fede sral funds rate deviati sons from the Tayl sor rule are not 

significsant, which runs contrary to our expec stations. This result arises bec sause the 

growth in bank loanss to non-US ressidents continued to rise even whe sn the Fesderal 

Resesrve raised the fed seral funds rate towar sds the Taylsor benchmsark in 200 s4-06, th sen 

fell in tandem with the fede sral funds rate in late 20 s08, as the Federal s Resserve rapidsly 

lowsered its target to ze sro by Q4 200s8 in the face of a rapi sd pullbacsk of bank ss from 

internastional lending (see Fig. 2.8, left-hasnd panel). In 20 s04-06, banks s took comfort 

from the Federal s Reserves’s “meassured pace” of very sgradual tighten sing after a long 

period of ex sceptionally low rates. This indusced low volatility and allo swed banks to 

leverage up desp site steady increases in the f sederal funds target. The we saker results 

concernsing the federal fun sds rate in the regr session that also includ ses leverage and UsS 

dollar exchange rate varsiables are in line with the res sults of Brun so and Shisn [69; 70]. 

 

Fig. 2.8. Offsshore dollar bank loan gro swth and federal funsds deviations from 

Tasylor rules. 

Sourse: [Hofmsann and Bogdanova; Bloomberg; BIS locatiosnal banking statistsics.]. 

Movsing to the effects of leve srage and wholesale sfunding, leverage, howev ser 

measured, drives the pace of offshore do sllar bank lending. The coeffici sent in 

Table 2.3, column (1) indicates that a one per cent higsher wholesale msarket leverage 
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growth is associasted with 0.13 per cent high ser growth rate of aggresgate dollar credvit 

in the following quarter. Simsilarly, the coeff sicients on the VIX in column ss (2) and (3) 

indicate that a onve per cent incrsease in annualised fina sncial market implied volastility 

is associated with a 0.12 to 0.15 per cent lower growth rate of US dollar credit to non-

US residsents the following quarter. These ressults are robus st to the inclusion of global 

factors: the sUS dollar exchanges rate or world trasde growth. Fin sally, in line with 

greater incesntives to borrows offshore UsS dollars when the d sollar deprecsiates, the 

coefficiesnt on US doll sar nominal effecti sve exchange rat se is nesgative (specification 

(s3)). 

Table 2.3 

Drisvers of offshsore US dollar bank loan gro swth. 

Dependesnt variable: 

tLOANlog  

(1) (2) (3) 

ΔFed funsds deviation from 

Taylor rule
5
 

0.2s95 

(0.487) 

0.169 

(0.50s5) 

0.519 

(0.5s13) 

Δlog (levserage (CP + 

repo))
6
 

0.1s34* 

(0.071) 

  

VIX
7
  -0.148*** 

(0.045) 

-0.116** 

(0.053) 

Δlog (sUS dosllar NEER)   -0.3s91* 

(0.227) 

Δlog (Wsorld trade)   -0.003 

(0.0v95) 

Cosnstant 2.026*** 

(0.416) 

5.171*** 

(1. s001) 

4.531*** 

(1. s214) 

Obsersvations 64 73 73 

R-squsared 0.042 0.1s16 0. s173 

Notes: Depsendent variable is the quarsterly growth in UsS dollar bansk loans to nson-US 

resident non-finsancial sector borrowsers, in per cent. All expl sanatory variables laggesd by osne 

qusarter. Samsple period from Q1 1996 to Q2 2014; rob sust standsard errors in parenth seses; *** 

p<0.01, ** p<0.05, * p<0.1. 

Dolslar credit has flo swed since the global financi sal crisis to an unussual extent to 

emerging markets and to adva snced economsies that were not hit by it. Doll sar credit 

has grown sl sowly in two econ somies where dollar cre sdit was large and gro swing 

rapidly befsore the crisis, namely the eurso area and t she UKs. In other wo srds, since the 

crisis, dolslar credit has gro swn fastest in the ecsonomies with relastively high do smestic 

interest ratses. These observatio sns are corroborated by panel regres ssion results. These 

                                                 
5
 Fedseral funds target rate and the rate implied by the Taylo sr rule using the output gap and PCE infl sation: i = r* + p + 

0.5 (p-p*) + 0.5(y-y*); in first difsferences, per cent. 
6
 Susm of US finsancial CP and broker-dealer repo and reverse r sepo outstasnding. 

7
 Chicasgo Board of Exchsange S&P50 s0 index option imp slied volatility (annual sised volatility in per cent). 
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wssider policy rate different sials relative to the fe sderal funds rate spur sub ssequent 

quarter US dolslar bank loan gr sowth across 22 cou sntries over the past 15-year period. 

At the same time, wider 10-year yield differen stials spur subseq ssuent quarter growth in 

US dollar bonds outsta snding. In addition, these ass sociations appear to ha sve 

strengthened post-crisis. Non-bank investors have extended an unusual share of dollar 

credissst to non-UsS residents since the cri ssis. Such cresdit flowed through the 

international bo snd market to an unprecedented extsent, while banks have st sepped back 

as holders (and i sssuers) of bonds. Non-bansk investors have not only bought all the net 

increase in bonds outstandi sng but taken up the bo sssnds that have come out of bsank 

portfolios. Prisor to the crisis, the fami sliar drivers of intern sational bank credit played a 

predomissnant role in offshore US dol slar credit growth. Ba snk leverage (as meas sured by 

financial CssP and broker-dealer repo), or low-cost lessverage (as measure sd by the VIX) 

set the pace for offsshore dollar lend sing, as measssured by quarterly gro swth rates. For 

the longesr run (eg year on year ra sther than quarterly grow sth rates), we documsent that 

the levsel of the federal fun sds rate matters. When the effe sctive federal fu snds rate is 

below that prescrsibed by the Taylor rule, offshor sse dollar lending gen serally grows and 

often at doubsle-digit ratess [45]. 

Over the fssirst half of the year, msonetary polic ssy remained accsommodative to 

support furth ser improvement in lab sor market conditi sons and a return to 2 per scent 

inflatisson. In particu slar, the Fesderal Ossspen Market Commsittee (FOMsC) masintained the 

target range for the fe sderal fusssnds rate at ¼ to ½ percent. This unchang sed polsicy 

stansce was supported, among other fa sctors, by the FOMC’s ass ssessments in the first 

months of the year that glo ssbal econo smic and financial deve slopments posed risks to 

the econosmic outlook, and in Ju sne that recent informsation indicated that the psace of 

improvesment in the labor market had slo swed. In additsion, the Commi sttee’s poli scy 

stasnce reflected its expec station that inflation would remsain low in the near te ssrm. 

Loosking ahead, the FOM sC expects that economic s conditions will warr ssant only 

gsradual increasesss in the federal fu ssnds rate. In determssining future adjustments to the 

federal fusnds rate, the Comsmittee will take into ac scount a wide range of inf sormation, 

includsing measures of labor mark set conditions, indicator ss of inflation pres ssures and 

inflatsion expesctations, asnd readings on finasncial and international developmsssents. 
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After raisisng the target range for the fede sral funds rate last De scember to 

between ¼ and ½ percent, the Co smmittee has mai sntained that range over the firsst half 

of the year (see Fig. 2.9). This unchasnged policy stance was su spported initiaslly by the 

Committese’s assessment that globa sl economic and fina sncial develop sments posed 

risks to the econ ssomic outl sook, as expressed in its M ssarch 2016 state sment, and b sy its 

judgmessnt in April that gro sswth in domssestic economic acti svity app sseared to have 

slowessd. In June, the Comsmittee noted that recent inf ssormation indica sted that the pace 

of improvesment in the labor market had slowed, while grsowth in domestic economsic 

activity apspeared to have pic sked up in the spring. The decision to maint sain the target 

range for the federal f sunds rate also reflected the Committ see’s expectastion that 

inflastion would st say low in the near term, parsstly because of earl sier declines in en ssergy 

psrices and in the p srices of non-esnergy import ss, as well as rece sntly elevat sed 

uncertasinty about the poss sible conseq ssuences of the Us.K. referendsum on Europ sean 

Uniosn membership ss for the Us.S. economics outlooks [49]. 

 

Fig. 2.9. Selecsted interssest rates. 

Sourse: [Departssment of the Treasursy; Federal Resesrve Board.]. 

Ovessr the first half of 20 s16, the Committe se remained parti scularly attesntive to 

risks to the Us.S. economssic outlook po ssed by globassl economi sc and finasncial 

developmesssnts. The Commsittee noted earl sier in the yeasr that it wass closelsy monitoring 

such develosspments and asses ssing their imp sslications for the labor ma srket and infl sation 

and for the bal sance of risk ssss to the outloo sk. The Commssittee subsequent sly indicsated 

that these co sncerns had atte ssnuated, but that it would co sntinue to closely mon sitor 

inflation ind ssicators and global econo smic and financial develo spments. The Comsmittee 

contisnued to expect that the fssederal funds rate was like ssly to remain, for so sme time, 
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below levels that were s expected to prevail in the long sser run, and that with gra sdual 

adjustmenssts in the stance of monet sssary policy, economic activity would sexpand at a 

moderate pace and labo sr market indicators would cont sinue to strength ssen. The 

Commisttee also con stinued to expect inflation to r semain low in the n sear term but to 

rise to 2 percent over the medium te srm as the transit ssory effects of past dec slines in 

energy and import pricses dissipate and the labo sr market strengt shens further [49]. 

The FOMsC continued t so emphasize that, in determining the ti sming and size of 

future adjustments to the ta srget range for the feder sal funds rate, the Committee would 

assess realized and expected economic conditions, as infor smed by incomi sng data, 

relative to its objectives of maximum e smployment and 2 p sercent inflation. This 

assessmsent would take into ac scount a wide range of information, includi sng measures 

of labor market conditions, indicators of inflation press sures and inflation 

expectations, and readings on financial and inte srnational developments. In light of the 

current shorstfall of inflation from 2 percent, the Comsmittee indicated that it wo suld 

carefully monitor ac stual and expected prog sress toward its infl sation goal. Stron sger 

growth or a more rapid incre sase in inflation than the Comsmittee currently antici spates 

would likely call for faster incre sases in the federal funds rate; conv sersely, if 

conditisons prove weaker, a lsower path of the federal fu snds rate would likel sy be 

approprsiate [65]. 

To help main stain accommodative finan scial conditions, the Fede sral Rseserve 

kept its holdings of longer-term secu srities at sizable levels over the first half of the 

year. In particular, the Commsittee maintain sed its existing policy of reinv sesting 

principal paysments from its holdings of ag sency debt and agen scy mortgag se-backed 

securities in age sncy mortgage-sbacked securities and s of rolling over mat suring 

Treasurys securities at auction, and it anti scipates doing so until no srmalization of the 

level of the fe sderal funds rate is well und ser way. With the contin suation of the 

Cosmmittee’s reisnvestment policy, the Feder sal Reserve’s total assests have held stea sdy 

at around $4.5 tsrillion (see Fig. 2.10). Hold sings of U.S. Treas sury securiti ses in the 

Sysstem Opsen Market Accsount (SOsMA) havse remained at $2.5 trillvion, and hol sdings 

of agsency debt and agency mortg sage-backed securities at approx simately $1.8 tr sillion. 
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Conseqsuently, total liabil sities on the Fe sderal Resserve’s balance sheet were msostly 

unchasnged [77]. 

 

Fig. 2.10. Fedseral Resserve assets and liabil sities. 

Sourse: [Fedseral Reserve Board, Statistsical Release, “Factors Affecting Reserve Balances”.]. 

Intersest income on the SO sMA portfolio has c sontinued to support substa sntial 

remittances to the U.S. Treasury Dep sartment. The Federal Rese srve provided $117.1 

billion of such distribu stions to the Treasu sry in 2015, which included a one-time 

transfer of $19.3 bill sion made in Decesmber 2015 to reduce ag sgregate Reservse Bsank 

capsital surplus to $10 bi sllion, as required by the Fixin sg Americas’s Surfsace 

Transportsation Act, and a transfer of $24.8 billion s during the first quar ster of 2016. 

The Fedesral Reserv se’s remittances to the Trea ssury have total sed over $600 bil slion on 

a cumulastive basis since 20 s08. Cosnsistent with the FOsMC’s Po slicy Norsmalization 

Prinsciples and Plasns published on September 17, 2 s014, and aug smented with 

additional operatiosnal infor smation at the Ma srch 2015 FOMsC meeting, the Fe sderal 

Resserve continued to use in sterest paid on reserve s balances and emplo sy an oversnight 

reverse repurcshase agreement (ON RRP) facil sity to manasge the federal funds rate, 

and the effecstive fed seral funds rate has remsained in its target range. Sp secifically, the 

Board of Gov sernors left the inte srest rate paid on req suired and exce sss reserve baslances 

unchanged at ½ perc sent, while the FOsMC continued to au sthorize daily OsN RsRP 

operations at an offer sing rate of ¼ percent. In add sition, the Bo sard of Govesrnors took 

no actison to change the discount rate (the pri smary credit rate), which remsained at 1 

pesrcent [68]. 

