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 ABSTRACT Although nominal interest rates are constrained by the zero lower bound (ZLB), Central
Banks can increase the monetary base (M0), e.g. by Quantitative Easing (QE). But the link, 
money multiplier, between M0 and the wider monetary aggregates has collapsed. Although QE 
was, nevertheless, originally successful, it is now largely a spent force. It could be given some 
additional power by complementing it with reductions in interest payments on (marginal) excess 
reserves (IOER). But neither will have any significant effect in raising bank lending to the private 
sector. In order to kick start that, one should aim to lower bank marginal funding costs. The 
Funding for Lending Scheme (FLS) is a good start. If that should not be enough, then have the
Central Bank buy bank bonds, and, if yet more is required, try forcible dilution, whereby the
authorities injects more equity into those banks which are failing to expand. 

 

 JEL E50, E51, E52, E59, G21 
 Keywords Interest rates; Money multiplier; Quantitative Easing; Funding for Lending Scheme 
 
 
 
 

 ÖZ Nominal faiz oranlarının sıfırla sınırlı olmasına rağmen merkez bankaları, niceliksel genişleme 
örneğinde olduğu gibi para tabanını (M0) artırabilirler. Ancak, M0 ve daha geniş tanımlı parasal 
büyüklükler arasındaki bağ, para çarpanı, başarısız olmuştur. Niceliksel genişleme başlangıçta
başarılı olmasına rağmen artık büyük ölçüde boşa harcanan bir kuvvettir. Niceliksel genişlemeye 
(marjinal) fazla rezervler üzerinden alınan faiz ödemelerinin azaltılmasıyla tamamlanarak destek
verilebilir. Fakat bunların hiçbirinin özel sektöre verilen banka kredilerini artırmada önemli bir 
etkisi olmayacaktır. Söz konusu kredileri harekete geçirmek için daha düşük banka marjinal
fonlama maliyeti amaçlanmalıdır. Krediye Yönelik Fonlama Planı iyi bir başlangıçtır. Eğer bu 
yeterli olmazsa merkez bankasının banka tahvili alması sağlanır ve eğer daha fazlası gerekirse, 
kredi genişlemesinde başarısız bankalara otoritelerin daha fazla öz kaynak enjekte etmeleri
vasıtasıyla etkili seyreltme denenir. 
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JEL E50, E51, E52, E59, G21 

 Anahtar Kelimeler Faiz oranları, Para çarpanı, Niceliksel Genişleme, Krediye Yönelik Fonlama Planı  

 

 

 

 
 

                                                            
∗ Financial Markets Group, London School of Economics ▪ GOODHART: c.a.goodhart@lse.ac.uk  
 



 

 

 
 
 

1. Introdu
In most 

macro-mod
accord wi
(1993/1999
because de
degree of f
play on the
have argue
in a depress
future infla
dangerous 
bound, it is
inflation. In
be credible

Second, 
economic p
Should the
intentionall
value of mo
quickly. N
holding suc
trouble. To
flood the sy
dangerously
advocacy (2

So the C
official inte
stable, infla
to lead to 
wisdom, th
stability ov
positive lev
choose a qu
bank depos
interest rat

C.A.E

uction 
standard (

dels, there i
ith some r
9). In this m
efault, and 
freedom that
e public’s ex
d that, shou
sion, then th
ation in or
for two rea
s not clear 
n the absenc
. This has be
the suggest

purposes, e.
e governme
ly inflating 
oney (and o

Nominal inte
ch fixed inte
o prevent a f
ystem with 
y volatile. 
2012). 

Central Bank
erest rate, w
ation target.

any revisi
hat the prim
ver a mediu
vel at which
uantity, an a
sits at the C
tes by creat

. Goodhart | Cen

(Dynamic S
is a single r
reaction fun

model all age
hence credi
t a Central B
xpectations 

uld a lower, z
he Central B
rder to low
asons. First,
exactly wha

ce of such p
een argued b
tion that in
.g. to reduc
ent, usually 
its way out 

of the govern
erest rates c
erest debt, e.
financial cri
even more 
That is not

k has, appar
which it sho
 Nothing ha

ion or reass
mary object
um-length h
h to set its in
amount, for 
Central Ban
ing exactly 

ntral Bank Review

 
2 

Stochastic G
riskless rate
nction, as 

ents can lend
it risk, is a
Bank (CB) m
of their futu
zero bound 

Bank should 
wer real int

 with nomin
at policies w
olicies, the h
by the Bank

nflation be c
e inherited 
the largest

of its own d
nment’s oth
could start 
g. banks and
isis, the Cen
liquidity. T

t the way to

rently, just o
ould use pri
as taken plac
sessment of
tive of mon
horizon. Wh
nterest rate,
the moneta

nk). The CB
the amoun

w 13(2):1-15 

General Eq
e, set by th

developed 
d and borrow
assumed aw
may have in
ure policy. 
to nominal 
publicly aim

terest rates 
inal interest 
will achieve
higher infla

k of Japan. 
consciously 
debt, is inh
t debtor, b
debts, confi

her promises
to rise rapi
d pension fu
ntral Bank w

The eventual
o go, despi

one instrum
imarily to a
ce in the rec
f that, by 
netary polic
hen a Centra
, it cannot th
ary base (cas
B has to val
nt of high-p

quilibrium, 
he Central B

by John 
w at this sam

way. The on
n such a mod
In particular
interest rate

m to achieve
now. But 
rates at the

e that higher
ation target m

raised for 
herently dan
e perceived
idence in the
) could erod
idly, and cr
unds, could r
would then 
l outcome co
ite M. Woo

ment, the sho
achieve a lo
cent financia
now conve

cy should b
al Bank cho
hen simultan
sh plus com
lidate its ch
owered mon

DSGE) 
Bank in 

Taylor 
me rate, 
ne extra 
del is to 
r, some 

es be hit 
e higher 

this is 
e lower 
r future 
may not 

macro-
ngerous. 
d to be 
e future 
de quite 
reditors 
run into 
have to 
ould be 

odford’s 

ort term 
ow, and 
al crisis 
ntional, 

be price 
ooses a 
neously 
mercial 

hoice of 
ney, H, 



 

 

monetary b
The well-kn

where ܯ is
by the pub
reverse. Th
determined
much ܪ the

2. The Col
This con

choose ܪ 
however, b
rates was a
and since 
nominal int
ever larger 
holdings of
the lower n
choose to e
the official
done so, ex
easing (CE
thumb, ܪ 
developed 
in the USA

Goodhar
collapse on
1975/1984)
was endoge
direct contr
quite stable
pumping ܪ
the broad m
stagnated, o
and as a u
accepted). 

