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Section 3:  Monetary Policy after the crash – suggested answers  

Page 39: Monetary Policy 

The flow chart should include the following: 

Lower interest rates >> Encourages borrowing by firms (to invest), and by consumers (to spend) >> 

AD rises >> Output and employment rise >> Incomes rise >> Upward multiplier >> Economy expands 

>> AD rises, economic growth. 

Page 41: Quantitative easing   

The video clip from the Bank of England gives a brief account of how QE worked. For a more 

international view, go to www.federalreserve.gov and select ‘About the Fed’ followed by 

‘Educational Tools’, ‘Timeline’, ‘The Financial Crisis’ and ‘The Federal Reserve’s Response to the 

Financial Crisis. There is a video clip of Ben Bernanke explaining; he gives a longer, more detailed 

account of how the international community responded to the crisis and how the Fed’s policies were 

implemented. (Ben Bernanke is no longer Chair of the Fed but the new chair, Janet Yellen, has 

similar views.) 

QE involves the central bank in buying assets, usually government bonds and corporate bonds. These 

are fixed term loans which can be sold in the financial markets. The interest rate on these bonds will 

be lower if their price rises. So having a big new buyer in the market will push up prices and reduce 

interest rates. The primary objective is to make it easier for firms to borrow and invest. Another 

important objective is to increase confidence in both the financial markets and the economy as a 

whole. 

Page 42: Taking decisions and forward guidance 

 Forward guidance should provide reassurance that the central bank will not increase 

interest rates so fast that the recovery process slows or goes into reverse. It is a way of 

generating increased confidence that the economy will return to healthy growth. 

However, if circumstances change, forward guidance could warn of possible rate rises 

and discourage excessive borrowing. This could put some firms off the idea of investing. 

This could be useful if economic growth were to become unsustainable. 

 Monetary policy normally works through the rate of interest set by the central bank 

(Base Rate in the UK, the federal funds rate in the US, sometimes referred to as 

benchmark interest rates in the ECB). If the hotel has retained profits that can be used to 

fund its expansion, its only concern will be whether incomes might fall. This would mean 

fewer customers because demand for stays in country house hotels is income-elastic. 

However, if the hotel needs to borrow some or all of the money to build the extension, a 

rise in interest rates might be a serious anxiety. Bank loans will normally be agreed with 

a level of interest charges based on the central bank rate. So tighter monetary policies 

will raise the overall cost of the investment. If rising interest rates are expected (and if 

they start out very low, a rise will be expected, at some stage) investment projects look 

riskier.  The hotel owners will have to think about their overall level of confidence in 

both the future growth prospects of the economy and their own marketing efforts. 

http://www.federalreserve.gov/
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 Forward guidance could be very important in giving GKN the confidence to go ahead. In 

2009 when the dramatic slowdown occurred after the credit crunch, many planes flew 

half empty. Aircraft sales are quite sensitive to growth in the economy and some airlines 

cancelled orders. However, GKN’s investment plans are partly based on the likely value 

of their new technologies. This will improve the firm’s ability to compete with rival 

businesses and may lead to a degree of success whatever the economic prospects. That 

said, forward guidance might reassure GKN that a repeat of the 2009 experience is 

unlikely. 

 House buyers in this situation need a larger mortgage. They face two risks – that house 

prices may fall and that interest rates may rise. If house prices are stable or rising 

steadily, this may not be a problem. But if the economy subsequently contracts again, 

Julian may find himself with negative equity. His mortgage debt may be higher than the 

value of his new house. This is the situation that leads to foreclosure by the mortgage 

lender, and then he would lose everything. Forward guidance could reassure him that 

house prices are unlikely to fall significantly and that he is safe to take on a larger 

mortgage because interest rates will not rise dramatically soon. If on the other hand the 

forward guidance is that interest rates will rise soon, he may think again because  his 

monthly payments will rise and the effect on the economy may be negative. 

Page 43: Outcomes 

Homeowners benefited from low interest rates, which reduced their mortgage interest payments. 

Potential investors and owners of financial assets gained too. People who lost their jobs gained little 

if anything; if falling incomes made it impossible for them to keep up their mortgage payments, QE 

did not help them to keep their homes. 

Page 44: More decisions 

 Forward guidance has become less important since the original articles were written.  

Uncertainty in general has made it very difficult for central bankers to speak confidently 

about future policy decisions. 

 The answer depends on the current situation. If strong economic growth persists into 2015-

16 and beyond, you may want to consider tightening monetary policy. If economic growth 

slows again, you might retain expansionary policies. At all times you will need to take time 

lags into account. Monetary policy takes time to work though the system. The full effect of a 

change in interest rates may take up to two years to materialise. You could consider leading 

indicators: central bankers sometimes use the purchasing managers index to aid prediction. 

This is based on data about spending on inputs for the production process and may 

foreshadow a rise or fall in output. 

Page 45: How is the present different from the past? 

 Central banks are paying attention to employment, unemployment and economic growth, as 

well as inflation. 

 As of 2014, dissatisfaction with low pay has become very prevalent. There are political and 

social issues relating to increasing inequality that may need to be considered at election 
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time. These may well affect economic policy-making. Skill shortages could enable some 

groups of employees to use industrial action as a way of increasing incomes. 

 If you consider recent inflation and unemployment data alongside the data for GDP growth, 

you may be able to see the effect of time lags on policy outcomes. 

Page 46: What next? 

 The evidence of underemployment in early 2014 influenced central banks in their thinking 

that there was still slack in most economies, i.e., possibilities for expanding firms to recruit 

employees with suitable skills. However over time, it would be reasonable to expect labour 

markets to get tighter if growth is continuing.  Forward guidance would then tend towards 

an expectation of rising interest rates. 

 While interest rates were low in the developed world, savers found it very hard to get a 

decent rate of return on their money. Banks and finance companies looked to the emerging 

economies to provide good rates of return. Capital flowed in and was used to finance 

investment. If capital is flowing out again, interest rates will rise in the emerging economies 

and some of the new investments may prove to be unprofitable because of the higher cost 

of borrowing.   Also, capital inflows and outflows affect exchange rates; swift changes in 

exchange rates increase uncertainty.  

 Some commentators (e.g. Larry Summers) say that if unemployment persists, secular 

stagnation is a possibility. This means a long period of slow or non-existent growth. They 

recommend more active intervention by governments, either by loosening fiscal policy or by 

letting the inflation rate rise. Extra government spending on, say, infrastructure projects 

would generate increased aggregate demand. Letting inflation accelerate a little would 

further reduce the cost of borrowing to invest.  

The economic situation is like a serial. Events intervene and change the picture. You should now be 

in a good position to work out how policies need to change in response to changing circumstances, 

the exact nature of which cannot be known accurately in advance. 

 

 

 