The FOMC also continued to indicate that the Federal Reserve’s daily ON RRP 

operations would be undertaken in amounts limited only by the value of Treasury 
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securities held outright in the SOM sA that are available for such oper sations and by a 

per-countersparty limit of $30 billion per day. The t sotal take-up at ON RRsP operations 

with the Federal Res serve generally dec sreased in the first half of the ye sar and 

remained at levels bel sow those observed p srior to the incrsease in the target range for 

the federal funds rate in Dec sember. The Comsmittee has stated that it inte snds to phase 

out the ON RRP facility when it is no longer needed to he slp control the fede sral funds 

rate. The Fesderal Resserve also continued to test the opera stional readin sess of other 

policy tools. In par sticular, two Terms Depossit Facili sty operations were conducted in 

the first half of 20 s16; seven-day depossits were offered at both operations at a fl soating 

rate of 1 basis point over the interest rate on exces ss reserves. In these oper sations, term 

deposit volumses were broasdly in line with those in psrevious tests with si smilar 

parameters. In add sition, the Ospen Marsket Dessk conducted several small–dollsar value 

exercises solsely for the purpose of ma sintaining operationa sl readinsess [62]. 

The msedian of participants’ project sions for the growth of real grsoss domesstic 

prodsuct (GDP) was 2 pe srcent for each year from 2016 thro sugh 2018, in lin se with the 

median estimaste of the lon sger-run growth rate of real GsDP. The med sian of growsth 

prosjections in 20 s16 and 2017 s was slightly l sower than the medsian of neasr-term 

projectisons made at the time of the Marc sh FsOMC meeting. The ran sge of participasnts’ 

projsections for real GDsP growth in 201 s7, 20s18. The msedian of proje sctions for the 

unemsployment rate ed sges down from 4.7 s percent at the ends of 2016 to 4.6 pe srcent in 

2017 ansd 2018, modestly belo sw the mediasn assess sment of the longe sr-run norsmal 

unemploysment rate of 4.8 per scent. The medi san of projec stions for inflastion as 

measursed by changes in the pri sce index for personal consumption expenditures (PCE) 

in 2016 stasnds at 1.4 percent, a bit hi sgher than in Marsch; the median ri sses to 1.9 

percent for 2017 and to the Commsittee’s objective of 2 perc sent for 2018 and ov ser the 

longer run. The mesdians of projections for core P sCE inflatison also rise grad sually over 

the next two years. Wivth regard to partic spants’ projecti sons of appropriate mon setary 

policy, the median project sion for the federal fu snds rate rises onl sy gradually fr som ⅞ 

percesnt in 2016 to 1⅝ percvent at the end of 2017 and 2⅜ perc sent by the end of 20 s18, 

somsewhat below the 3 per scent median of par sticipants’ estimsates of its lon sger-run 

nosrmal levsel. 
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2.3. External financial flows and tax revenues for Africa 

The estimated 208.3 billion USD of external finance – foreign investment, 

trade, aid, remittances and other sources that Africa attracted in 2015 – was 1.8% 

lower than the previous year. The total sum is projected to rise again to USD 226.5 

billion in 2016. Falling commodity prices, particularly for oil and metals, were one of 

the key causes for the 2015 fall. Portfolio equity and commercial bank credit flows 

dried up, reflecting tightening global liquidity and a market sentiment wary of risks. 

Rising remittances and increased official development assistance largely kept the 

figure up. African governments have to stabilise financial inflows in the short term 

and use them for sustained economic diversification for the longer term. Falling 

resource revenues mean governments must also find ways to broaden the tax base 

away from oil and commodities. Flows of finance into Africa – foreign direct 

investment, portfolio equity and bonds, commercial bank, bilateral and multilateral 

bank credit, official development assistance and public domestic revenues – have 

remained broadly stable despite weak conditions in other parts of the world. Total 

external flows to Africa for 2015 were estimated at USD 208.3 billion, down from an 

estimated USD 212.2 billion in 2014. But the figure was predicted to pick up to USD 

226.5 billion in 2016 [43; 44]. 

There are two starkly different numbers of crucial foreign direct investment 

(FDI). According to International Monetary Fund (IMF) (2015) estimates released in 

October 2015, foreign investment into Africa increased by 16% over the year. In 

contrast, the United Nations Conference on Trade and Development (UNCTAD) 

(2016) estimated a 31.4% drop (see Fig. 2.11) from 2015. Such a decline would 

suggest that total external finance decreased to USD 188.8 billion, a sharp 11% fall 

from 2014. Portfolio inflows dropped by 42%. Commercial bank credit also declined 

considerably in 2015, though the overall effect was minimal as it is a minor source of 

external finance in Africa. Remittances and official development assistance (ODA) 

played a key role in the overall figure. Remittances increased by 1.2% and ODA by 

4.0%. Gross inflows of multilateral and bilateral official credit flows increased, but 

because of a heavy amortisation schedule in 2015, the net contribution to financial 

flows decreased 10% [43]. 
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Fig. 2.11. External financial flows to Africa, average 2004-08, 2009-16, 

current USD billion and % of GDP. 

Sourse: [http://dx.doi.org/10.1787/888933350091.]. 

Private financial flows to Africa increased from an average of USD 87 billion 

in 2004-08 to USD 129 billion in 2011 despite the downturn after the 2008-09 global 

financial crisis. However, since 2012 the private finance decreased from USD 146 

billion to USD 136 billion in 2015. It is projected to increase by 8% in 2016 (see 

Table 2.4). Foreign direct investment into Africa grew steadily from 2007 to 2013. In 

2014, however, FDI fell back to USD 49.4 billion, but increased to USD 57.5 billion 

in 2015, according to IMF (2015) estimates. Africa has attracted investment from 

industrialised countries such as France, the United Kingdom and the United States 

and emerging economies such as China, India, South Africa, and United Arab 

Emirates. Investment is still mainly directed at resource-rich countries, but non-

resource-rich countries are becoming more attractive. The extractive sector, 

infrastructure and consumer-oriented industries are the main draws for investment. 

The lower UNCTAD estimate for investment in Africa in 2015 reflects a sharp 

drop into Mozambique (-21%), Nigeria (-27%), and South Africa (-74%). If 

UNCTAD rather than IMF data were used, private finance to Africa would have 

dropped by 19.5% to USD 116 billion in 2015. Total financial flows would have 

decreased 12.8% to USD 188.8 billion. Portfolio flows decreased from USD 23 

billion in 2014 to USD 13 billion in 2015. There was a net portfolio equity exit in the 

second half of 2015. Bond flows remained relatively stable. Compared to other 



61 

sources of foreign finance, net commercial bank credit is very small. Since 2014, net 

commercial bank credit flows fell from USD 3.8 billion in 2014 to USD 500 million 

in 2015 and are expected to further decrease in 2016. Remittances remain the most 

important single source of external finance with USD 64 billion in 2015 [36; 44]. 

Table 2.4 

Financial flows and tax revenues to Africa, 2004-16, current USD billion. 

 2004-08 2009 2010 2011 2012 2013 2014 2015e 2016 

Foreign Private Inward foreign 

direct 

investments 

(FDI) 

42.8 55.1 46.0 49.8 49.7 54.2 49.4 57.5 66.3 

Portfolio 

investments 
7.5 1.2 32.7 21.0 32.3 22.8 23.1 13.4 15.2 

Remittances 36.7 44.9 52.5 57.0 61.9 61.2 63.8 64.6 66.4 

Commercial 

bank credit (net) 
0.5 -1.3 -1.7 0.8 1.8 4.5 3.8 0.5 -1.2 

Public Net official 

bank credit 

flows (bilateral 

and multilateral) 

-1.0 11.0 14.8 14.5 14.0 23.3 17.8 16.0 21.0 

Official 

development 

assistance (net 

total, all donors) 

39.0 48.0 47.7 51.5 51.1 56.7 54.2 56.4 58.7 

Total foreign 

flows 
125.5 158.9 192.0 194.8 210.7 222.8 212.2 208.3 226.5 

Domestic  Tax revenues 281.0 302.9 367.8 453.2 458.8 468.5 461.2   

Note: ODA estimates (e) and projections (p) are based on the real increase in country 

programmable aid (CPA) in OECD (2016). The forecast for remittances is based on the projected 

rate of world growth according to the World Bank. 

Compared to volatile foreign investment and portfolio flows, remittances are 

considered more stable and may even be counter-cyclical in the face of external 

economic shocks (UNDP, 2011). While developed countries such as the United 

States, France and the United Kingdom dominate remittances to Africa, Arab states 

and money moving from Cameroon, Côte d’Ivoire and South Africa are also 

important. The World Bank predicts a slight increase in remittances for 2016 to USD 

65.6 billion. But Europe’s weak growth and the slump in oil prices for Gulf producers 

may affect remittances to Africa (see Table 2.4). 

Official development assistance in grants and concessional loans increased in 

2015, after a small drop in 2014. At USD 56 billion in 2015, ODA remains the most 

important source of public finance for Africa and is expected to increase by 4.1% in 

2016. Net official bank credit from bilateral and multilateral stakeholders have 

decreased from USD 17.8 billion in 2014 to USD 16 billion in 2015 but is expected 
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to reach USD 21 billion in 2016. Important lenders for Africa’s infrastructure 

investment are the People’s Bank of China, the China Development Bank, and the 

Export-Import Bank of China. In addition to established lenders such as the World 

Bank, the African Development Bank and the European Investment Bank, the New 

Development Bank BRICS, founded in 2014, is expected to significantly contribute 

to Africa’s campaign to reach the United Nations’ Sustainable Development Goals by 

complementing existing public and private financial institutions. Overall, African 

countries’ total domestic public revenues are down. This is mostly due to a fall in 

taxes on resource revenues. While countries with commodities have been confronted 

with a drop in tax-GDP ratios across all categories, non-resource-rich countries have 

increased tax revenues and tax-GDP ratios [2; 3]. 

Africa faces volatile FDI inflows. Foreign investment into Africa increased by 

16% from to USD 57.5 billion in 2015, according to IMF figures. Flows to North 

Africa reversed a downward trend, as investment increased by 20% from USD 17.2 

billion in 2014 to USD 20.7 billion in 2015. East Africa has seen higher FDI since 

2010. In 2015, the figure rose 16% to USD 8.9 billion in 2015 from USD 7.7 billion 

the previous year. For West Africa investment rose from USD 9.3 billion to USD 9.7 

billion. Central Africa saw a decline from USD 6.6 billion in 2014 to USD 5.4 

billion. Southern Africa received USD 12.9 billion of FDI in 2015 against USD 8.7 

billion in 2014, and USD 11.4 billion in 2013. The leading African investment 

destinations in 2015 were: Egypt (USD 10.2 billion), Mozambique (USD 4.7 billion), 

Morocco (USD 4.2 billion), South Africa (USD 3.6 billion), Ghana (USD 2.5. 

billion), the Democratic Republic of the Congo (USD 2.5 billion), Zambia (USD 2.4 

billion), Tanzania (USD 2.3 billion), Ethiopia (USD 2.1 billion), Guinea (USD 1.9 

billion), and Kenya (USD 1.9 billion). Africa has attracted foreign investment from 

many countries, notably from the United Kingdom, France, the United States, and 

from the emerging economies China, India, South Africa, and the United Arab 

Emirates (see Fig. 2.12). 

Terrorist activity and deteriorating security in some Sahel countries and 

political instability are a threat to investment. External and domestic factors influence 

Africa’s investment return, including economic slowdowns in emerging economies 
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and the weak recovery in the European Union. Declining oil and metals prices have 

led foreign investors to scale down operations in resource-rich countries. There is a 

positive side too. African manufacturing and services may benefit from increased 

inflows due to the stronger US dollar and China’s yuan renminbi. Investment from 

the emerging economies in Africa’s skills and infrastructure development can help to 

overcome the reliance on resource-driven FDI. Without Egypt, investment to North 

Africa would have dropped. FDI to Egypt increased from USD 5.5 billion in 2014 to 

USD 10.2 billion in 2015. United Arab Emirates investors have played an important 

role in Egypt’s recovery. Flows into Morocco fell to USD 4.2 billion in 2015 from 

USD 4.7 billion in 2014. But Morocco became the third- largest recipient of foreign 

investment in Africa in 2015. European firms were leading investors in Morocco, 

which benefits from historic ties and proximity to Western Europe, as well as a 

proactive FDI policy and skilled workers who earn lower wages than in Europe. 

Investment into Tunisia has been seriously affected by political and economic 

turbulence since 2009. FDI has declined by more than 40% since 2012 to USD 1.1 

billion in 2015. The precarious political and security situation in the Sahel is a risk 

for West and Central Africa [24]. 

 

Fig. 2.12. Inward FDI by regions 2004-16, USD billion. 

Sourse: [http://dx.doi.org/10.1787/888933350102.]. 