This obs
that QE, CE

C.A.E

base, that th
nown (textb

s the money 
blic, and ܴ 
he level of

d ܯ. Given 
e CB had to 

llapse of th
nstraint on 
and ݅ (the 

become relax
approached. 

currency h
terest rates 
stocks of no

f currency m
nominal bou
expand ܪ, t
l interest rat
xpanding ܪ 
E), long term

has been m
countries, th

A, now that th
rt’s Law, th
nce pressure
), then swun
enous and th
rol purposes
e in most coܪ into the fin
money stock
or at times e

useful intelle

served collap
E, LTROs, e

. Goodhart | Cen

he public an
book) moneyܯ ൌ ܪ

stock, ܥ cu
are bank re

f interest rܯ, the desi
create to ma

he Money M
CB operatio
level of th

xed once th
Since anyo

has a zero 
much below
otes, unless 

more costly. 
und to inter
the monetary
te, was app
with enthus

m refinancin
multiplied b
hough by ev
he Fed has e
hat “any ob
e is placed u
ng into acti
he money m
s. During thi
ountries mos
nancial syst

k hardly bud
even fell. Th
ectual conce

pse of the m
etc. had no e

ntral Bank Review

 
3 

d banks wan
y multiplier,ܪ ሺ1 ൅ ܦ/ܥሺܦ/ܥ ൅ ܴ/
urrency held 
eserves with
rates ݅, and
red ܦ/ܥ an
aintain its ch

Multiplier 
ons, i.e. tha
he official 

he zero nomi
ne can conv
nominal in

w zero, depe
one can dre
But this also
est rates had
y base, as m

proximately 
siasm, via q
ng operation
y a factor 
ven more in
embarked on
bserved stat
upon it for 
ion. Previou

multiplier had
is prior perio
st of the tim
tem, as if th
dged and ban
he money mu
ept (not that

money multi
expansionary

w 13(2):1-15 

ant to hold aܦሻ/ܦሻ 
by the publ

h the CB, a
d a host o
nd ܴ/ܦ ratio
hosen level 

at it could n
short term 

minal bound 
vert other as

nterest rate, 
ending on th
am up mech
o has the im
d been hit, 

much as it m
stuck at ze

quantitative 
ns (LTROs)
of three, tr

n the UK, an
n QE3. 
tistical regu
control pur

usly, with th
d virtually n
od the multi

me. Now CB
here was no 
nk lending t

multiplier col
at it should 

iplier does n
ry effect. Pat

at that intere

lic, ܦ depos
actually wo
of other va
os determin
of ݅. 
not simultan
interest rat

to nominal 
ssets into cu

one canno
he costs of h
hanisms for 

mplication tha
the CB cou

might wish, 
ero. And CB
easing (QE)
), etc. As a 
ripled, in th
nd prospecti

ularity will 
rposes”, (Go
he CB settin
never been u
iplier had re
s were cons
tomorrow, 
o the private
lapsed both 
ever have b

not, of itself
tently at tim

est rate. 

sits held 
rked in 

ariables, 
ed how 

neously 
te) has, 
interest 

urrency, 
ot force 
holding 
making 
at, once 

uld now 
since ݅, 

Bs have 
), credit 
rule of 

he main 
ively so 

tend to 
oodhart, 
ng ݅, ܪ 
used for 
emained 
sciously 
and yet 
e sector 
in size, 

been so 

f, mean 
mes such 



 

 

(quantitativ
inflation) th
USA and U
(liquidity) 
exchange r
2) on the U
also certain
then ܯ and
the macro-e
however, n

Be that a
monetary m
was meant 
partly in o
having bee
beginning t
policy can 
our ability 
it is not the
fiscal polic

Numeric
banks more
increase in 
can be seen

 

C.A.E

ve) expansi
han would 
UK and the 
risk premia

rates, etc.; fo
UK economy
nly arguable
d credit exp
economy wo

never really t
as it may, it
multiplier), t

to work, fa
order to red
en already s
to take hold
do further, a
to climb ou
e purpose o
ies). 

cally the reas
e or less com
their reserv

n from Table

. Goodhart | Cen

ionary mea
otherwise h
ECB’s LTR

a, raising as
or an empiri
y (Ashworth 
e that, with
ansion wou
ould have g
test a counte
t still remai
through wh
ailed badly.

design mone
stuffed to th
d that there 
a fatalistic re

ut of the pres
f this note t

son why the
mpletely off
ve ratio, mo
e 1 below: 

ntral Bank Review

 
4 

asures did 
have occurre
RO in 2011
set prices, r
ical study of
and Goodha
out QE and
ld have been

gone into a m
er-factual. 
ins the case 
ich such un
 We need t

etary policy.
he gills wit
is a limit to
esignation th
sent depress
to discuss w

e money mu
ffset the incr
ostly deposit

Table 1 

w 13(2):1-15 

lead to hi
ed, especiall
1/12. They d
restoring co
f the effects 
art, forthcom

d the resulta
n much low

much worse 

that one ke
nconventiona
to analyse a
. With our 
th liquidity,
o what expa
hat there ma
sion by mon
what may be

ultiplier colla
rease in ܪ b
ts held at th

igher outpu
ly QE1 in b
did so by re

onfidence, lo
of QE (both

ming 2012/1
ant increase

wer, in part b
tail-spin. O

ey channel (
al monetary

and to expla
economic s
 there is a 

ansionary m
ay be strict l
netary policy
e the constra

apsed has be
by a counter
he Central B

ut (and 
both the 
educing 
owering 
h 1 and 

13). It is 
s in ܪ, 
because 

One can, 

(via the 
y policy 
ain this, 
systems 
feeling 
onetary 
imits to 
y. (N.B. 
aints on 

een that 
rvailing 

Bank, as 

 



