Now for something completely different 
Mar 5th 2009 
The Bank of England acts to boost the money supply
JUST as the supposedly improbable keeps on happening to banks in the financial crisis, so Britain’s economic managers are finding themselves adopting policies they never dreamed would be necessary. The savage downturn induced by the credit crunch has brought the Treasury centre stage, as it throws billions at banks and revives the lost art of active fiscal policy. The Bank of England, for its part, is breaking ever more unconventional ground.
On March 5th the central bank advanced to the frontier of orthodox monetary policy, lowering once again the interest rate it pays on the balances that commercial banks hold with it as liquid reserves. The half-point reduction brought the base rate down to 0.5%, probably the final stage in an extraordinarily swift downhill journey from 5% in early October.
Not content with that, the Bank of England crossed the frontier by announcing the start of “quantitative easing”. Central banks typically set interest rates to regulate the economy, pushing them up when it is running hot, pushing them down when it is running cold. Once the base rate gets close to zero, that approach no longer works, however chilly the economic outlook. But if the Bank of England can no longer lower interest rates, it can still raise the monetary base (cash and commercial-bank reserves), which gives it another way to boost the economy.
The central bank has already started buying private-sector assets, such as commercial paper, in an attempt to get credit flowing again. But these purchases are being financed by the issue of Treasury bills. Quantitative easing is new territory. The Bank of England will buy gilt-edged government securities as well as private assets to the tune of £75 billion ($105 billion), and, crucially, will pay for this with its own money. That alarms many people, who fear that the border being crossed may be an inflationary Rubicon. For though the Bank of England will pay for the purchases by crediting the accounts of commercial banks, it is creating money just as surely as if it were printing notes. 
The policy may jangle inflationary nerves but it is in fact designed to combat deflation, the new bogeyman. Consumer-price inflation has already dropped from a commodity-driven peak of 5.2% last autumn to 3% in the year to January. The central bank now expects it to reach 0.7% by the end of 2009, well below the 2% target. The broader retail-prices index rose by just 0.1% in the year to January, the lowest since 1960, and looks sure to turn negative soon. Even in two years’ time—the horizon over which monetary-policy settings have their maximum effect on prices—the bank forecasts that consumer-price inflation is likely to be just 0.5%, with a one in three chance that prices will be falling. In a debt-laden economy such as Britain’s, deflation is the last thing anyone would want, as it increases the real weight of the burden.
That inflation projection reflects the exceptionally deep recession that is expected this year. The Bank of England is forecasting that GDP will decline by 3% in 2009, the biggest fall since the second world war; and it fears that the outcome could well be even worse. The economic reverse is opening up spare capacity on a scale that will exert big downward pressure on prices even though the steep fall in the value of the pound has made imports dearer. 
Indeed, the main purpose of quantitative easing is not to send the money supply into orbit but to stop it from crashing. On the face of it, the M4 measure of broad money (cash and deposits) has been growing fast. But the increase has been concentrated in specialised financial businesses and thus barely affects overall spending. By contrast, the broad money held by households has risen at a worryingly slow rate over the past year, and holdings by private non-financial firms have actually been dropping (see chart). This cash squeeze on companies is one reason why they have been running down their inventories, which is exacerbating the severity of the recession. 
In theory, the Bank of England should be able to reverse these adverse trends by buying assets on a fairly modest scale. That in itself would raise the broad money supply as the central bank pays for its purchases from institutional investors such as insurance companies. And the impact might be much greater. Central-bank money is “high-powered”, as Milton Friedman, the doyen of monetarism, once said. The initial increase in deposits could be multiplied several times as banks find themselves with excess reserves, which they lend in successive rounds, producing yet more deposits and further loans. But this account assumes that banks are keen to extend credit and are being held back only by insufficient reserves. That is not the case now. They are loth to lend because they are worried that they do not have enough capital to meet losses on their existing loans. Moreover, after the liquidity scares of the past couple of years, they may prefer to hold more reserves in relation to their deposits.
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So the boost from quantitative easing could prove limited. And even if the supply of money were increased, its velocity of circulation might fall, leaving spending unaffected. “There is nothing mechanical or automatic about the policy, and there are many links in the chain,” points out Jonathan Loynes of Capital Economics, a consultancy.
This highlights the importance of the government’s attempt to get credit flowing by insuring dodgy bank assets. Together with a further infusion of public capital, the effect of the scheme for Royal Bank of Scotland has been greatly to raise its ratio of capital to risk-weighted assets. The bank has pledged to expand its mortgage and corporate loan-book in Britain by £25 billion ($35 billion) in 2009 and the same again in 2010—an increase of 10% a year. Lloyds, undermined by its acquisition of troubled HBOS, is next in the queue. 
Yet quantitative easing is no silver bullet. The experience of Japan, which tried it in the early years of this decade, is disheartening to those who hope for great things. Japanese banks hoarded their extra reserves, and the policy had little discernible impact on the broad money supply.
Even if the central bank’s bold new strategy is not a sure remedy for Britain’s economic plight, it is still worth trying, says David Miles, an economist at Morgan Stanley. As for the fear that it may eventually stoke an inflationary surge, the hope is that the Bank of England can reverse course and mop up excess money by selling back the assets once a recovery is under way. That is a job the central bank would surely much prefer to its current task of trying to rescue a sliding economy.