Investment in commodities has suffered. Nigeria has seen a sharp decrease in 

investment over the past five years from USD 8.1 billion in 2011 to USD 1.4 billion 

in 2015. Ghana attracted the biggest share of West African FDI (USD 2.5 billion), 

followed by Guinea (USD 1.9 billion), Côte d’Ivoire (USD 1.0 billion) and 
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Mauritania (USD 0.8 billion). Countries such as Liberia, Senegal, Sierra Leone, and 

Togo received less than USD 500 million each in 2015. In East Africa, Tanzania 

(USD 2.3 billion) and Uganda (USD 1.3 billion) received stable investments in 2015. 

Uganda’s oil sector is expected to be the country’s main investment magnet in future. 

Kenya’s investment has risen from USD 500 million in 2013 to USD 1.9 billion in 

2015. Ethiopia’s has gone up from USD 1.2 billion in 2013 to USD 2.1 billion in 

2015. Ethiopia’s FDI is mainly in labour-intensive areas. Although the 32 projects 

launched there in 2015 accounted for only 4.4% of total investment in Africa, these 

made up 18.5% of the jobs from the FDI in Africa. Ethiopia has slowly been opening 

up to foreign investment in the manufacturing and retail sectors (fDi Markets, 2016). 

The Democratic Republic of the Congo received USD 2.5 billion in 2015 and the 

Republic of the Congo USD 1.5 billion, in each case half of the 2014 levels. South 

Africa remains a key foreign investment destination in Southern Africa but its USD 

3.6 billion was down from USD 8.2 billion in 2013 and USD 4 billion in 2014. 

Mozambique – the biggest recipient of foreign investment to Southern Africa in 2015 

– attracted USD 4.7 billion [41]. 

Resource-rich countries still get the most foreign investment, but countries 

with no major commodities to rely on are taking a larger share of FDI. Countries that 

are not resource-rich received an estimated 37% of Africa’s FDI in 2015, compared 

to 30% in 2010 (see Fig. 2.13). In 2015, the FDI-to-GDP ratio for non-resource-rich 

countries stood at 4.4%, up from 3.8% in 2010. The ratio for resource-rich countries 

increased from 2.0 % to 2.5% from 2010 to 2015. Several countries without 

significant resources are attracting investors, including Kenya, Tanzania and Uganda, 

reflecting the shift towards consumer goods. Kenya is becoming an East African 

business hub for manufacturing, transport, services and information and 

communications technology (ICT). The Herfindahl-Hirschman index, a concentration 

ratio, indicates a shift to ICT, services, and manufacturing across Africa. The index 

went down from 0.43 in 2003 to 0.18 in 2014 and 0.14 in 2015. This trend is also 

confirmed by data on announced greenfield projects in 2015 which showed that 

services and manufacturing accounted for about 54% of the total value of projects in 
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Africa. Investment is starting to diversify into consumer-market oriented industries, 

including ICT, retail, food and financial services [55]. 

 

Fig. 2.13. Foreign direct investment to Africa: 

Resource-rich vs. non-resource-rich countries, 2000-16. 

Sourse: [http://dx.doi.org/10.1787/888933350114.]. 

With urbanisation, African cities are growing consumer markets increasingly 

targeted by foreign investors. Disposable income and spending power in Africa’s 

major cities will grow. Forecasts show that the GDP of major cities is increasing. The 

most important ones will be Cairo, Cape Town, Johannesburg, Lagos and Luanda. 

This ranking reflects the quality of the business climate, infrastructure and logistics, 

and availability of skilled workers. A recent surge in infrastructure investment 

indicates that states are investing in transport corridors to connect urban 

agglomerations and transform them into urban clusters. Examples include the Greater 

Ibadan-Lagos-Accra urban corridor, the Maputo Development Corridor, and the 

Northern Corridor between East and Central Africa. These investments will surge 

with deeper market integration through reduced transport and trade costs. They will 

also foster competition and productivity, which will make African hubs more 

attractive for foreign investors [55]. 

Portfolio inflows to Africa in 2015 were half the size of the period from 2012 

to 2014. While bond issuances have remained resilient, portfolio equity inflows were 

reversed in the second half of 2015. Over the last decade, portfolio equity inflows to 

Africa have increased their share of total investment, with peaks in 2006 and 2012. A 

key development during the 2000s has been the increasing reliance of African 
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governments on markets for foreign and domestic debt financing. Compared to the 

emerging economies, portfolio flows to Africa’s leading markets have been relatively 

resilient. According to the World Bank (2016a), global investors withdrew about 

USD 52 billion from emerging market equity and bond funds in the third quarter of 

2015. During the 2008-09 global financial crisis, portfolio inflows fell sharply. Since 

2010, by contrast, gross portfolio inflows to Africa have stayed positive. They peaked 

in 2010 and 2012, adding up to more than USD 32 billion each year. The ending of 

quantitative easing in the United States, oil market uncertainty and political risks 

have weighed on investor sentiment towards Africa recently, however. In 2015, gross 

portfolio inflows to Africa fell by USD 10 billion compared to 2013 and 2014, to 

USD 13.4 billion. For 2016, they are expected to stay flat. Gross portfolio outflows 

from Africa stayed at roughly USD 5 billion each year from 2013 to 2015. 

Consequently, Africa’s net portfolio flows (inflows minus outflows) have remained 

positive since 2010. On balance, they have contributed net foreign savings to Africa 

worth USD 82 billion during 2010-15, or USD 13.7 billion annually on average. 

 

Fig. 2.14. Africa’s inward and outward portfolio flows, 2004–16, USD billion. 
Sourse: [http://dx.doi.org/10.1787/888933350134.]. 

Equity portfolio flows have been volatile over the past two decades. From a net 

equity outflow for 2009 they jumped to a net inflow in 2010 of almost USD 20 

billion. Since then, they have levelled off, to a mere USD 1.2 billion for 2015. While 

equity flows can be an important form of participatory finance, they are not a reliable 

source of foreign finance. International public offerings (IPOs), by contrast, matter 

more for corporate finance in Africa. From 2010 to 2014, Africa has successfully 
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raised corporate capital through IPOs and further offers that exploited booming 

African stock markets. Volatile portfolio equity flows were reflected in most African 

equity markets that produced negative returns in the second half of 2015. Many 

observers see the US Federal Reserve’s policy tightening as the culprit for the recent 

retrenchment. Domestic factors have also contributed to reduced investor demand for 

assets from emerging economies. Slower world growth added to investor concerns, 

particularly against the backdrop of the commodity price slump [60]. 

Bond issues rose substantially in sub-Saharan countries from 2011 to 2014. In 

2011, there were USD 1 billion in bond issues. By the end of 2014 the figure was 

USD 6.2 billion. Some countries had benefited from debt relief programmes such as 

the Heavily Indebted Poor Countries initiative and the Multilateral Debt Relief 

Initiative. Up to mid-2014, steady global market conditions and the potential for 

higher returns for investors had paved the way for more access to international 

markets, where the average return for these bond issues is about 6.6%, with an 

average maturity of 10 years. In 2015, in the face of declining bank credit flows and 

net portfolio outflows, some countries continued to tap the international bond market 

to finance investment programmes. Côte d’Ivoire’s sovereign bond issue in 2015 was 

followed by Gabon, Zambia, Ghana, Angola, and Cameroon. Angola and Cameroon 

issued maiden 10-year bonds. The six countries issued bonds worth USD 6 billion by 

the end of 2015. Eurobond issues by sub-Saharan countries with stronger economies 

(excluding South Africa) held up well in 2015. Bond issues in 2015 compare to 

annual volume at record levels in 2013 and 2014 when 12 countries, many of them 

debut issuers, placed bonds worth USD 12 billion in international capital markets. 

Bond spreads reflected the tough economy, the change in investor sentiment and 

rating changes, especially in the second half of 2015. While new issues went ahead, 

Africa’s borrowers had to offer significantly higher yields, and yields on secondary 

markets jumped to multi-year highs. For Zambia and Côte d’Ivoire, primary market 

yields increased by 70 and 100 basis points respectively, and for Ghana, by 260 basis 

points to 10.8% in relation to the last issues in 2014. Angola, a new bond debt issuer, 

had to offer a yield of 9.5% [66]. 
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Net bank credit flows to Africa concentrated overwhelmingly on official bank 

credit in 2015. Figure 2.7 reveals that, by contrast, private commercial banks sharply 

reduced their new lending. Commercial bank lending was particularly cut for North 

African borrowers. Gross commercial bank credit flows to Africa fell from USD 9.5 

billion in 2014 to USD 3.8 billion in 2015. Allowing for amortisation, net 

commercial bank lending to the continent shrank from USD 3.8 billion in 2014 to just 

USD 500 million in 2015. Future commercial bank lending is projected to fall further 

in 2016 and 2017. Despite scheduled repayments contained at roughly USD 3 billion 

for 2016 and 2017, respectively, net commercial bank credit flows will likely subtract 

from rather than add to Africa’s domestic savings. Net private bank credit flow is 

projected at a negative USD 1.16 billion in 2016 and USD 2.96 billion in 2017. 

 

Fig. 2.15. Net commercial bank credit flows to Africa, 2004-17, USD billion. 
Sourse: [http://dx.doi.org/10.1787/888933350158.]. 

Data on sources for bank credit to Africa is hard to find. The People’s Bank of 

China, the China Development Bank, and the Export-Import Bank of China have 

supported largescale investment in African infrastructure but do not publish up-to-

date information. For other bilateral and multilateral lenders, Economist Corporate 

Network (ECN) (2015) lists the World Bank, African Development Bank, 

Development Bank of Southern Africa, Export-Import Bank of the United States, 

African Export-Import Bank, European Investment Bank, Agence Française de 

Développement (AFD), Japan Bank for International Cooperation (JBIC), Islamic 

Development Bank and Kreditanstalt für Wiederaufbau (KfW) as the largest 

creditors. Official bank credit disbursements to Africa, from bilateral and multilateral 
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sources, have almost doubled since 2008 (see Fig. 2.16). Then, these sources 

provided USD 18.6 billion. By 2015, they had reached USD 34.7 billion and are 

projected to rise in 2016 to USD 39.5 billion [71]. 

 

Fig. 2.16. Multilateral and bilateral official bank credit flows to Africa, 

2004-17, USD billion. 
Sourse: [http://dx.doi.org/10.1787/888933350165.]. 

Net official credit flows (disbursements minus amortisation) have declined in 

2015, mainly due to a heavy amortisation schedule on bilateral liabilities. Payments 

to bilateral official creditors jumped to USD 13 billion in 2015 and are projected at 

that level for 2016, too. This compares to much lower payments for 2009–14 when 

amortisation to bilateral official creditors averaged USD 5.4 billion. Northern Africa 

has seen net official bank credit flows curtailed, as bilateral credit to the region turned 

negative from 2014, mostly as a result of Egypt’s heavy amortisation schedule. The 

main bilateral borrowers in sub-Saharan Africa were Republic of the Congo and Côte 

d’Ivoire, mainly through agreements with China. While bilateral official lending 

accounted for 53.7% of total to Africa in 2013, it fell below multilateral lending in 

2014. Multilateral development banks currently provide the most significant volume 

of bank credit resources to Africa. While net bilateral bank credit flows have dropped 

since 2014, the rise of net multilateral bank disbursements to sub-Saharan Africa has 

continued unabated. New gross multilateral disbursements for African borrowers 

have risen to record levels, USD 17.3 billion in 2015. Disbursements are projected to 

rise in 2016 to more than USD 21 billion, but the World Bank predicts they could 

drop sharply after [27]. 



70 

Conclusions to chapter 2 

Dollar credit has flowed since the global financial crisis to an unusual extent to 

emerging markets and to advanced economies that were not hit by it. Dollar credit 

has grown slowly in two economies where dollar credit was large and growing 

rapidly before the crisis, namely the euro area and the UK. In other words, since the 

crisis, dollar credit has grown fastest in the economies with relatively high domestic 

interest rates. Non-bank investors have extended an unusual share of dollar credit to 

non-US residents since the crisis. Such credit flowed through the international bond 

market to an unprecedented extent, while banks have stepped back as holders (and 

issuers) of bonds. Non-bank investors have not only bought all the net increase in 

bonds outstanding but taken up the bonds that have come out of bank portfolios. prior 

to the crisis, the familiar drivers of international bank credit played a predominant 

role in offshore US dollar credit growth. 

The scale of dollar borrowing outside the US means that US monetary policy is 

transmitted directly to the rest of the world in several ways. Changes in the short-term 

policy rate are promptly reflected in the cost of $5 trillion in US dollar bank loans. 

Moreover, lower short-term dollar rates quicken the pace of the expansion of the 

stock of dollar loans extended to borrowers outside the US. In addition, 

unconventional monetary policy that reduces returns on Treasury bonds has also led 

bond investors to step up their extension of dollar credit to bond issuers outside the 

US and lowered dollar bond coupons for non-US issuers. These effects of large-scale 

bond buying on the amount and pricing of dollar bonds issued by non-US borrowers 

operates in addition to any effect such unconventional policy has in lowering the 

yields on bonds denominated in other currencies. 