 

 

Followin
amongst bo
assets had 
mistaken be
always be 
thereafter t
has require
form. But 
debt, as w
necessity to
present hol
well over t
reserves at 
far in exces
that some s
without inc
encourage 
many (but 
historically
assumed th
not true now

3. What D
Banks w

after adjust
focus on Ro
reasons. Ba
shareholder
share fall to
puts the jo
bonuses are
shares. So 
interest in R

Although
and remain
the Eurozon
banks and 
funding cos
will increa
reduction i

C.A.E

ng on from 
oth regulator
been allowe
elief that fun

available. 
ightened to 

ed banks to 
the definiti

well as depo
o hold liqu
ldings of liqu
the required
the BoE are
ss of that. S
sizeable part
curring offic
bank asset 
not all) pa

y) liquidity c
hat banks we
w.  

Determines 
will attempt 
tment for ri
oE, rather th
ank manage
rs are natura
oo much, th
obs of the 
e normally p

manageme
RoE.  
h official in
n currently v
ne periphery

for potent
sts, e.g. for 
asingly div
in official in

. Goodhart | Cen

the financi
rs and banks
ed to drop f
nding liquid
So regulat

some degre
hold some

on of such 
osits with th
id assets at
uid assets, 2

d amount to 
e not there b

So suggestio
t of such liq
cial displeas
expansion. 

arts of the 
constrained. 
ere liquidity 

Bank Lend
to expand t
isk, by so d
han the over
ers are subje
ally concern

he market pr
existing ma
paid in the f
ent, like oth

nterest rates,
very low in
y), perceptio
tial private 
longer-term

verge from 
nterest rates

ntral Bank Review

 
5 

ial crisis, th
s, that bank 
far too low, 
dity via acce
tions about

ee almost ev
7% of the
liquid asse

he Bank of 
the BoE ra

2012 end Se
hit the rati

because of r
ons from the
quid reserves
sure are wid
The banks 
Eurozone a
The money
restrained; t

ding to the 
heir assets, 

doing appear
all return on

ect to the go
ned about R
rice of equit
anagement t
form of defe
her shareho

, without cr
n most sover
ons of credit 

sector borr
m funding wh

the officia
s does not g

w 13(2):1-15 

here was a 
holdings of
in some lar

ess to whole
t liquid ass

verywhere. I
ir UK fund

ets includes 
f England (B
ather than i

eptember, at 
io. The huge
regulatory c
e Bank of En
s could be u
de of the m
in the UK,

are not (and
y multiplier a
this has rare

Private Se
if the return

rs high enou
n total assets
overnance o
RoE (not Ro
ty could dro
team at risk
erred claims
olders, have

redit risk, go
reign countr
t risk rise qu
rowers from
hether in dep
al riskless 
guarantee an

generalised
f liquid, mar
rge part in t
sale markets
set holding
In the UK, th
ded assets in

(UK) gove
BoE). Ther
in gilts. Mo
about £470

e holdings o
onstraints; t
ngland, and

used and, run
mark as a m
, in the US 
d rarely hav
approach im
ely been true

ctor? 
n on equity 
ugh to them
s (RoA), for 
f shareholde
A). If earni

op to a point
k. Moreove
 on their ow

e a natural 

o down in s
ries (i.e. ex

uite sharply b
m banks. S
posit or bon
rate. There

n equivalent

d belief, 
rketable 
he then 
s would 
s were 
he FSA 
n liquid 
ernment 
e is no 
oreover, 

bn, are 
of bank 
they are 

others, 
n down, 

means to 
and in 

ve been 
mplicitly 
e, and is 

(RoE), 
m. They 

several 
ers, and 
ngs per 
t which 
r, bank 

wn bank 
vested 

slumps, 
cluding 
both for 
o bank 

nd form, 
efore a 
t fall in 



 

 

bank fundin
with an ind

Figure 1. 5

 

Banks a
Traditional
normally q
relative to 
not normal
example on
is another w
and a way 
perceived a
the initial d
loan. As J.
(2008) has 
as the inter
authorities 
charged by
the net eff
interest rate
can simult
borrowers, 
credit has b
collateral te
have beco
accurate, an

C.A.E

ng costs. In 
dex of 5-year

5-Year Gilts a

are, to som
lly they lend
quite sticky. 

other banks
l, and bank
n standard v
way that ban
that comes 

as more at ri
deposit on a
. Geanakop
emphasized

rest rate. Cy
only have p

y, banks, and
fect on cred
e change ind
taneously c
so the prob

become muc
erms require
ome much 
nd aggregat

. Goodhart | Cen

Figure 1, w
r bank CDS 

and Index of 

me extent, 
d at a mark
If a bank tr

s, it will lose
ks are curren
variable rate 
nks can incr
naturally wh
isk. This is 
a mortgage,
los (2010, 2

d, there are t
yclically the
partial influe
d not at all o
dit expansio
duced by the
claim to be
blem is one 
ch more dif
ed by banks 

more dem
te data to m

ntral Bank Review

 
6 

we compare t
spreads from

5-Year CDS 

price taker
k-up over B
ries to raise 
e customers
ntly raising 
mortgage lo

rease their ri
hen their pri
to toughen t
, and to incr
2011) and A
two margins
se often mo

ence on the i
on the assoc
on can som
e authorities
e providing
of demand,

fficult to acc
for borrowe

manding. U
measure the 

w 13(2):1-15 

the path of r
m 2005 Q1 

 Spreads 

rs also in 
Bank rate, an

that mark-u
s and reputa

their mark
oans (SVRs
risk-adjusted
ivate sector 
the collatera
rease the de
A. Fostel a
s on any loan
ove in oppos
interest rates
ciated terms

metimes be 
s. This also e
g loans to 
, while borr
cess. The re
ers to be dee
Unfortunatel

changing te

rates of 5-ye
to 2012 Q2.

