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Channels of Monetary Policy Transmission

• Expectations of future output growth and inflation.

• Nominal interest rates not yet at zero.

• The real exchange rate (and expectations about the 
real exchange rate).

• Asset prices and the extent of credit-market 
imperfections.



Tools of Monetary Policy at the 
Zero Lower Bound

• Communication about future path of safe short-term 
interest rate (or of supply of high-powered money).

• Communication about objectives, or the formal 
adoption of new objectives.

• Communication about the channels of monetary 
policy (such as the exchange rate or future output).

• Purchases of assets other than short-term 
government debt.



What do we mean by quantitative easing?

• Originally used to mean continued conventional 
open market operations (buying short-term 
government debt to increase reserves) at the zero 
nominal bound.

• Now used to mean unconventional OMO at the 
ZLB, such as buying long-term government 
bonds, MBS, or other assets.



I.  CHRISTINA ROMER, “WHAT ENDED THE GREAT

DEPRESSION?”
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Can think of Roosevelt as doing QE

• Bought gold and put currency and reserves into 
circulation.

• Replenished the government’s account using gold 
certificates.



Did Roosevelt’s QE increase expected inflation 
and lower real interest rates?



Mishkin Method of Estimating Ex Ante Real Rate

Ex Post Real Rate:
rep

t = it – πt

where i is the nominal rate and π is actual inflation.

Ex Ante Real Rate:

rea
t = it – πe

t

Where πe is expected inflation.



The difference between rep and rea is
unanticipated inflation (εt ):

rep
t = (it – πt)+ (πe

t – πe
t )

rep
t = (it – πe

t) – (πt – πe
t)

= rea
t – εt

• Under rational expectations, expectation of 
unanticipated inflation at a point in time is zero. 

• You can’t expect to be surprised.



Think of constructing estimate of πe:

πe
t = αit + β’Xt

where X is a vector of information known at time t.

rep
t = it – (αit + β’Xt) + εt

rep
t = (1 – α)it – β’Xt + εt

Regress rep on i, and other explanatory variables known 
at time t.

Fitted values are estimates of rea.







How could we do this analysis better?

• Think harder about the empirical specification and 
the link to money growth.

• Narrative evidence.

• Event studies.



Did lower real rates stimulate the economy?
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II.  ERIC SWANSON, “LET’S TWIST AGAIN:  A HIGH-
FREQUENCY EVENT-STUDY ANALYSIS OF OPERATION

TWIST AND ITS IMPLICATIONS FOR QE2”





Modigliani and Sutch



Modigliani and Sutch



Modigliani and Sutch’s Time-Series Analysis



Swanson’s Methodology

• High-frequency event study.

• How does he identify news?

• Evaluation of identification







From:  Alon and Swanson, “Operation Twist and the Effect of Large-Scale Asset Purchases”





III.  ANDREAS FUSTER AND PAUL WILLEN, “$1.25 
TRILLION IS STILL REAL MONEY: SOME FACTS ABOUT

THE EFFECTS OF THE FEDERAL RESERVE'S MORTGAGE

MARKET INVESTMENTS”



From:  Gagnon et al.
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From:  Fuster and Willen, “$1.25 Trillion Is Still Real Money”



Why Were the Effects So Heterogeneous by 
Creditworthiness?



IV. ARVIND KRISHNAMURTHY AND ANNETTE VISSING-
JORGENSEN, “THE EFFECTS OF QUANTITATIVE EASING

ON INTEREST RATES”



Krishnamurthy and Vissing-Jorgensen’s Channels

• Duration risk.

• Liquidity.

• Safety premium.

• Signaling.

• Prepayment risk.

• Default risk.

• Inflation.



From:  Krishnamurthy and Vissing-Jorgensen, “The Effects of 
Quantitative Easing on Interest Rates” (Oct. 2011 draft)
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FOMC Statement, September 21, 2011 

“The Committee intends to purchase, by the end of June 
2012, $400 billion of Treasury securities with remaining 
maturities of 6 years to 30 years and to sell an equal 
amount of Treasury securities with remaining maturities 
of 3 years or less. This program should put downward 
pressure on longer-term interest rates and help make 
broader financial conditions more accommodative. …

“To help support conditions in mortgage markets, the 
Committee will now reinvest principal payments from its 
holdings of agency debt and agency mortgage-backed 
securities in agency mortgage-backed securities.”



“From September 21 to 22, [2011,] long-term interest rates decline 
substantially and across the board. The largest decline of 23 bps is in the 30 
year MBS …, with the comparable duration 10 year Treasury declining by 7 
bps, 10 year Agency declining by 2 bps, and corporate rates from the long 
Aaa to Baa category declining by between 15 and 17 bps. These moves are 
plausibly affected by an MBS risk premium channel with attendant effects 
for corporate borrowing rates, as in QE1 On the other hand, the market 
responses differ in three other ways to QE1. First, the federal funds futures 
contract barely moves …, suggesting a negligible signaling channel. … 
Second, default risk rises, with 5 year investment grade CDS rising by 8 bps 
and high yield CDS rising by 34 bps. … The rise in perceived default risk 
despite an observed decrease in corporate bond yields is unlike QE1 and is 
puzzling to us. One possible answer …. Finally, unlike both QE1 and 
QE2, inflation expectations measured from inflation swaps are down 8 bps 
at the 30 year horizon and 4 bps at the 10-year horizon. It is possible that 
since QE3 involved no change in the monetary base, markets perceived the 
operation to not be inflationary. …”

From:  Krishnamurthy and Vissing-Jorgensen (Oct. 2011 version)
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