The ability of multinational firms to borrow dollars through offshore affiliates 

limits the effect of national policies to restrict access to or to raise the cost of dollar 

credit. Despite differences in capital account openness, policy in China and Korea 

succeeded in raising the cost of dollar bank credit from banks at home. However, 

faced with more expensive local dollar bank debt, emerging market firms can borrow 

dollars through offshore affiliates. Wider access to the global dollar bond market 

strengthens global forces and weakens national policies. 
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Mobilising domestic and foreign resources in the face of lower commodity 

prices and a rebalancing Policy questions arise about how governments of commodity 

exporting countries absorb the earnings shortfall in the short term. It is also important 

for Africa’s governments to move in the longer term to diversify their economies to 

ensure sustainable benefit from financial flows and public revenues. A wide range of 

policies are possible for a great diversity of different countries. The main structural 

distinction runs between countries that are net exporters or importers of fossil fuels 

and industrial metals. The main financial distinction applies to the level of domestic 

savings, whether external debt is sustainable and the level of foreign-reserve buffers. 

A further distinction relates to the degree of exchange rate flexibility. Finally, the 

quality of domestic governance and institutions play a key role in how successful 

financial resources will be in helping to make growth inclusive and sustainable. 

Stabilising finance for development is a major short-term challenge. Reduced 

financial foreign flows require higher domestic tax revenues, more stimulus for 

foreign inflows and better use of foreign reserves. 



72 

CHAPTER 3. PROSPECTS FOR MONETARY POLICY  

IN TERMS OF THE DOLLAR EXPANSION DEVELOPMENT 

 

3.1 Problems and controversies of monetary policy 

Monetsary policy was recruitesd to assist govesrnments in stabilizing f sinancial 

markets and restoring liquid sity. And consventional assumpt sions about the pr simacy of 

central banks’ responsi sbility for price stabilit sy were challenged as qua sntitative easing 

(QE) proved less inflati sonary than fea sred. Indeed, eight yesars after the cri ssis, the 

inflatiosn rate – the msost significasnt driver of monetary poli scy under the old resgime – 

remains consist sently low in msost major economies. In this contesxt, the Usnited States 

faces some unique cshallenges. The dosllar’s status as the global reserve currency 

means that the US Fe sderal Reserve’s decisions often have intern sational ramifiscations. 

Emerging markets are beco sming more expovsed to spillovers from US policy, as 

globalization renders their eco snomies and financial systems more inter sdependent and 

as finance becomes increa ssingly important relative to other eco somic activity. 

In Eursope, the euro’s problems reflect simsilar shortco smings to those that 

undermined the 1944 Brestton Wosods system. Launched in 19 s99, the euro wsas in 

effect an attempt to maintain fix sed exchange rates between member states. How sever, 

the single cursrency’s designers undersestimated the difficulty of mainta sining such a 

system across mu sltiple national econo smies, each with different growth pro sfiles and 

fiscal policies. The euro’s structu sral problems have been exascerbated by the secular 

shift from a world of polit sically ‘subservient’ central banks, as exi ssted before the 

creation of the Euro spean Censtral Basnk (ECB), to the currsent system in which the 

ECB is highly independent. Desspite the current strains on the monetary system, 

consensus on a formsalized new international frasmework in the mould of Brevtton 

Wosods is unlikely. A more plauvsible outcome is the organic develo spment of a new 

set of norms articulat sing principles both for the mechani sms by which central banks 

pursue price stability and for the governance of central banks themselves. The United 

Statses and Europe are likelys to be at the forefront of this processs. They sshould 

proactively shape the new no srms to ensure that they meet the chal slenges of tod say’s 

evolving econosmic landscape [30]. 
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The Fesd has some obvious advan stages in its conduct of mon setary policy. The 

two policy-making bodies, the Board of Goversors and the Federal Open Markest 

Committee (FOsMC), are small and largely indep sendent from other political 

institutions. These bod sies can thus reach deci ssions quickly and implement them 

immediately. Their rela stive independence froms the political procsess, together with 

the fact that th sey meet in secret, allowss them to oper sate outside the glare of pub slicity 

that might ot sherwise be focused on bodi ses that wield such enormsous power. 

Lasgs. Perhasps the greatest obsta scle facing the Fed, or any other cen stral banks, is 

the probslem of lags. It is easy eno sugh to show a reces ssionary gap on a graph and then 

to show how monetary policy can shift aggregate de smand and close the g sap. In the 

real world, however, it mays take several months befosre anyone even real sizes that a 

particular macroesconomic probl sem is occurring. When mo snetary aut shorities become 

aware of a probl sem, they can act qui sckly to inject reserv ses into the sys stem or to 

withdrasw reserves from it. Onc se that is d sone, however, it may be a year s or more 

before the action affects aggr segate demand. Only afster policy makers reco sgnize there 

is a problem can th sey take action to deal with it. The delay betw seen the time at which 

a problem is reco sgnized and the time at w shich a policy to deal with it is en sacted is 

callsed the implemesntation lag. For monetary pol sicy changes, the imple smentation lag 

is squite short. The FOMC mveets eisght times per year, and its smembers may con sfer 

betwseen meetings through conference calls. Onsce the FOMsC determinses that a policy 

cshange is in order, the requi sred open-market operastions to buy or sell federal bonds 

can be put into effect immsediately. Policy makers at the Fed s still have to co sntend 

with the impact lag, the delay bet sween the timse a policy is enacted a snd the time that 

policy has its imp sact on the econ somy [30]. 

The impact lag for mo snetary policy occurs for sev seral reassons. Fisrst, it takes 

some time for the deposit mult siplier process to work itself out. The F sesd can inject 

new resesrves into the economy immsediately, but the deposit expan ssion process of 

bank lend sing will need time to have its full ef sfect on the mo sney supply. Intere sst rates 

are affected imsmediately, but the money supply sgrows more slowly. Se scond, firms 

need some time to res spond to the monetary policy wi sth new investment sp sending—if 

they respond at all. Tshird, a monetary c shange is likely to affect the exc shange rate, but 
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that transla stes into a change in net exports only after somse delay. Thus, the sh sift in 

the agg sregate demand curve due to in sitial changes in invest sment and in net exports 

occurs after some delay. Fi snally, the multiplier pr socess of an expenditure cha snge 

takes time to un sfsold. It is only as inco smes start to rise that consumsption spending 

piscks up. 

Chsoosing Targ sets. In attemspting to manage the eco snomy, on wh sat 

macroeconomic variables should th se Fed base its po slicies? It msust have some target, 

or set of targets, that it wants to achieve. The failure of the economy to achieve one of 

the Fed’s targets would then trigger a shift in monetary policy. The choice of a target, 

or set of tar sgets, is a crucial one for monetary policy. Possibl se targets include inte srest 

rates, money growth s rates, and the pricse level or expected changses in the price lev sel. 

Intersest Rates. Interesst rates, particularly the fede sral funds rate, played a key 

role in recent Fed policy. The FO sMC does not decide to incre sase or decrease the 

money supply. Rath ser, it engsages in operations to nudge the feder sal funds rate up or 

down. It had instructed the trading desk at the New Yo srk Fedesral Reserve Bansk to 

conduct open-market operatsions in a way that would either maintain, increase, or ease 

the current “d segree of pressure” on the reserve posit sions of banks. That de sgree of 

pressure was reflsected by the federal fun sds rate; if existing reserve ss were less than the 

amount banks wan sted to hold, then the biddin sg for the available suppl sy would send 

the fedsersal funds rate up. If reservses were plesntisful, then the fed seral funsds rate would 

tend to decline. Wh sen the Fed increas sed the degr see of pressure on reserves, it sold 

bonds, thus reduc sing the sup sply of reserves and increa ssing the federal fu snds rate. The 

Fed decreased the degree of press sure on reserves by buying bonds, thus inje scting new 

reserves into the syst sem and redu scing the federal funds rate. The cusrrent operating 

procedures of the F sed focus expli scitly on interest rates. At each of its eight mseetings 

during the year, the FsOMC sets a specsific target or tar sget range for the federal fu snds 

rate. Whsen the Fed lowers the target for the fed seral funds rate, it buys bonds. Wshen it 

raises the targest for the fedseral funds rate, it sells bo snds. 

Monsey Growth Ratses. The Fed was req suired to announce to Con sgress at the 

beginning of eacsh year its target for mo sney growth that year and each rep sort dutifsully 

did so. At th se same time, the Fe sd repsort would mention that its money growth tar sgets 
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were benchmsarks based on historical relat sionships rather than gui sdes for poliscy. As 

soon as the legal require sment to report targets for money growth ended, the Fed 

stopped doing so. Sin sce in recent years the F sed has placed more imp sortance on the 

federal fun sds rate, it must adju sst the money supplys in order to move the fed seral funds 

rate to the lev sel it desires. As a resul st, the money growsth targets tend sed to fall by th se 

wayside, evesn over the last decade in w shich they were b seing reported. Inst sead, as 

data on econsomic conditi sons unfo slded, the Fe sd made, and contin sues to make, 

adjustmensts in order to affect the fede sral funds interesst rate [19]. 

Prisce Lsevel or Exp sected Chang ses in the Pri sce Levsel. Some economsists argue 

that the Fed’s prima sry goal shoulsd be price stability. If s so, an obvious po sssible tasrget 

is the price lev sel itself. The F sed could tasrget a particul sar price level or a parti scular 

rate of cshange in the price lev sel and adju sst its policsies accordi sngly. If, for exasmple, 

the Fesd sought an infslation rate of 2 s%, then it co suld shift to a contrac stionary poliscy 

whenesver the rate rose above 2%. One diff siculty with such a policy, of course, is th sat 

the Fed would be resp sonding to past econo smic conditiosns with policies that are not 

likely to affect the econo smy for a year or more. Ano sther difficu slty is that inflat sion 

could be rising when the economy is experiencing a recessionary gap. The Fed was 

faced with a similar sit suation in the first half of 20 s08 when oil prices wsere again 

rising. If the Fsed undertakes cont sractionary monetary poli scy at such timses, then its 

efforts to red suce the infl sation rat se could worsen the reces ssionary gap. The solsution 

proposed by Chairsman Bern sanke, who is an advo scate of inflatsion rate targ seting, is to 

focus not on the pa sst rate of in sflation or even the curre snt rate of inf slation, but on the 

expected rate of inflation, as revealed by various indicators, over t she next year. Thi ss 

concept is discus ssed in the Csase in Posint essay that follows this se sction. 

Polsitical Pres ssures. The institut sional relations ship betwesen the leaders of the 

Fed and the executive and legislative branches of the federal government is str suctured 

to provide for the Fed’s inde spendence. Memsbers of the Board of Gov sernors are 

appointed by th se president, with co snfirmation by the Sen sate, but the 14-year terms of 

office provi sde a considerable deg sree of insulation from p solitical pressure. A pr sesident 

exercises greater influenc se in the choice of the chairman of the B soard of Go svernors; 

that appoi ssntment carries a four-year term. Nseither the pres ssident nor Cong ssress has any 
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direct say o sver the selection of the presidents of F sederal Rseserve district ban sks. They 

are chosen by their individual boasrds of directors with the app sroval of the sBoard of 

Govsernors [46]. 

The degree of ind sependence that central ban sks around the wo srld have vassries. A 

central bank is considered to be more independent if it is insulated from the 

governsment by such factors as lon sger term app sointments of its gove srnors and fe swer 

requirements to finance government budget deficits. St sudies in the 198 s0s and early 

199s0s shsowed that, in gene sral, greater central bank independence was associated with 

lower avesrage inflation and that there was no systemsatic relationship be stween central 

bank independence and other indicators of econ ssomic performsance, such as real GsDP 

growth or unemplo ssyment. By the rank ssings used in those stu sdies, the Fesd was 

considered quite indepen sdent, second only to Swit szerland and the Ger ssman 

Bundessbank at the time. Perh saps as a result of such find ssings, a number of coun sstries 

have gran sted greater indepe sndence to their central banks in the last decade. The 

charter for the Europsean Centrssal Bank, which began operations in 1998, was modeled 

on that of the German Bun sdesbank. Its charter states explic ssitly that its primary 

objective is to maintain price stability. Also, since 1998, cent sral bank independence 

has incressased in the Unisted Kinsgdom, Casnada, Japsan, and New Zesaland. 

While the Fsed is formally insulat sed from the political proce sss, the men and 

women who serve on the Bo sard of Govesrnors and the FOMC are human beings. They 

are not immsune to the pressur ses that can be placed on them by members of Co ssngress 

and by the president. The chai ssrman of the Boa ssrd of Goversssnors meets reg sularly with 

the presid ssent and the executive staf sf and also reports to and mee sts with congres ssional 

commsittees that deal with econosmic matters. The Fssed was created by the Co sngress; 

its charter cou ssld be altered – or even revoked – by that same body. The Fed s is in the 

somewhat paradox ssical situation of having to coope srate with the legislative and 

executive branches in order to preserve its indep ssendence. 