 

the loan 
nd that mar
up (too muc
ation. But tim
k-ups (spread
). In any cas

d return on l
borrowers a

al required, 
efault penal
nd J. Geana
n, the terms 
site directio
s applicable
 of lending,
the reverse 

explains how
all credit-

owers conte
esolution is t
emed credit-
ly compreh
erms, as con

ear gilts 
 

market. 
rk-up is 
ch), and 
mes are 
ds), for 
se there 
lending, 
are also 
to raise 
ty on a 
akoplos 
as well 
ns. The 
to, and 
 and so 
of the 

w banks 
-worthy 
end that 
that the 
-worthy 
hensive, 
ntrasted 



 

 

with intere
hard to obta
borrowers; 

Under th
private sec
marginal fu
that bank’s 
probability 
charged bo
risk adjust
terms, there

This indi
private sect
debt. These
• The
• Ma
• The
The high

credit to th
spread, (of 
constrained

Although
enough, the
so. Under 
increases in
costs, are n
private sec
funding for
marginal fu
done to enc

4. Bank L
Reserves a

Before t
banks to e
investment 
risk weight
Moreover, 
also have c
bank’ liabil

C.A.E

st rates, on 
ain, so there
better than n

he Basel ca
ctor has a re
unding cost 
 target RoE.
of repaym

orrowers is c
ed return c
eby enhanci
icates the m
tor, beyond 
e are: 
e target RoE
arginal bank 
e perceived p
her these ar
he private se
f loan rate), 
d, by toughe
h in recent 
e other two 
these circum
n liquidity, 
not likely to
ctor. QE wi
r lending sc
unding costs
courage furth

Lending to 
at the Cent
that, howeve
expand their

has been p
t, so no add
the perceive
command o
lities being i

. Goodhart | Cen

bank lendin
e is much rel
nothing but 

apital adequa
elatively hig
has to be la
. The risk ad

ment (plus i
constrained, 
can be raise
ng the proba

main factors i
and besides

E. 
funding cos
probability o
re the lower
ector. If thes
over officia
ning (collate

years targ
main forces

mstances sm
except in so
o be efficac
ill not work
cheme (FLS
s. We shall 
her bank len

the Public 
tral Bank 
er, I shall c
r holding o
privileged in
ditional capi
ed probabili

over their ow
in nominal f

ntral Bank Review

 
7 

ng, other pe
liance on sur
somewhat l
acy requirem
gh risk weig
rge enough 

djusted retur
nterest). If 
perhaps by 

ed further b
ability of rep
influencing t
s the level o

st spread abo
of default. 
r will be a 
se worsen, a
l rates, and,
eral) terms.
et RoE has
s have move
mall change
o far as they
cious in enc
k to generat
) may do so
discuss sub

nding to the 

Sector and

consider ano
of public se
n terms of r
ital is requir
ity of defau
wn printing
form, inflati

w 13(2):1-15 

erhaps than 
rveys of ban
limited as a b
ments (CAR
ght. The spr
to generate 

rn also depen
the interes

 competition
by tougheni
payment. 
the supply o

of official ra

ove the offic

bank’s will
a bank will 
, to the exte

s come dow
ed adversely
s in official

y affect mar
couraging ba
te such new
o by directl
bsequently w
private sect

d the Depo

other use o
ector, gover
risk weighti
red when su

ult, for those
g press, is c
ion risk is al

on mortgag
nk loan offic
basis for ana
Rs), lending
read over a 
a return tha
nds on the a
t rate that 
n or reputati
ing the (col

of bank loan
ates on gove

cial rate. 

lingness to 
react by rai
nt that this 

wn somewh
y, and consi
l interest ra

rginal bank f
anks to lend
w lending; t
y influencin
what else m
or. 

osit Rate on

f bank mon
rnment debt
ing, bearing
uch debt is 
e governmen
close to zero
lso unimport

ges, are 
cers and 
alysis. 
g to the 

bank’s 
at meets 
assessed 

can be 
ion, the 
llateral) 

ns to the 
ernment 

expand 
ising its 
latter is 

hat, not 
derably 

ates and 
funding 
d to the 
the UK 
ng bank 

might be 

n Bank 

ney, for 
t. Such 

g a zero 
bought. 
nts who 
o. With 
tant. So 



 

 

the choice 
holding go
returns. Th
and has an 
bonds is su
and if, the 
interest rate
floor for y
bonds deter

 
Figure 2. B

Source: Ashw

 
Under th

use of a se
rate) and up
to the offici
3, with the 
we have th
relationship

 
 
 
 
 
 
 

0

1

2

3

4

5

6

7

8

9

10

Feb/9

C.A.E

for banks 
overnment d
he return pai

option valu
ubject to the
bank needs 
es paid on 

yields on sh
rmined by e

Bank of Engl

worth and Goodha

hese circumst
econd availab
pper (official
ial rate, as a 
official inter

he normal r
p in B and a c

4 Jun/95 Oct/96 Feb

. Goodhart | Cen

between ho
debt reduces
id on reserv
ue of maxim
e risk that in

to sell such
(excess) res

hort-dated g
xpectations.

land Base Ra

art, Haver Analyt

tances one m
ble instrume
 lending rate
second expa
rest rate in a
relationship 
contractionar

b/98 Jun/99 Oct/00 F

ntral Bank Review

 
8 

olding reser
 to a simpl

ves at the Ce
mum flexibil
nterest rates 
h debt before
serves at the
government 
. That relatio

te and 2-Yea

tics

might have e
ent, their abi
e) bounds of 
ansionary me
all cases assu

with the co
ry relationsh

Feb/02 Jun/03 Oct/04

w 13(2):1-15 

rves at the 
le compariso
entral Bank
lity. The retu
may have b
e maturity. 
e Central B
bonds, with

onship is dep

ar and 10-Yea

expected Cen
ility to vary
the interest r

easure in a d
umed to be c
orridor in A

hip in C. 