Geopolssitical tensions and ris ssks. Geopolitical tensions remain a major downside 

risk for the eco snomic outlook. In addition to the sever se human toll, the crises in Ir saq, 

Libya, the Syrian Ara ssb Republic and Ukr saine have already had pronounced economic 

impacts at the national and subregional levels, although the gl ssobal economic effect 
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has so far been rel ssatively limsited. A major reason for the limited glo ssbal impact thus 

far is that global oil markets remai ssned on an even footing, with any actual or feared 

conflict-related decl sine in oil supplies b sseing offset by oil production incrsseases, 

notably in the Un sssited States. Never ssstheless, the world economy remsains at risk to 

experience a more pronou ssnced slowdoswn that could be caused by subregional 

economic weakness d ssue to conflict and sanctions f ssseeding into a broader global 

impact. A furtherss risk lies in a drastic fall in oil out ssput and exp ssorts by any of the 

major oil-exporting cou ssntries, which may set off a sharp adju sstment in financi ssal 

msarkets’ risk perc sseption, leading to higher risk prsemia and an increase in msarket 

volatilitsy across diffserent asset classes [47]. 

The crissis in Ukrasine has led to several ro sunds of sanct sions between the 

Russisan Fedsseration and leading O sECD economies. Over the cour sse of 2014, those 

countries have introsduced a series of increas singly tough sanctions against the Ru sssian 

economsy, affecting the defence, finance and energy sect sors by restricting exports of 

arms, double-use technolo sgy and certain equipmsent for the oil in sdustry, and by 

curbing access of Russi san banks s and companies to international capit sal markets. The 

measures have already imposed a serious toll on the Ru sssian econo smy thro sugh 

worsening business sentimsent and an outflow of capital, and have trigg ssered a 

reciprocal response. In Augu sst of 2014, the Gove srnment of the Russsian Fedseration 

decided to imp sose counter-sanctions again sst those countrsies – most notably imsposing 

a one-year ban on imsports of their food pr soducts, desspite the fact that swistching to 

altersnative supp sliers may imply high trans saction costs and lead to higher infla stion, 

which currssently poses a serssious macroecon somic threat to the Russian eco snomy. 

Weaker Russsian import demand has already a sffected a number of EU 

economies, as the Russian market absorbs almssost 5 per cent of the euro area’s 

exports. The slowdown in the Gerssman economy in the second qua srter is partially 

explained by lower exports of automoti sve components to the R sussian Federation. 

Moreover, the restriction on supplying deep-water drilling equipment to sanctioned 

Russian companies affected Germssany’s producers. Finasncial difficulties experienced 

by the sanctioned oil companies will limit their invesstment plans and, consequently, 

sales of construct sion materials to those comsspanies. Some countries, such as the B ssaltic 
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States and Finland, will lose transit revenue. Globally, the tourism industry will suffer 

from the depsreciation of the Russi san currency. 

The Rus ssian ban on food imports, in turn, will mssostly hurt those countries 

which are strongly exposed to trade with the Russ sian Fedesssration, not only through 

direct losses by the agri scultural sector, but also their consssequential effects. Total EU 

food exports to the Russsian market amount to approximately $11 bill ssion annually. 

The forgosne food expo srts would imsspact the entire logistics sector (including 

transport), put press ssure on the st ssates’ budgets to compensate for farmsers’ losses, put 

banks exposed to agricultural borr ssowers at risk by incressasing the number of non-

performissng loans, and cons strain credit extended to farmers. For some East Eu ssropean 

countries (especssially the Baltic Sta sstes and Pol sand) and also for Finland and Norway, 

the Russi ssan Federatiosn absorbs a significant sha sssre of their food exports. For Pola ssnd, 

fruit and veget ssable exports to the Russ ssian Federat sion provided revenue of assround $1 

bilsslion last yeassr. 

The loss of the Ru ssssian marsket may also have a multiplier effe sct on the resgion, 

through weaker aggrsegate desmand in the affected countries, resulting from significant 

intraregional trade links. Although the EU members will be a sble to file a 

compensation claim with the EU, and the European Comsmission in late Au sgust 

announced support s measures for dairy exportsers and fruit and vegetable far smers, full 

coverage of losses is not likely. Ne svertheless, at the macroecono smic level, the impact 

of the Russian food import ban still remains to be seen. By csontrast, some countries, 

among them Argen stina, Braszil, Serbsia and Turk sey, as well as some C sIS economies, 

may benefit fro sm the current situation, becoming salternative food prsoduct su sppliers 

to the Russsian Fedesration. 

The conflict situations in Iraq, Libya and the Syrian Arab Republic have 

created considerable uncertainty in the oil market. In 2013, Iraq’s oil production 

constituted 3.7 per cent of total world oil production, while Libya provided 1.1 per 

cent of global output. But despite the ongoing conflicts in these countries, crude oil 

prices actually declined, in contrast to similar episodes in the past that saw sharp 

increases in crude oil prices. This price behaviour is linked to the oil output trend in 

other oil producers, especially the United States. Oil production there jumped by 12.5 
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per cent in 2013, following an increase by 13.0 per cent in the previous year. The 

United States oil output level in 2013 came close to that of the Russian Federation, 

which was surpassed only by Saudi Arabia. Taken together, this has increased the 

resilience of the global oil market to any crisis scenarios. However, a major downside 

risk remains the possible sudden and drastic stoppage of exports by a major supplier 

country. While such a scenario could eventually be compensated for by existing slack 

in global oil markets, the immediate reaction of financial markets could be severe, 

with possible negative repercussions for real economic activity as well. 

A further risk to the outlook lies in the future development of the Ebola 

epidemic. The current outbreak of the disease is the largest since the virus was first 

discovered in 1976, with the number of cases and deaths in this outbreak exceeding 

those of all previous outbreaks combined. The World Health Organization declared 

the outbreak an international public health emergency; in September, the United 

Nations Security Council declared the epidemic a threat to international peace and 

security. The first cases of the current outbreak were identified in March 2014 and the 

majority of cases have so far occurred in three West African countries, namely 

Guinea, Liberia and Sierra Leone. The occurrence of the outbreak and the difficulties 

in addressing it have been underpinned by the weak health systems in these countries, 

both in terms of human and physical resources. In addition to the severe human toll 

the disease has taken, it has also imposed major economic costs in the affected 

countries through disruptions to travel and trade [31]. 

Monetary policy stance. The direction of monetary policies has become more 

divergent among different economies in the world. While some countries are in a 

position to raise interest rates, others intend to reduce interest rates, reflecting a 

diverse economic situation and different country-specific challenges facing different 

economies. Major developed economy central banks continued to maintain 

accommodative monetary policy stances in 2016 against the backdrop of a weak 

recovery, deflationary pressures and limited support from the fiscal side. At its most 

recent meeting, the Fed decided to maintain the federal funds rate within the current 

range of 0.00–0.25 per cent for a “considerable time” after ending the asset-
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purchasing programme, especially if projected inflation continues to run below 2.0 

per cent and inflation expectations remain well anchored. 

In forward guidance issued in July, the ECB announced that interest rates 

would remain at present or lower levels for an extended period of time for inflation in 

the medium-term, broad-based weakness in the real economy and weak monetary 

transmission. In September, in line with its forward guidance, the ECB kept the 

interest rates on refinancing operations, the marginal lending facility and the deposit 

facility unchanged at 0.05 per cent, 0.30 per cent and -0.20 per cent, respectively. The 

ECB will start buying covered bonds and asset-backed securities, which are expected 

to add 1.1 trillion euros to its balance sheet. The new round of asset purchases is 

expected to boost lending to SMEs, a priority sector for the ECB, to stimulate 

employment and growth in the euro area economies. At its meeting, the Bank of 

England (BoE) kept the policy rate unchanged at 0.5 per cent and the asset-

purchasing programme at 375 billion pounds. In its first forward guidance in 2013, 

the BoE had signalled that it would leave interest rates unchanged at 0.5 per cent at 

least until the unemployment rate fell to 7.0 per cent. However, as unemployment fell 

below 7.0 per cent by 2016, the BoE maintained that there was still room for non-

inflationary growth in the economy before it needed to raise interest rates and that the 

increases in interest rates are likely to be gradual and limited [31]. 

The BoJ continued its Quantitative and Qualitative Monetary Easing 

Programme, as inflation remained well below the 2 per cent target. On 2016, the BoJ 

announced that it will increase the monetary base at an annual pace of about 80 

trillion yen and purchase Japanese government bonds at an annual rate of about 80 

trillion yen, with an average remaining maturity of about seven years. The BoJ kept 

its policy rate below 0.10 per cent; it has remained at this level since 2009. In contrast 

to developed economies, developing- and emerging-economy central banks 

demonstrated considerable divergence in their monetary policy operations. The 

People’s Bank of China cut its benchmark interest rate in 2016, after previously 

reducing the short-term repo rate twice during 2016 in order to inject liquidity into 

the banking system. It also cut the reserve requirements for banks that lend to SMEs 

and rural sectors of the economy. On the other hand, the Central Bank of Brazil 
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increased its policy rate five times during 2014-2016 amid concerns about rising 

inflation. The central banks of India and South Africa raised interest rates during the 

first half of 2016, largely to stem capital outflows and prevent depreciation of their 

exchange rates, while the central bank of Indonesia has kept its policy rate unchanged 

at 7.5 per cent since November 2013 and the central bank of Turkey cut the policy 

rate by 50 basis points in 2016 [31]. 

Challenges in managing the normalization of monetary policy. Both the end of 

quantitative easing by the Fed in 2016 and the forthcoming normalization of its 

policy interest rate assumed in the baseline forecast hold significant risks and 

uncertainties for the economic outlook. These relate to the design of the exit strategy, 

its timing, and how it is perceived by financial markets. The potential difficulties that 

can arise in this context already became clear in the spring of 2013, when the 

announcement by the Fed of its intention to taper its bond purchases set off a fall in 

the price of various financial assets and a spike in financial market volatility. As the 

Fed has ended its quantitative easing (i.e., bond purchases), the focus has increasingly 

moved to the future trajectory of the policy interest rate. As outlined in the 

assumptions for the baseline forecast, the first interest-rate hike is expected in the 

third quarter of 2017, with further gradual increases bringing the policy rate to 2.75 

per cent by the end of 2018. This projection is linked to the guidance given by the 

Fed that it will maintain the current near-zero level of interest rates for a considerable 

time after the end of the asset-purchasing programme, provided that inflation remains 

low. 

The actual path of the policy interest rate will depend on a number of factors, 

particularly the emerging macroeconomic picture, in terms of unemployment and 

inflation, and concerns about financial stability risks. Interest rates will also be a 

major determinant not just of macroeconomic performance, but also the extent of 

financial stability risks and global spillovers. Policymakers face the challenge of 

determining the optimal magnitude and timing of interest-rate changes while dealing 

with a difficult trade-off: delaying the policy tightening could reinforce any asset 

mispricing and financial stability risks, while an unwarranted quick tightening could 

weaken the still fragile economic growth picture. The difficulty of designing the 
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optimal monetary policy path stems in large part from the uncertain nature of 

macroeconomic data. A case in point is the unemployment rate in the United States, 

which has fallen from a peak of 10 per cent in 2010 to below 6 per cent [31]. 

However, at the same time, the percentage of employees working part-time but 

preferring to work full-time remains elevated, indicating significant 

underemployment. In addition, the labour force participation rate has decreased, 

meaning that more people have simply stopped looking for a job. This raises two 

issues for monetary policymakers. First, there is the need to consider a broader 

unemployment variable that adjusts the nominal unemployment rate for involuntary 

part-time work and for the decrease in the labour-force participation rate. Second, if 

the drop in the participation rate is cyclical, monetary policy can be a potent means 

for reducing the participation gap by letting the unemployment rate fall below its 

long-term natural rate. This would help in bringing people back into the job market, 

which would have the side effect of reducing (to a point) any inflation pressure from 

the undershooting of the unemployment rate. However, an opposite argument can be 

made that a large part of the decline in the participation rate is actually structural, 

due, for example, to the ageing of the population;18 in this case, targeting the 

participation rate with monetary policy would be inadequate and create upward wage 

pressures and inflation. 

 

3.2. Implications for monetary policy in terms of dollar expansion 

Policy disvergence remains a familiar theme today, bu st the focus has ob sviously 

shifted to the co snsequences of a tightening in U.S. monetasry policy on the rest of the 

global economy. In my view, the Fe sd apspears reasonably close to achiev sing both the 

inflatsion and employment comp sonents of its mandate. Accordi sngly, the case for 

removing accommod sation gradually is quite stro sng, keeping in msind that the fut sure is 

uncertain and that mon setary policy is not on a preset cour sse. By cont srast, the major 

foreign econosmies--includisng the advanced for seign economies and ma sny EMsEs--are 

at a differesnt state of their business cycle and likely to mainta sin a high level of 

accommodastion for some time or even ease further. The knsowledge is interprested by 

many observers as illustrati sng how monetary tightening by the Fed seral Resersve can 
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exert a strong contrsactionary effect on our fore sign trading partners throu sgh its effect 

on global financial conditions, just as the high level of Fe sd accommod sation after the 

financial crisis prosvided a net boost to the global econ somy. Indeed, the large rise in 

U.S. bond yields dsuring this episode precispitated a nearly commsensurate rise in 

interest rates in many foreign economsies and caused the prices of ri ssky assets to fall 

globally. EsMEs with weak fundsamentals experienced sharp ca spital outflows, an 

abrupt tightesning of financial consditions, and large exchange ra ste depreciastions. The 

EME expersience seemed reminiscent of past episodes of U.S. tightening--including in 

the 198 s0s and again i sn the mid-1990s--that hasd sizable adverse spil slovers to EMEs, 

particularly in Latin Asmerica. 