Feb/06 Jun/07 Oct/0

2-year bond

base rate

10-year bon

Central Ba
on of risk a

k is certain, 
urn on gove
become high
So, in a dep
ank will pr
h yields on
picted on Fi

ar Bond Yield

ntral Banks t
y the lower (
rate corridor 

depression. In
constant, say
A, an expan

8 Feb/10 Jun/11

d yield

nd yield

ank and 
adjusted 
riskless 

ernment 
h when, 
pression 
ovide a 

longer 
gure 2.  

ds 

 

to make 
(deposit 
relative 

n Figure 
y at 1%, 
nsionary 



 

 

Figure 3. T

 
 
++++
 
 
-------
 

 

                             

The Cen
changes in 
varied corr
monetary m
in effect 
movements
opposite di
itself at exa

One obv
countries a
reserves (n
require them
than depos
rates becau
does not kn
the case of 
holding, at
deposit rate

Banks c
accounts he
But there w
currency he
Hence bey
squeezing l
the authori
return on b

Partly as
(excess) res

C.A.E

The Corridor
A 

Normal 

++++++++++

----------------

  official rate

ntral Bank o
official rate

ridor rates, r
management
also done 
s in other pu
irection, star
actly the wro
vious proble
are now so l
now known 
m to be nega
sits. As a ge
use currency
now who ho
f banks the a
t suitable in
e on (excess
could, in th
eld with them
would be a l
eld by non-b
yond some 
liquidity out
ities would 
ank deposit 

s a result, the
serves at the

. Goodhart | Cen

r and the Off
 

E
  
  

++   
 ++++
  

--   
 ------

e       ---------

f Turkey ha
es constraine
relative to th
t, with, I bel
so, leading

ublic sector 
rting to pay 
ong moment
em is that 
low that an 
as IOER) f

ative. Anyon
enerality on
y is a bearer
olds it (and 
authorities c
ntervals, and
) reserves in

heory, respo
mselves, bla
limit to the c
banks is not 

point, the 
t of the bank
like to be h
holders. 
e general as
e Central Ba

ntral Bank Review

 
9 

ficial Rate 
B 

Expansionary

+++++++++

---------------

--- deposit ra

as, I underst
ed (by conce
he official ra
lieve, some s
g to some 
rates. The F
interest on c
t of time. 
official rat
attempt to 

further relat
ne can hold,

ne cannot fo
r (not an ow
make such 

could require
d impose a t
n deposit for
ond by imp
aming offici
capacity to i
readily obse
C/D ratio 

king system.
held respon

sumption is
ank would b

w 13(2):1-15 

y 
 

C
  
 ++
  

+++   
 ----
  

-----   

ate        ++++

tand, used th
erns about c
ate, as an al
success. The

sharp sho
Fed inadvert
commercial 

tes in most
lower depo

tive to the 
, zero-yieldi
orce negativ
wner registe
holdings lia

e them to re
tax equivale
rm at the Ce
posing a ch
ial policy fo
impose such
ervable and 

would rise
. Besides, ne
nsible for im

s that a nega
be largely ab

C 
Contractiona

+++++++++

---------------

++++ loan ra

his approach
apital flows
lternative m
e ECB has r

ort-term ass
tently moved
bank depos

t major dev
osit rates on
official rate
ing, currency
ve nominal 
ered) claim, 
able to tax).
eveal their cu
ent to the n
ntral Bank. 
harge on (c
r the need to
h a charge, b
so cannot be
e sharply, 
either the ba
mposing a n

ative return o
bsorbed by b

ary 

++++ 

------ 

te 

h. With 
), it has 

means of 
recently 
sociated 
d in the 
its with 

veloped 
 excess 

e would 
y rather 
interest 
so one 

. But in 
urrency 

negative 

current) 
o do so. 
because 
e taxed. 
thereby 

anks nor 
negative 

on bank 
banks in 



 

 

the shape o
rather than 
bought high
on such go
juncture Ce
bank profit
hypocritica
been done 
to constrain
imposed on
bank profit
Operationa
banker-bash
beneficial e
this levy ra

Another 
reserves is 
any cost, or
But each i
assets, wh
profitability
expansion 
deposit hol
generous a
negative, r
banks want
bank profit

The othe
money mar
unknown i
reasons yet
survive. M

                     
1 David 
(http://www.ban
2012, sets out a
principle, which
the social cost o
arise from an un
comfortable for 
2 Thus to worry
after having ign
Similarly banks 
of QE, specifica

C.A.E

of lower pro
passed on; 

her yielding
overnment d
entral Bank
tability.1 On

al, to worry 
elsewhere i
n bank prof
n bank liabil
tability from

ally this wou
hing it mig
expansionar

aises margina
argument 
created and

r burden, on
individual b

hich is an 
y and ‘fairn
by separati

ldings at the
allowance o
ate on marg
t to expand 
tability on av
er concern 
rket mutual 
s always sli
t publicly re

Moreover th

                      
Miles in 

nkofengland.co.uk
a different argum

h is that the oppor
of creating reserv
nwillingness of b
them to sit on ev

y about the effect
nored the same po

 make a profit fr
ally Operation Tw

. Goodhart | Cen

ofits. A cha
that led to 

g governmen
debt might 
s, notably th
ne might w
about bank 

in both the m
fitability. A
lities, one fo
m a negativ
uld be easy
ght be polit
ry effects th
al bank fund
against this
d determine
n banks from
bank can re

objective 
ess’ could b
ing margina
e Central Ba
of inframar
ginal ‘exces
their asset h

verage. 
is how wo
funds, work
ightly fright

eported to in
he Nordic c

                 
‘Winding an
k/publications/Do
ment, which is th
rtunity cost of ho

ves is zero”. But 
banks to increase 
ver larger remuner
t on bank profita
oint while taking i
rom an upwards s
wist, is consciousl

ntral Bank Review

 
10 

rge on bank
expansion o

nt debt); and
seem to be
he Bank of 
ell reckon t
profits in th

monetary,2 r
And why not

or one, to of
ve interest r
y to do, tho
tically tricky
hat the form
ding costs).
s is that th
ed by the C
m holding su
educe reserv
of policy.

be reconciled
al and avera
ank. Thus on
rginal reser
ss’ holdings
holdings at t

ould money 
k in a world 
tening, but 

ndicate that t
countries (D

nd unwinding 
ocuments/speech
hat the current “
olding money fac
the real social co
their balance she

rated reserves at t
bility of shifting 
interest rates dow
sloping yield curv
ly aimed at flatten

w 13(2):1-15 

ks that was 
of their ove

d also led to 
e made in h

England, st
that it is a 
his instance
regulatory a
t reduce the
ffset the red
rate on bank
ough in the 
ky, and the 
mer totally l

he aggregate
Central Bank
uch reserves
ves by usin
Perhaps co

d with the d
age rates of
ne could pay
rve holding
s. The aim 
the margin, 

market op
of negative
there has b

the system c
Denmark a

g extraordinar
hes/2012/speech59
“arrangement is i
ced by private age
osts in the curren
eets, and this cos
the Central Bank
the deposit rate 

wn from 5% to 0.
ve, borrowing sh
ning the yield cur

absorbed by
erall assets (
lower intere

heaven. But 
tart to worry
bit late, an

e after so mu
and the fisca
e existing ta
duction impo
k excess re
present clim
latter (IOE

acks, (for e

e volume o
k, so that im
s would be ‘
ng them to 
oncern with
desire for m
f return on 
y a higher ra
g, and a z
would be to
not to cut b

erations, in
 interest rate

been no con
could not ad
and Sweden

ry monetary 
98.pdf), Septem
in the spirit of F
ents should be ze
nt disequilibrium/
st is enhanced by

k. 
from 0.5% to, sa
5% seems a bit u

hort and lending l
rve. 

y them, 
(as they 
est rates 

at this 
y about 

nd a bit 
uch has 
al fields 
ax levy 
osed on 
eserves? 
mate of 
ER) has 
example 

of bank 
mposing 
unfair’. 
expand 
h bank 
onetary 
banks’ 

ate on a 
ero, or 
o make 
back on 

cluding 
es? The 
vincing 

dapt and 
n) have 

policy’, 
mber 11, 
Friedman’s 
ero because 
/depression 
y making it 

ay, -0.25% 
nbalanced. 
ong; much 



 

 

introduced 
Bank, and t

A further
the Central
banks is de
banks whos

Both thi
however, b
holdings of
Q2, the re
remuneratio
15% of the
profitability
induced to 

My conc
extra-margi
banks’ hold
debt yields
payable on
sets the floo

But it is
directly aff
sector. The
• Hig
• Hig

largely influ
• Ban

default (PD

5. A Publi
We turn 

we will dig
do not lend

There are
• It w

cannot act a
• It w

deemed uns

C.A.E

(some) neg
the ECB has
r objection i
l Bank, even
etermined by
se base is se
s latter obje

be met by se
f deposits at
serve/depos
on then at t
eir total dep
y would not
use their res

clusion is th
inal bank r
dings of pub
. As such, it

n bank reser
or for all oth
s not a gam
ffects the m
ese were, as 
gh bank targ
gh marginal
uenced by f
nk concerns

D). 

ic Sector Ba
next to how

gress to deal
d enough, wh
e several rea
would take a
as a short te

would be a n
suitable by c

. Goodhart | Cen

ative rates o
s gone down
is that the ag
n though the
y their relati
eparately als
ection and t
parating ave

t the Central
sit ratio stoo
the currently

posits, but z
t be badly a
serves for pu
hat we shoul
reserves (IO
blic sector de
t would com
rves at the C
her short-ter
me changer.
main factors

explained ea
gets for RoE;
l spreads of
fears over ba
s over thei

ank? 
w one might 
 with anothe
hy not introd
asons why th
a longish tim
rm fix. 

natural recip
commercial 

ntral Bank Review

 
11 

on banks’ re
n to zero. 
ggregate vol
e distribution
ive individu
o set by the 
the concern
erage and m
l Bank. Thus
od overall a
y prevailing

zero, or even
ffected, but 
urchasing ot
ld move now

OER). It wil
ebt and to so

mplement an
Central Ban
rm rates. Low

This is be
 restricting 
arlier: 
; 
f bank fund
ank solvency
ir prospecti

counter the
er issue, wh
duce a publi
his is not a g
me to set up

ient for all t
banks. 

w 13(2):1-15 

eserve holdin

lume of ban
n of such re

ual behaviou
Central Ban

n about bank
marginal rate

s in Table 1
at 17.6%. O
g rate to all
n negative, 
at the marg

ther assets. 
w to negativ
ll lead to s
ome further

nd extend Q
nk, in the cu
wer this and

ecause neith
bank lend

ding costs o
y; 
ive borrowe

ese restrictiv
hich is, if the
ic sector ban
good way to
p, to hire an

the ‘lemons’

ngs at their 

nk reserves i
eserves betw
ur. To levy a
nk appears u
k profitabili
s of return o
 in the UK 

One could p
l banks up 
beyond that

gin banks w

ve interest r
some expan
r fall in gove
E. The depo
urrent conju

d they will al
her IOER, n
ding to the 

over officia

ers’ probab

ve factors, bu
e commercia
nk to do so in
 go: 
nd train staf

’, high risk p

Central 

s set by 
ween the 
a tax on 
unfair. 
ity can, 
on bank 
in 2012 
provide 
to, say, 
t. Their 
ould be 

rates on 
nsion of 
ernment 
osit rate 
uncture, 
lso fall. 
nor QE, 

private 

al rates, 

ility of 

ut, first, 
al banks 
nstead? 

ff, so it 

projects 



 

 

• Its 
combinatio
• Bec

than compe
• It c

would aim 
private sec
under Euro
• A 

favoured b
with poor i
to channel 
owned ban
do not hold
in Iceland a

6. How to 
Let us n

constrainin
i.e. starting
borrowers’ 

As a gen
here, thoug
Fed’s actio
have, or sh
assessing i
select those
public sect
crop of ‘lem
loss-sharing
times, and 
good times
get comme
achieved by
good idea. 