It is reassonably optimistic that the spillo svers from ongo sing U.S. normalization 

will be manageable for the forei sgn economies, inclu sding the EMEs. While the sre will 

almost inevitably be some bumsps along the road, there are a nu smber of reassons that 

policy normalization will not ca suse sizable disru sptions for our trading partners: 

1) The Fsed will remove accommsodation only in resp sonse to an outlook for 

improving economic conditions and firming inflation. The stro snger U.S. ecosnomy 

and associated improv sements in business and consumer confidence should support 

recoveries abroad throu sgh both trade and financial c shannels and lessen percseptions of 

downside risks to the glo sbal recoversy. 

2) Censtral banks in the advan sced foreign econosmies--and in the EMEss with 

stronger fundasmentals--should be able to mitig sate an undesirable tighten sing of their 

own financial conditions through appro spriate policy actions. An imsportant lesson of 

the taper tantrum was that effective communications and actions by major central 

banks, inscluding the Eur sopean Centsral Bank and the Bank of England, helped quickly 

push bond yields back down to levels that these central banks regarded as appropriate 

to their economic situation. For exa smple, the Bank of Ensgland’s thresh sold strategy 

announced in the summer of 2 s013--promsising to keep policy rates extraordinarily low 

at least until unemploymsent fell below 7 perscent--lowered the expected path of pol sicy 

rates signifsicantly by pushing back expectsations of liftoff. 

3) Spilslovers is that a number of EMEs have marskedly improved fundamentals, 

even relative to several years a sgo. Insdia is a good examsple. India was dubbed s one of 
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the “Fragile sFive” economi ses during the taper tasntrum and, during that episode, 

experienced large capital outflows, a spike in borrowing co ssts, and sizable exchange 

rate depreciation. S since that time, Insdia has markedly improved its macroeconomic 

framework, cutting its inflation rate by half to around 5 per scent, anchoring in sflation 

expectastions more securely, and reducing what had been large and persistent fiscal 

and current account desficits. Somewshat more generally, the i smproved 

macroeconomic frameworks in many EsMEs achieved over the past couple of dec sades 

with inflation targeting often playing a key role has enabled these economies to 

pursue countercyclical polsicies to a much greater degree than in the past and s should 

help insulate them from mo snetary policy spillovers. 

4) Spillsovers could be mitigated is that U.S. poli scy rates are likely to sincrease 

only gradually assuming that ec sonomic developments unfold reassonably in line with 

expectations and to plateau at a significa sntly lower level than the historical aver sage. 

The low long-run level of the poli scy rate reflects a number of factors including 

slower productivity growth, demographic change, and a higher demand for safe assets 

that have pushed d sown the real long-run neustral rate, which is the real interest rate 

needed to keep the eco snomy at full employment in the longer-run. The upshot is that 

U.S. policy rates are likely to increase morse slowly, and by a lower cumsulative 

amount, thasn in past episodes of Us.S. monetary tig shtening. This i sn turn should reduce 

the divergence between the stance of sU.S. and foresign monetary polsicies and the 

associated spillovers arising from such divergesnce [30]. 

Oversall, the dollar is in a secular declin se, but it doesn't collapse, bec sause: 

 it is the domi snant global medium of exch sange; 

 too many count sries hold huge U.S. currency rese srves; 

 too many cou sntries view the U.S. as their maj sor export market and can't af sford 

to let their currencies appreciate ve srsus the dollar; 

 too many countr sies have now major earnings gen serating direct inv sestments in 

the U.S. 

While there are good gro sunds to expect that spillovers from U.S. mo snetary 

policy actions will be man sageable for most of our trading pa srtners, events may un sfold 

differently than expected. To illus sstrate, a noticeably fast sesr sU.S. recovery would 
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require a more rapid removal of U.S. accomsmodation and could exert noticeably 

larger spillovers abroad by putting more upward pressure on foreign interest rates and 

by inducing larger depsreciations of foreign currencies. While such uncert sainty is a 

constant feature of the landscape we consfront as policymakers, both the U.S. and 

global economsies will be served best if we keep our own houses in order and ensure 

that policy rates are adjusted as ap spropriate to achieve our inflation and emplo syment 

objectives. 

The costs of further delay in norsmalising policy will not be felt in the next year 

or two. The succ sess of the Fed in anchor sing inflation expectations serve ss as a shield. 

Given the long lags in the msonetary policy proc sess, even major mistakes at present 

are unlikely to have large dest sabilising effects on price s stability in the n sext year or 

two. Short-sightesd policies always sh sift costs into the future. The nesed for a 

somewhat accommsodative policy can snot be used to defend the cur srent non-

systematic policy and excess sive emphasis on short-term emplo syment gains. First and 

foremost, the Fed sho suld take a long view and retu srn to a systematic policy ap sproach 

that presserves and defends price s stability. As Paul Volc sker and Alan Gre senspan kept 

reminding us over a generatsion while cleaning up the mess tha st short-sighted policies 

created before their chasirmanships, t shis is best way monetary p solicy can contrsibute to 

enhancsing growth and employsment in the lo sng run. 

Flsexible Infla stion Tarsgeting. Therefore, there is still st srong analytical support 

for a central bank to have a strong, credible commitm sent to stabilize inflation in the 

long run by anno suncing an explicit, numerical in sflation objective, but also to have the 

flexibility to pursue policies to stabilize output around its natural rate level in the 

short run. Althosugh the support for the flexible inflat sion targeting fra smework is not 

weakened by the lessons from the financial crisis, they do suggest, however, that the 

details of how flexible inflatison targeting is con sducted and what flexibility means 

need to be rethought. We first look at two psossible basic modifications to the flexib sle 

inflation targetin sg framework, the choice of the level of the inflation target and 

whether some form of price level targetsing would produce better econsomic outcsomes. 

Levsel of the Inflation Target. Because the finanscial crisis has shown that the 

zero-lower-bound probl sem can be more serio sus than previously tho sught, there is a 
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question of whet sher the optimal level of the in sflation rate for a central b sank target 

would be higher th san the typical value of arousnd the 2% level. With a hig sher inflation 

target, the real interest rate can be driven down to lower levels in the face of adverse 

aggregate demand shocks. Tshis argument suggests that inflati son targets less than 2% 

might be undesirable. Some FsOMC participants have expressed their desired level of 

the long-run inflation rate to be below 2% in the FOMC proje sctions that come out 

four times a year, an sd the lessons of the finan scial crisis provide support for the hig sher 

2% long-run inflsation goal of masny of the other FOsMC participants. 

A sescond consideration is that the benefits of a higher inflation target only 

accrue when the zero lower bound be scomes a binding constraint. Alt shough this has 

surely been a major problem in this recent episode, it msust be remembered that 

episodes like this have not co sme very often. Indesed, we have not experienced a 

negative shock to the economy of this mag snitude for over seventy years. If shocks of 

this magnitude are rare, then the benefits to a higher inflation target will not be very 

large because the benefits will only be ava silable infrequently. On the other hand, the 

costs of higher inflation in terms from the distortisons it produces in the e sconomy are 

ongoing. Thus alth sough they may not be that large in any given s year, these cost ss add 

up and in present value te srms far outweigh the intermitt sent benefits obtained from 

having the zero lowser bound not be binding in periods like the c surrent one. 

Prisce Level Tarsgeting. Although for co suntries the commitment to a strong 

nominal anchor for countrsies which have an indepe sndent monetary pol sicy has taken 

the form of a target for inf slation, an altern sative is to target a price level path instead. 

A negative demasnd shock that results in a lower price lev sel will require mosnetary 

policy to try to raise the price level back to its target path and this will mean that 

inflation will be expected to ri sse in the short run above the long-run inflation target 

embedded in the price-level target path. The ris se in expected in sflation will then lower 

the real interest rate, thereby stimulati sng aggregate demsand and economic activity. 

Hensce, a price-level target is an automatic stabil sizer: a negative demsand shock leads 

to stabilizing expectations that st sabilize the economy. This mech sanism is even more 

effective when the negative de smand shock is so large that the zero lower bou snd on 

nominal interest rates becomes bi snding. 
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A price-level target requ sires that overshoots or und sershoots of the target must 

be reversed and this could impart significantly more volatil sity to monetassry policy 

and, with sticky prices, to the rea ssl economy in the short run. An add sitional problem 

with a pricelevel target is that it would be harder to communicate, parti scularly if it 

has an upward trend, which would ss be required if the opt simal long-run inflation rate is 

positive in order to make deflatisons a lesss frequent occurr sence and also the zero-

lower-bound-constraint be less likely to bind. In this case, a price-level tassrget would 

be a moving target and so har sder to explain than an inflatssion target, which is always 

kept at a constant level [30]. 

The lesssson from the financial crisis that the zero-lowser-bound prob slem is more 

serious than was prev ssiously contemplated ar sgues for larger benefits of a pr ssice-level 

target that may outweigh the costs. Altho sugh the commu snication challenges are 

serious, the poten stial benfits of prices-level targeting suggest that central ban ssks might 

look into how to effe ssctively communisscate a price-level targ sset to the public. For 

example, the central bank could indicate that when it undesrshoots its inflation target 

for a period of time, as is occssurring current sly in many countries, it would be wi slling 

to tolerate a higher inflatio ssn ssrate in the short-run so that the average inflat ssion rate 

over a longer horizon would meet the target obj sective. 

Risk Manag sement and Graduali ssm. The important role of nonlinearities in the 

economy arising from finan scial disruption suggsests that policymakers will not only 

focus on the modal outcomes, as they would in a certainty equiv salent world which is 

a feature of the linear-quadratic framework, but s will also tailor their policies to cope 

with uncertainty and the p ssossible existence of tail risks in whic ssh there is a low 

probability of extremely adverse outcomes. Thess first element of this ap ssproach is that 

monetary policy would act pree smptively when financial disruptions occur. 

Specifically, monestary policy wou sld focus on what I have referred to as 

macroeconomic risk that is, an increase in the pro ssbability that a fin ssancial disruption 

will cause significant deteriorsation in the real eco ssnomy through the adverse feedback 

loop described earlier in which the financial disrupti son causes a worsening of 

conditions in the credit markets, which causes the economy to deteri sorate furth ser, 

causing a further worseni sssng of condissstions in the credit markets, and so on. Mo ssnetary 
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policy wosuld aim at reducing macroecon ssomic risk by cuttin sg interest rates to soffset 

the negastive effects of financial tu srmoil on aggregate econ somic activity. By so doing, 

monetary policy can red ssuce the likelihood that a finan scial disrup stion might set off an 

adverse feedsback loo sp. 

To achieve normal market functioning most effectively, monetary policy would 

have the characterisstics of being timely, decisive, and flex sible. First, timely action, 

which is preemptive, is particularly valuable when an episo sde of financial instability 

becomes sufficiently severe to threaten the core macr soeconomic objectives of the 

central bank. In such circumstances, wai sting too long to ease policy could result in 

further deterioration of the macr ssoeconomy and might well increase the overall 

amount of easing that would eventually be required to res sstore the economy to health. 

When finsancial markets are working well, mon setary policy can respo ssnd primarily to 

the incoming flow of econssomic data about produc sstion, employment, and inf slation. 

When a finanscial disruption occurs, how sever, preemptive poli scy will focus on 

indicators of market lisquidity, credit spreads, and other fina ssncial market measures 

that can provide infor ssmation about sharp changes in the mag snitude of tail risk to the 

macroeconomy. 

Second, policymak sers would be prepar sed for decisive action in res sponse to 

financial disruptions. In such circu smstances, the most likely outcome (the modal 

forecast) for the econsomy may be fairly benign, but th sere may be a signi sficant risk of 

more severe adverse outcsomes. In such circu smstances, the central bank can take out 

insurance by easing the sta snce of policy further than if the d sistribution of pro sssbable 

outcomes were perceived as fairly sym smetric around the modal forecast. sMoreover, 

in such circumsstances, the moneta sry policy authorities can argue that these policy 

actions do not imply a deterio sration in the central bank’s ass sessment of the most 

likely outcome for the economsy, but rather as an approp sriate form of risk 

management that red suces the risk of particularly adverse outco smes. 

Third, policy flexib sility is especially valuable through sout the evolu stion of a 

financial market disru ssption. During the onset of the episode, this flex sibility may be 

evident from the decssisive easing of policy that is inte snded to forestall the 

contractionary effects of the disrup stion and provide insu srance against the downs side 
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risks to the macroe sconomy. However, it is importsant to recogn size that in some 

instances financial mark sets can also turn around quickly, thereby redu scing the drag 

on the econ somy as well as the degree of tail risk. The risk manasgement approach 

outlined here is one that abando sns the prescription of the linsear-quasdratic framework 

that optimal monetary policy wo suld involve gradual cha snges in monetary pol sicy. 

Instead aggressive actions by ce sntral banks to minimize macroecon somic risk would 

result in presemptive, large change ss in monetary policsy. 

The sLean Versus Clean De sbate. The lean versus cle san debate initially focus sed 

on whether mone stary policy should react to potesntial asset-price bubbles. In thin sking 

about this debate, it is worth dist singuishing between two diffserent types of asset-price 

bubbles. We the sn see how this bears on the lean ver ssus clean debsate and then 

examine the case for dif sferent poslicies to respo snd to potential bubbles. 

Two Types of Ass set-Price Bubbles. Not all ass set price bubbles are al sike. 

Financial history and the financial crisis of 20 ss07-2009 indicates th sat one type of 

bubble, which is best refe srred to as a credit-drivsen bubble, can be highly dan sgerous. 

With this type of bubble, there is the following ty spical chain of events: Because of 

either exuberant expesctations abo sut economic prospect ss or structural changes in 

financial markets, a credit boom begins, incsreasing the demand for some assets and 

thereby raising their prices. The rise in as sset valuses, in turn, encourages further 

lending agasinst these asse sts, increasing demand, and he sssnce their prices, even more. 

This feedsback loop can gen serate a bubble, and the bubble ss can cause credit standards 

to ease as le ssnders becssome less concerned about the ability of the borro swers to repay 

loans and instead rely on further appr sseciation of the asset to shield themselves from 

losses. 

At somse point, however, the bu ssbble bursssts. The collsapse in asset prices then 

leads to a reversal of the feedback loop in which loans go sour, len ssders cut back on 

credit supply, the demasnd for the assets dec slines further, and pric ses drop even more. 

The resulting loan losses and declines in asset prices erode the bal sance sheets at 

financial instit sutions, further dimsinishing credit and investmssent across a broad range 

of assets. The decline in lending depresses business and hous sehold spending, whi sch 

weakens economic acti svity and increases macroessssconomic risk in credit markets. In 
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the extreme, the inter ssaction between asset prices and the heaslth of finassncial 

institusstions followsing the collapse of an asset price bubble can endanger the operation 

of the financial system as a whole. However, there is a second type of bubble that is 

far less dang serous, which can be referrsed to as an irrational exuberasnce bubble. This 

type of bubble is driven solely by overly optimist ssic expectations and po ssses much less 

risk to the financssial systesm than credit-driven busbbles. 

The Case for Leassning Versus Cleaning. We have learssned from the recent crisis 

that the bursting of credit-driven bubbles not only can be extremely costly, but are 

very hard to clean up after. Furthermore bubbles of this type can occur even if there is 

price and output stability in the period leading up to them. Indeed, price and output 

stability might actually encourage credit-dsriven bubbles because it leads market 

participants to underestimate the amount of risk in the ec ssonomy. The case for leaning 

against potential bubbles rather than cleaning up afterwards has therefore become 

much stronger. However, the distin sction between the two types of bubbles, one which 

(credit-driven) is much more costly than the other, suggests that the lean versus clean 

debate may have been miscast. Rathsser than leaning aga sinst potential asset-price 

bubbles, which would include both credit-driven and irr sational exuberance type 

bubbles, there is a much strosnger case for leaning against credit bub sbles which would 

involve leanissng against creditdriv ssen bubbles, but not irratio ssnal exuberance bubbles. 

Macroprusdential Policsies. First it is important to recognize that the key 

principle for designing effective policies to lean against credit bub sbles is whether 

they fix marssket failures. Credit extesnsion necessarily involves risk taking. It is only 

when this risk taking is exc ssessive because of market failures that credit bub sbles are 

likely to develop. Reco sgnizing that market fassilures are the problem, it is natural to 

look to prudential regulatory measures to const ssrain credit bubbles. Some of these 

regulatory measures are simply the usual elements of a well-fussnctioning prudential 

regulatory and supe sssrvisory system. Thes se elements include adequate disclosure and 

capital requiressments, liquidity require ssments, prompt corrective action, careful 

monitoring of an institution’s risk-managemesssnt procedures, close sup servision of 

financial institu sstions to enforce complissance with regul sssations, and suffic ssient resources 

and accountability for supervisors. The stand ssard measures men stioned above focus on 
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promoting the safety and soun sdness of indivsidual firms and fall into the category of 

what is referred to as micropr sudential supervisi ssson. 

However, even if indivi ssdual firms are operating pru sdently, there still is a 

danger of excessive risk-taking because of the interact sssions between financial firms 

that promote externalities. An altssernative regulatory approach, which deals with these 

interactions, focuses on what is happening in credit ma srkets in the aggregate, referred 

to as macroprudential reg ssulation and supervision. Macroprudessntial regulations can be 

used to dampen the inte sraction between asset price bsubbles and credit provision. 

Some polsssicies to address the risks to financial stab sility from asset price bub sbles could 

be made a standard part of the reg sulatory syst sem and would be op sserational at all 

times whether a bubble was in progress or not. 

Dicshotomy Between Mo ssnetary Polsicy and Fina ssncial Stab sility Policy. Another 

lesson learned from the financial crisis and the disc sssussion above is that monetary 

policy and financial stability policy are intrinsical sly link sed to each other and so the 

dichotomy betwseen mo snetary and financial stability policy is a false one. As we have 

seen, monestary policy can affect financial stability, while macr soprusdential policies to 

promote fin sancial stab sility will have an impact on monetary policy. If 

macroprudential policies are implemented to restrain a credit bubble, they will slow 

credit growth and will sl sow the growth of aggre sgate demand. In this case, monetary 

policy may need to be easier in order to offset weaker aggregate demand. 

Alternatively, if policy rates are kept low to stimulate the economy, as is true 

currently, there is a gresater risk that a credit bubble might occur. This may re squire 

tighter macropru sdential policies to ensure that a credit bubble does not get started. 

Coordination of monetary and macrosprudential policies bec somes of greater value 

when all three objectives of price stability, output stability and financ sial stability are 

to be pursued 

Towards a New ‘New’ Monetary System. The financial crisis and subsequent 

recession have broken down significant norms both technical and political. Economic 

recovery has remained sluggish in the United States and especially the EU, and 

financial and geopolitical shocks, including the fallout from Britain’s referendum on 

EU membership, may negatively affect growth prospects. Structural problems with 
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the eurozone, and with the dollar’s role in the international monetary system, linger 

on. Compounding these problems is the open question of overall volatility, was the 

financial crisis an anomaly or a turning point. Eight years on, it remains unclear 

whether we will return to a ‘great moderation’ of stable growth rates and business 

cycles, or if increased volatility is the new normal. However if interest rates, which 

were the central tool of monetary policy during the ‘great moderation’, consistently 

remain near zero, the use of unconventional monetary policy will by necessity 

become the norm. This would have uncertain ramifications. 

Other actors are becoming discontent with the status quo, in particular with the 

role of the United States at the centre of the global financial system. If the United 

States conducts monetary policy without sufficient regard to the rest of the world, this 

would play havoc with emerging markets in the future. As developing markets such 

as China gain more economic clout, the international monetary system will likely 

have to depend less on the US Federal Reserve – at the same time, the Federal 

Reserve will have to focus more on the effects of its policies beyond the United 

States. Already we have seen the ‘BRIC’ countries (Brazil, Russia, India, China) 

attempt to create new institutions for global economic governance where existing 

ones have failed. This will be significantly harder to do in the case of the dollar, but it 

is still a possibility. 

Best practices for an uncertain world. A significant but often overlooked factor 

in the history of monetary policy is that the ‘great moderation’ was partially the result 

of a post-Bretton Woods system that was not centrally planned through any 

agreements or treaties, but that grew instead out of best practices and norms 

developed primarily by the US Federal Reserve, European central banks and the IMF. 

Just as the norms of Bretton Woods broke down, the norms of this system have also 

begun to break down, either due to technical limitations – the inability of existing 

monetary policy tools to promote growth – or due to popular discontent. This system 

will need to be updated, a process that implies a period of uncertainty in monetary 

policy. Barring a new Bretton Woods-style agreement, which seems highly unlikely, 

this new system will again take the form of best practices and norms. 
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In any new framework, the United States will likely have to take a less central 

role in global economic governance, instead becoming the largest stakeholder in an 

international system. We have seen the beginnings of this transition. The G20 acted 

as just such a forum during the financial crisis, ensuring standardization on 

macroprudential supervision through the creation of the FSB. Many of the new 

macroprudential powers given to central banks were the product of FSB policy 

development and advocacy. Although the G20 has become a major forum for global 

governance because of its inclusion of developing and nonWestern countries, much 

of the technical expertise remains with European and US policy-makers, who 

collectively represent six of the grouping’s 20 members (United States, European 

Commission, Germany, France, United Kingdom, Ital). By presenting a unified front 

on the need for independent central banking in this forum, the United States and 

European nations will be able to ensure that best practices are maintained. 

A new system will have to reform those areas of the old regime that have failed 

over the last eight years and defend and institutionalize those areas that, while 

successful, have become controversial. Most notably, the pre-existing consensus 

approach to monetary policy has been inadequate for dealing with crises when 

interest rates remain near the zero lower bound. New technical solutions such as QE 

will need to be formalized in the coming years and decades. There is also the 

challenge of how the US Federal Reserve, the Bank of England and the ECB can 

manage the greater supervisory requirements they have inherited while limiting the 

politicization of policy. A further question is how central banks should regard 

independence in a world in which their responsibilities are becoming more political, 

and in which discontent with the economic status quo is growing. Finally, while the 

Bretton Woods system collapsed over four decades ago, many of the causes of its 

failure linger in the current economic system. In particular, the system remains 

centred on the United States in a way that (a) requires the US economy to run a large 

current-account deficit, and (b) effectively leaves other countries at the whim of the 

Federal Reserve’s policies. 

In light of the history that this paper has reviewed, the author proposes several 

policy recommendations for the ECB and US Federal Reserve: 
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1. Policy-makers should avoid a focus on inflation to the exclusion of economic 

growth, as that will delegitimize independent central banking. This is 

particularly important for the ECB. Even within Europe, most countries have 

had a tradition of much looser monetary policy and politically ‘subservient’ 

central banks. Given the wide economic disparities between European nations, 

the economic hardship created by ‘leaving growth on the table’ in a country 

like Greece can lead to sustained political unrest. This suggests that the ECB’s 

mandate may need to be reassessed. 

2. The use of unorthodox monetary policy must be standardized and made to 

appear less ad hoc in nature. In the event that growth remains slower and less 

predictable than before, and that inflation also remains low, the problem of the 

zero lower bound will persist. Whether a form of QE, negative interest rates, 

‘helicopter money’ or some other solution becomes the tool of choice for 

central banks in zero-lower-bound scenarios, these choices should be 

coordinated between the ECB and US Federal Reserve, and their legitimacy 

must be conveyed to the public in advance of their use. However, just as 

interest rate targeting developed organically over time, these new tools will 

also necessarily evolve in a decentralized way, until a basic system of norms 

becomes accepted. 

3. The needs of countries vulnerable to fluctuations in the US dollar should be 

accounted for. This could be done either through a more concerted effort by the 

United States to take into account and mitigate their positions, or by decreased 

dependence on the dollar. The IMF may be able to provide smoother access to 

liquidity, possibly through enhanced use of SDRs. An expansion and 

formalization of central bank swap lines would also be beneficial. The Federal 

Reserve could officially acknowledge that its actions have repercussions for the 

global economy rather than just for the domestic US economy, and could offer 

guidance on how it might take these issues into account. This would 

undoubtedly prove politically difficult domestically, but as slowdowns in the 

rest of the world would also affect US economic growth, internationally 

minded policy options should be considered more proactively by the Fed. 
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4. If macroprudential supervision functions are being moved from government 

ministries to central banks, prudential regulation must be kept operationally 

separate from the implementation of monetary policy within each central bank. 

While certain areas of macroprudential supervision should be controlled by 

central banks, the United States and Europe should focus as much as possible 

on robust enforcement of financial regulation through government agencies 

that are more politically accountable, rather than move those functions to a 

central bank. This will limit the incentives for lobbying or politicization of 

central banks in response to decisions of a non-macroprudential nature. 

5. The US Federal Reserve and the ECB should attempt to use their clout to 

encourage best practices in central banks elsewhere. Monetary policy and 

macroprudential regulation require cooperation between home-country and 

foreign regulators, and the large US and European markets and financial 

systems will give the Federal Reserve and ECB significant bargaining power. 