The seco
the sizeabl
riskless rate
to reduce s
yields in pe

C.A.E

staff would 
on of these. 
cause of the
eting comme
could cope w

at a lower 
ctor banks. 
opean rules o

publicly-ow
orrowers. T
institutional 

funds into
nks may be l
d in the UK 
and Ireland.)

Encourage
now turn to 
ng bank lend
g with mea
probability 

nerality it is 
gh at times th
ns to induce

hould have, 
ndividual b
e assets wh
tor is, theref
mons’. Defa
g scheme w
usually wit

s. There ma
ercial bankin
y some form

ond main fa
le spread o
e(s). It is in
uch costs bo
eripheral Eu

. Goodhart | Cen

be unsure w

e above con
ercial banks
with higher 
RoE and h

But this co
on competiti
wned bank 
This is often 

controls, pr
o their owne
less bad than
and most o

) 

e More Ban
measures t

ding to the pr
sures that m
of default (P
hard to see 
hey have fel
e J.P. Morga
a comparat

borrowers’ P
hose default 
fore, likely 

aults and non
will pass ext
thout giving

ay be occasi
ng cooperati
m of credit r

actor restrain
of banks’ m
n this respec
oth directly 
urozone coun

ntral Bank Review

 
12 

what to maxi

nsiderations,
. 
losses beca

have lower f
uld be repr
ion. 
can be dir
commercia

rivate sector 
ers’ pet pro
n privately 

other develop

nk Lending
that might a
rivate sector
might reduc
PD). 
how the aut
lt forced to 
an to buy Be
tive advanta
PDs. Any sc

risk is to b
to deluge t

n-performing
tra burdens 
g it any equ
ons when th
on in some 
risk sharing.

ning bank le
marginal fun
t that most 
and indirect
ntries via O

w 13(2):1-15 

imise, grow

, it would m

ause as a pu
funding cos
resented as 

rected to l
ally unwise.

banks may 
ojects. In su
owned bank
ped countrie

g to the Priv
ameliorate t
r, taking the
ce banks’ c

thorities can
do so, as in 
ear Stearns.
age vis-à-vis
cheme whic
be (partially
the authoriti
g-loans vary
on to the p

uivalent shar
he authoriti
project, wh

. But, in prin

ending to th
nding costs
effort has b
tly, e.g. by 

Outright Mon

wth, profits, o

make higher

ublic sector 
sts, than equ
unfair comp

lend to po
(N.B. In co
also be esta

uch cases p
ks. Such con
es, though t

vate Sector
the adverse 
em in revers
concerns ove

n usefully in
the exampl
Commercia
s the author
ch allows b
y) shifted on
ies with a m
y cyclically.
ublic sector
re of the pr
es are despe

hen this can 
nciple, this 

he private s
s over the 
been made, i
lowering so
netary Trans

or some 

r losses 

bank it 
uivalent 
petition 

litically 
ountries 
ablished 
publicly 
nditions 
hey did 

r 
factors 

e order, 
er their 

ntervene 
e of the 

al banks 
rities in 
anks to 

n to the 
massive 
So any 

r in bad 
rofits in 
erate to 
only be 
is not a 

ector is 
official 

in order 
vereign 
sactions 



 

 

(OMT). Th
lending to 
sector for u
done. On a 
banks’ fun
such as the
average sch
exaggeratin
buy bank b
would be b
it would giv
bonds woul
have the sa
costs. 

Under 
distribution
structure of
the RoE req
riskiness d
cyclical, an
bank equity
for a future
the private 

One resp
reducing th
perhaps of
ratio. It is n
bank lendin
time loadin
weighting 
(systemic) 
conjunctura
configuratio
perhaps be 
lending to 
requiremen
represented

Neverthe
building o
authorities 
private sec

C.A.E

he Funding f
the private

up to three 
rather broad

nding costs. 
e FLS, prob
heme. Neve
ng banking 
bonds direct
better than u
ve them par
ld be better 
ame effect o

some, unfo
n of a firm’s
f its financin
quired by in

declines. Al
nd regulator
y returns. So
e RoE high 
sector unatt
ponse to th
he risk-weig
ffsetting this
not entirely 
ng to the pr
ng the regu
should be (
risk, and 

al and mac
on of the 
desirable of
the private 

nts on bank
d an exceptio
eless there 
on the prec

could requ
tor has grow

. Goodhart | Cen

for Lending 
e sector can
years is an 
der scale the
A margina

ably has mo
rtheless if th
PD risks, th
tly, either in

underwriting
rticipation in
than buying

on H, while

fortunately 
s (in this ca
ng, as betwe
nvestors sho
lthough ban
ry, factors ar
o, banks and
enough to m
tractive. 
his could be
ghts applicab
s by toughe
internally c
rivate secto

ulatory dice 
(but rarely 
should be 

cro-economi
regulatory 

f itself) is n
sector, thou

k loans ma
on to the abo
are some 

cedent set 
uire any ban
wn by less 

ntral Bank Review

 
13 

Scheme (FL
n be refinan

imaginative
e ECB’s LT
al scheme, r
ore leverage
he authoritie
hey could e
n the secon

g some share
n upside out
g other priva
e at the sam

extreme, a
ase a bank’s)
een equity an
ould come do
nk leveragin
re enhancing
d their equity
make current

e to re-jig 
ble to bank 
ening up on
onsistent sim
r (SMEs in 
against suc
is) based o
kept strictl
c objective
risk-weight

ot a potentia
ugh the UK 
ade under t
ove assumpt
actions tha
by the US
nk whose b
than X% ov

w 13(2):1-15 

LS), whereb
nced cheapl
e example o

TROs had the
relating to 
e, ‘bang for 
es thought t
encourage th
ndary or pri
e of banks’ l
tcomes. Mor
ate sector bo

me time redu

assumptions
) returns is 
nd debt. In s
own as leve
ng is now 

ng the percei
y shareholde
t expansion 

the regulat
k lending to 
n the simple
multaneousl

n particular) 
ch lending.
on an objec
ly independ

es. So, we 
ting schem
al means for
FSA’s rece

the FLS sc
tion. 
at the autho
S TARP ex
bank lendin
ver the past

by (additiona
ly from the
of how this 
e effect of re
additional l
the buck’, 

hat the mark
he Central B
mary marke
lending risk
reover buyin
onds, since it
ucing bank f

s the prob
independen
such circum

erage falls, s
falling fast

ived risks to
ers are still 
of bank len

ory framew
the private

er overall le
ly to wish fo
while at th
Neverthele

tive assessm
dent of sho
assume tha
a (though 
r encouragin

ent waving o
cheme has 

orities coul
xercise. Th

ng to the do
t year to iss

al) bank 
 public 
can be 

educing 
lending, 
than an 
ket was 
Bank to 
et. This 

ks, since 
ng bank 
t would 
funding 

bability 
t of the 

mstances 
since its 
t, other 
o future 
looking 

nding to 

work by 
sector, 

everage 
or more 
he same 
ss risk-
ment of 
ort-term 
at a re-
it may 

ng bank 
of CAR 
already 

d take, 
us, the 
omestic 
ue new 



 

 

equity shar
(say averag
CAR on th
This would
target RoE
threat of su
to ensure th
consequenc
balance she
dilution wa
If there sho
to the priva

But for t
can do enou

7. Conclus
Although

could be gi
neither will
sector. In o
funding co
the Central
dilution, wh
are failing t

Reference
Ashworth J. a

into Dimin
Fostel, A., an

American E
Geanakoplos,

edited by D
65. 

Geanakoplos,
Default” in
F. Smets a
2010, Euro

Goodhart, C.A
Chapter III
The Macm

Miles, D., 20
England sp
http://www
September

C.A.E

res to the go
ge of the la
e difference
d be, in effe

E was too hi
uch forcible 
hat it would
ces, for exa
eet. There w
as legal or ap
ould be felt t
ate sector, th
the time bein
ugh. 

sions 
h QE was o
iven some a
l have any s
order to kic
sts. FLS is 
l Bank buy 
hereby the a
to expand. 

es 
and C.A.E. Go
nishing Return
nd J. Geanakop
Economic Rev
, J., 2010, “The
D. Acemoglu, 

, J., 2011, “Wh
n Approaches t
and C. Thimann
opean Central B
A.E., 1984, “P
I in Monetary 

millan Press Ltd
12, “Winding a
peech, see 
w.bankofenglan
r 11. 

. Goodhart | Cen

overnment a
ast month) i
e between th
fect, forcible
igh to enco
dilution wo

d rarely, if ev
ample in m
would also b
ppropriate f
to be an over
his could be 
ng let us see

riginally suc
additional po
significant e
ck start that,
a good start
bank bonds
authorities in

odhart, (forthc
s”, Morgan Sta

plos, 2008, “Le
view, 98(4), pp 
e Leverage Cy
K. Rogoff and

hat’s Missing f
to Monetary P
n, Sixth ECB C
Bank, pp 220-
roblems of Mo
Theory and Pr
d., pp 91-116.
and Unwinding

nd.co.uk/publi

ntral Bank Review

 
14 

at a price equ
in an amoun
he target and
e dilution o
urage them 
ould, I woul
ver, happen
ore rapid d
be questions
for a capitali
r-riding nee
tried. 
e if the FLS

ccessful, it i
ower by com
ffect in raisi
, one should
t. If that sho
, and, if yet
njects more 

coming), “QE:
anley. 

everage Cycles
1211-1244. 

ycle” in NBER 
d M. Woodford

from Macroeco
Policy Revisited
Central Bankin
238. 
onetary Manag
ractice: The UK

g Extraordinar

ications/Docum

w 13(2):1-15 

ual to the cu
nt sufficient

d the actual i
f banks’ sh

m to expand 
ld expect, le

n. There wou
deleveraging
s whether fo
ist country.
d to get the 

, perhaps in

is now large
mplementing
ing bank len
d aim to low
ould not be 
t more is re
equity into 

A Successful 

s and the Anxio

Macroeconom
d, University o

onomics: Endo
d – Lessons fro
ng Conference

gement: The U
UK experience, 

ry Monetary Po

ments/speeches

urrent mark
t to meet th
increase in l

hareholdings
such lendin

ead bank m
uld be (unin
g elsewhere 
forcible shar
But it would
banks to len

n an extende

ely a spent f
g it with IOE
nding to the 
wer bank m
enough, the
quired, try f
those banks

Start May Be R

ous Economy”

mic Annual, Vo
f Chicago Pres

ogenous Levera
om the Crisis, e
, 18-19 Novem

UK Experience”
by C.A.E. Goo

olicy” Bank of

s/2012/speech5

et price 
he extra 
ending. 
 whose 
ng. The 
anagers 
tended) 
on the 

reholder 
d work. 
nd more 

d form, 

force. It 
ER. But 

private 
marginal 
en have 
forcible 
s which 

Running 

 

ol. 24, 
ss, pp 1-

age and 
edited by 

mber 

” 
odhart, 

f 

598.pdf, 



 

 

Taylor, J.B., 1
Conferenc

Taylor, J.B., e
Woodford, M

Bound” pr
Changing P

 
 

 

 

 

 

 

C.A.E

1993, “Discret
e Series on Pu
ed., 1999, “Mo

M., 2012, “Meth
resented at the 
Policy Landsc

. Goodhart | Cen

tion versus Pol
ublic Policy 39
onetary Policy 
hods of Policy 
Federal Reserv
ape’, Jackson 

ntral Bank Review

 
15 

licy Rules in Pr
, pp 195-214.
Rules” Univer
Accommodati
ve Bank of Ka
Hole, Wyomin

w 13(2):1-15 

ractice” Carne

rsity of Chicag
ion at the Inter
ansas City Sym
ng, August 31.

egie-Rochester

go Press. 
rest-Rate Lowe

mposium on ‘Th
 

r 

er 
he 