This will help to spread norms on issues such as central bank independence and 

the coherent use of unorthodox monetary policy. The role of international 

bodies such as the G20, the FSB and the IMF will also be key in maintaining 

best practices. 

Global trends will ensure that the role of both the US Federal Reserve and the 

ECB will change significantly in the next several years. It is important that policy-

makers are mindful of previous missteps and challenges in monetary policy. If the 

present moment does indeed represent the end of the ‘great moderation’, with central 

banks now needing to employ unorthodox monetary policy more regularly, it is very 

possible that the world will experience instability in monetary policy similar to that 

seen in the 1970s. However, more coordinated engagement on these issues between 

the Federal Reserve and the ECB should improve their chances of arriving at best 

practices and ensuring their legitimacy, independence and effectiveness in the years 

to come. 
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Conclusions to chapter 3 

The recent financial crisis, however, does require some major rethinking about 

the details of this basic framework for monetary policy strategy. We now recognize 

that the financial sector play a very prominent role in the macro economy and makes 

it highly nonlinear at times. This requires that we abandon the linear-quadratic 

framework for thinking about how to conduct monetary policy when there is a 

financial disruption. There is now a stronger case for a risk management framework 

that factors in tail risks that can produce very adverse outcomes for the economy. 

There is a stonger case for monetary policy to lean against credit bubbles (but not 

asset-price bubbles per se), rather than just cleaning up after the bubble has burst. 

Using monetary policy to pursue financial stability goals is not an easy task, however, 

and research on how to monitor credit conditions so that it decisions to use monetary 

policy to restrict excessive risk are based on the correct information will be a high 

priority for research in the future. The financial crisis has made it clear that the 

interactions between the financial sector and the aggregate economy imply that 

monetary policy and financial stability policy are closely intertwined. 

Despite the current strains on the monetary system, consensus on a formalized 

new international framework in the mould of Bretton Woods is unlikely. A more 

plausible outcome is the organic development of a new set of norms articulating 

principles both for the mechanisms by which central banks pursue price stability and 

for the governance of central banks themselves. The United States and Europe are 

likely to be at the forefront of this process. They should proactively shape the new 

norms to ensure that they meet the challenges of today’s evolving economic 

landscape. The financial crisis and subsequent recession have broken down 

significant norms both technical and political. Economic recovery has remained 

sluggish in the United States and especially the EU, and financial and geopolitical 

shocks, including the fallout from Britain’s referendum on EU membership, may 

negatively affect growth prospects. Structural problems with the eurozone, and with 

the dollar’s role in the international monetary system, linger on. 

Conventional monetary stimulus (i.e. with interest rates as its primary 

instrument) in the major economies has in effect been exhausted, as interest rates 
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have hit what is known as their ‘zero lower bound’. With policy interest rates near or 

at zero, the major central banks – the US Federal Reserve, the European Central Bank 

(ECB), the Bank of England and the Bank of Japan – have been forced to adopt 

unorthodox and controversial policies such as QE. More recent breaks with 

orthodoxy include the introduction of negative interest rates and consideration of 

‘helicopter money’ policies – i.e. direct financial transfers to households by central 

banks. The inviolability of central bank independence is starting to be questioned. 

This is particularly relevant in Europe, where most central banks had historically 

been accountable to their governments, and where the ECB has attracted criticism 

from some quarters for supposedly exemplifying the EU’s ‘democratic deficit’. 

Inadequate system-wide supervision of the financial sector has been often cited as a 

cause of the financial crisis, central banks have been given significantly expanded 

powers of macroprudential supervision. In most advanced economies, these powers 

were previously vested in a separate regulator or not addressed explicitly at all. This 

potentially changes the role of central banks quite fundamentally: whereas the 

conduct of monetary policy is relatively disconnected from the businesses and 

individuals it affects, macroprudential supervision requires regulators to take a more 

hands-on approach, directly interacting with and (where necessary) sanctioning 

private banks. The dollar has been at the centre of the global monetary system since 

Bretton Woods, but globalization and freer capital flows have left emerging markets 

more exposed to shocks from US monetary policy. 
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CONCLUSIONS 

In the master’s thesis proposes a new solution to the problem of theoretical and 

methodological approaches to the monetary policy in terms of the dollar expansion. 

This enabled us to not only form conclusions on the effects and composition of its 

providing, but also offer ways of implications for monetary policy in terms of dollar 

expansion. 

1). Identification strategy uncovers a strong and statistically significant positive 

(negative) effect of real depreciation (appreciation) on real per capita growth over 

five-year average periods. The effect is visible in developing countries and pegs, and 

is not significant or wrongly signed in advanced countries and floats, where our 

instruments are also weaker. On the other hand, the e¤ects appear to be 

approximately symmetric between appreciations and depreciations, although large 

depreciations appear to have a stronger impact than large appreciations on average. 

The effects are much larger than previous comparable results in the literature, which 

suggests that our identification leads to sharper results. The exchange rates does 

matter for growth in developing economies, but substantially less so in advanced 

ones. 

2). When fiscal and monetary policymakers disagree in the current system, 

they can potentially choose policies with the intent of offsetting each other’s actions. 

The Fed’s responsibilities as the nation’s central bank fall into four main categories: 

monetary policy, provision of emergency liquidity through the lender of last resort 

function, supervision of certain types of banks and other financial firms for safety and 

soundness, and provision of payment system services to financial firms and the 

government. The real rate is largely independent of the amount of money and credit 

over the longer run because it is determined by the interaction of saving and 

investment (or the demand for capital goods). The internationalization of capital 

markets means that for most developed countries the relevant interaction between 

saving and investment that determines the real interest rate is on a global basis. 

Economists have two explanations for this paradoxical behavior: they note that, in the 

short run, many economies have an elaborate system of contracts that makes it 

difficult in a short period for significant adjustments to take place in wages and prices 
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in response to a more rapid growth of money and credit and they note that 

expectations for one reason or another are slow to adjust to the longer-run 

consequences of major changes in monetary policy. 

3). Modern exchange rate models emphasize financial-asset markets. Asset-

approach models may be divided into monetary-approach models, assuming perfect 

substitutability of assets internationally, and portfoliobalance models, assuming 

imperfect substitutability. Portfolio-balance models of exchange rate determination 

add relative asset supplies as a determinant. Central-bank sterilization occurs when 

domestic credit is changed to offset international reserve flows. Since balance-of-

trade flows are balanced by financial-asset flows, changes in the trade balance have a 

role in asset-approach views of exchange rate determination. If financial-asset 

markets clear fast relative to goods markets, then the exchange rate may overshoot 

the new long-run equilibrium after some shock to the system. International currency 

substitution will add an additional source of exchange rate variability. A high degree 

of currency substitution breeds currency union. Exchange rates are difficult to 

forecast because the market is continually reacting to unexpected events or news. 

Even in the absence of any major news, exchange rates adjust through the day as 

foreign exchange dealers manage their inventories and respond to trades with others 

who may be better informed. 

4). Dollar credit has flowed since the global financial crisis to an unusual 

extent to emerging markets and to advanced economies that were not hit by it. Dollar 

credit has grown slowly in two economies where dollar credit was large and growing 

rapidly before the crisis, namely the euro area and the UK. In other words, since the 

crisis, dollar credit has grown fastest in the economies with relatively high domestic 

interest rates. Non-bank investors have extended an unusual share of dollar credit to 

non-US residents since the crisis. Such credit flowed through the international bond 

market to an unprecedented extent, while banks have stepped back as holders (and 

issuers) of bonds. Non-bank investors have not only bought all the net increase in 

bonds outstanding but taken up the bonds that have come out of bank portfolios. prior 

to the crisis, the familiar drivers of international bank credit played a predominant 

role in offshore US dollar credit growth. 
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5). The scale of dollar borrowing outside the US means that US monetary 

policy is transmitted directly to the rest of the world in several ways. Changes in the 

short-term policy rate are promptly reflected in the cost of $5 trillion in US dollar 

bank loans. Moreover, lower short-term dollar rates quicken the pace of the 

expansion of the stock of dollar loans extended to borrowers outside the US. In 

addition, unconventional monetary policy that reduces returns on Treasury bonds has 

also led bond investors to step up their extension of dollar credit to bond issuers 

outside the US and lowered dollar bond coupons for non-US issuers. These effects of 

large-scale bond buying on the amount and pricing of dollar bonds issued by non-US 

borrowers operates in addition to any effect such unconventional policy has in 

lowering the yields on bonds denominated in other currencies. 

6). The ability of multinational firms to borrow dollars through offshore 

affiliates limits the effect of national policies to restrict access to or to raise the cost 

of dollar credit. Despite differences in capital account openness, policy in China and 

Korea succeeded in raising the cost of dollar bank credit from banks at home. 

However, faced with more expensive local dollar bank debt, emerging market firms 

can borrow dollars through offshore affiliates. Wider access to the global dollar bond 

market strengthens global forces and weakens national policies. 

7). Mobilising domestic and foreign resources in the face of lower commodity 

prices and a rebalancing Policy questions arise about how governments of commodity 

exporting countries absorb the earnings shortfall in the short term. It is also important 

for Africa’s governments to move in the longer term to diversify their economies to 

ensure sustainable benefit from financial flows and public revenues. A wide range of 

policies are possible for a great diversity of different countries. The main structural 

distinction runs between countries that are net exporters or importers of fossil fuels 

and industrial metals. The main financial distinction applies to the level of domestic 

savings, whether external debt is sustainable and the level of foreign-reserve buffers. 

A further distinction relates to the degree of exchange rate flexibility. Finally, the 

quality of domestic governance and institutions play a key role in how successful 

financial resources will be in helping to make growth inclusive and sustainable. 

Stabilising finance for development is a major short-term challenge. Reduced 
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financial foreign flows require higher domestic tax revenues, more stimulus for 

foreign inflows and better use of foreign reserves. 

8). The recent financial crisis, however, does require some major rethinking 

about the details of this basic framework for monetary policy strategy. We now 

recognize that the financial sector play a very prominent role in the macro economy 

and makes it highly nonlinear at times. This requires that we abandon the linear-

quadratic framework for thinking about how to conduct monetary policy when there 

is a financial disruption. There is now a stronger case for a risk management 

framework that factors in tail risks that can produce very adverse outcomes for the 

economy. There is a stonger case for monetary policy to lean against credit bubbles 

(but not asset-price bubbles per se), rather than just cleaning up after the bubble has 

burst. Using monetary policy to pursue financial stability goals is not an easy task, 

however, and research on how to monitor credit conditions so that it decisions to use 

monetary policy to restrict excessive risk are based on the correct information will be 

a high priority for research in the future. The financial crisis has made it clear that the 

interactions between the financial sector and the aggregate economy imply that 

monetary policy and financial stability policy are closely intertwined. 

9). Despite the current strains on the monetary system, consensus on a 

formalized new international framework in the mould of Bretton Woods is unlikely. 

A more plausible outcome is the organic development of a new set of norms 

articulating principles both for the mechanisms by which central banks pursue price 

stability and for the governance of central banks themselves. The United States and 

Europe are likely to be at the forefront of this process. They should proactively shape 

the new norms to ensure that they meet the challenges of today’s evolving economic 

landscape. The financial crisis and subsequent recession have broken down 

significant norms both technical and political. Economic recovery has remained 

sluggish in the United States and especially the EU, and financial and geopolitical 

shocks, including the fallout from Britain’s referendum on EU membership, may 

negatively affect growth prospects. Structural problems with the eurozone, and with 

the dollar’s role in the international monetary system, linger on. 
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10). Conventional monetary stimulus (i.e. with interest rates as its primary 

instrument) in the major economies has in effect been exhausted, as interest rates 

have hit what is known as their ‘zero lower bound’. With policy interest rates near or 

at zero, the major central banks – the US Federal Reserve, the European Central Bank 

(ECB), the Bank of England and the Bank of Japan – have been forced to adopt 

unorthodox and controversial policies such as QE. More recent breaks with 

orthodoxy include the introduction of negative interest rates and consideration of 

‘helicopter money’ policies – i.e. direct financial transfers to households by central 

banks. The inviolability of central bank independence is starting to be questioned. 

This is particularly relevant in Europe, where most central banks had historically 

been accountable to their governments, and where the ECB has attracted criticism 

from some quarters for supposedly exemplifying the EU’s ‘democratic deficit’. 

Inadequate system-wide supervision of the financial sector has been often cited as a 

cause of the financial crisis, central banks have been given significantly expanded 

powers of macroprudential supervision. In most advanced economies, these powers 

were previously vested in a separate regulator or not addressed explicitly at all. This 

potentially changes the role of central banks quite fundamentally: whereas the 

conduct of monetary policy is relatively disconnected from the businesses and 

individuals it affects, macroprudential supervision requires regulators to take a more 

hands-on approach, directly interacting with and (where necessary) sanctioning 

private banks. The dollar has been at the centre of the global monetary system since 

Bretton Woods, but globalization and freer capital flows have left emerging markets 

more exposed to shocks from US monetary policy. 
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