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I. Executive summary
Professor Mariana Mazzucato and research fellow Matteo Deleidi provide their response to the
Treasury Select Committee inquiry on the “Effectiveness and impact of post-2008 UK
monetary policy”. The response focuses on two areas identified in the inquiry terms of reference:
•
•

The effectiveness of monetary policy in meeting the inflation target
The unintended consequences of monetary policy

This submission discusses monetary policy implemented in the UK after the financial and economic
crisis which began in 2008. We focus on the Quantitative Easing (QE) programme, the money
creation process in the modern economy, the determination of interest rates and the effect of these
on firms’ and households’ credit demand. The key points are as follows:
• QE does not affect loans provided by commercial banks since the credit market experiences a

lack of demand rather than constraints on the supply of finance;

• A decrease in interest rates results in an increase in loans granted to households for the

purchase of consumption goods and houses;

• If this is not accompanied by a rise in real disposable incomes, consumption led growth leads

to an unsustainable rise in private debt (possibly triggering another financial crisis);
• Neither low interest rates nor the purchase of corporate bonds increase firms’ investments;
• Rather, investments are stimulated by expectations about future opportunities that
are positively influenced by aggregate demand and by strategic government investments;
• We suggest that an expansive fiscal policy, aimed at achieving investment and
innovation- led growth, is the best way to foster economic growth, stimulate investments
and meet the inflation target.
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II. Quantitative Easing: an old tale.
• The effectiveness of quantitative easing and whether it has met diminishing returns
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The 2008 financial and economic crisis resulted in a severe slowdown in money and credit
markets. Central banks of developed countries have responded to this and related issues (such
as tight credit market conditions caused by macro-prudential regulation, the spectre of a
general deflation and the massive increase in unemployment) with a set of monetary policy
interventions in order to restore the macroeconomic situation to its pre-crisis state. The
introduction of Quantitative Easing (QE) by the Bank of England (BoE) in March 2009 followed a
failure of conventional monetary tools – primarily the continual decrease of the bank rate of
interest from 5% to 0.5% between September 2008 and March 2009, and then again to 0.25%
in August 2016. QE was mainly based on the purchase of financial assets (e.g. government
securities and corporate bond) by means of new money created by the BoE and was intended
to boost nominal spending and economic growth, thereby achieving a 2% inflation target by
injecting money into the economy.

2

QE is aimed at influencing the quantity of money in the economy by increasing the quantity of
available reserves retained by commercial banks at the BoE[1] and thus stimulating the quantity
of loans granted by commercial banks to borrowers and the size of deposits. QE is assumed to
foster spending and inflation by means of three main transmission channels[2]:
(i)
Asset price: The purchase of financial assets by the central bank leads to a rise in
asset prices directly purchased, growing the total value of assets and thus generating
a wealth effect which is assumed to stimulate current expenditures[3], and a fall in
the corresponding rate of interest, reducing borrowing costs and allowing private
sector debt – consumption and investment expenditures – to rise.
(ii)
Bank lending: increasing the supply of reserves should mean that banks are more
willing and encouraged to increase their illiquid assets (i.e. loans) through granting
new credit to their borrowers (households and firms), thus fostering spending and
investment.
(iii)
Expectations: an increase in available reserves should enhance expected economic
growth, improving the confidence of consumers and investors and allowing them to
increase their expenditures. An improvement in confidence could have a further longterm effect on interest rates, lowering risk premiums and thus leading to a further
increase in asset prices.
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However, although in the few last years the BoE has implemented a QE programme by
electronically issuing new money, the effect on loans provided by banks to firms and
households has been insignificant compared to the size of reserves created. As shown in
Figure 1, after the beginning of the financial crisis and the implementation of the QE
program, the total credit to the private Non-Financial sector (Blue line in Figure 1) has
experienced a relatively stationary path. Analysing the other two lines – the total credit to NonFinancial Corporations (Green line in Figure 1) and the total credit to Households and Non-profit
institutions serving households (Red line in Figure 1) – we can affirm that, while the outstanding
amount of loans provided to households has increased after 2012, the outstanding amount of
loans granted to Non-financial corporations experienced a fall.[4] In summary, the problem is
not whether the effect of QE has reached diminishing returns, but whether it has had an effect
at all. QE does not stimulate loans or consequent private expenditures; nor does it affect the
price level of goods and services. It has, however, sustained the demand for financial assets

allowing an increase of asset prices and a decrease in the corresponding rates of interest,
thus decreasing the cost of debt, especially for government.

Figure 1. The outstanding amount of credit provided by domestic banks to private Non-Financial
sector, UK. Source: FRED Economic Data, Federal Reserve Bank of St. Louis.

III. The money creation process in the modern economy: a new theoretical background
• The effectiveness of holding Bank rate near zero and whether extremely low rates can
encourage more, rather than less, saving
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Traditionally, the money supply was considered to be set by central banks: by controlling the
supply of reserves, they determine the quantity of deposits and loans supplied by commercial
banks to households and firms.[5] As such, the money supply was seen to be independent from
the production of goods and services, and any increase in the quantity of money increases the
price of commodities. An emerging alternative view is that the money supply is determined by
the demand for commercial banks’ loans,[6] with reserves thus a consequence of
commercial banks’ lending activity rather than a cause of it and money supply being dependent
on economic activity, i.e. influenced by the effects of the real economy on the demand for
loans.
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Interest rates are affected by the decisions of both central and commercial banks – interest
rates set by commercial banks depend on the central bank interest rate, and when the central
bank cuts the rate of interest, a decrease in interest rates on commercial bank loans
follows.[7] The money in circulation also depends on interest rates because credit demand
could be stimulated by the rate of interest, changing costs of borrowing. It is important to
distinguish between households, where a decrease in the rate of interest can affect the
quantity of loans provided by banks to households for the purchase of houses and
consumption goods,[8] and firms, where loans to finance investment projects are influenced
by the actual and expected level of aggregate demand rather than by the rate of interest. This
is consistent with the data shown in Figure 1 (a decrease in the bank rate and in interest rates
applied by commercial banks on loans has increased the quantity of loans granted to
households and thus their debt levels, but no positive effect has occurred on credit provided to
firms to finance their investment projects). This also confirms the idea that UK has experienced
a consumption led growth driven by households’ debt. However, as shown by the recent US
financial crisis, such type of growth is unsustainable since the rise of private debt without
increasing disposable income of households (especially workers) could lead to another

financial crisis. In 2016, the Office of Budgetary Responsibility (OBR) reported that household
spending continues to “significantly outpace the growth of labour income” and that
consumption led growth has been driven by the Bank of England’s “extremely accommodative
monetary policy” [9]. The OBR concludes that such a rise in household debt is the highest it has
even been since the 1960s, since the data began to be collected.
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We maintain therefore that low interest rates have shown a weak effect (and only on loans
granted to households). Furthermore, a growth in the supply of reserves has not led to an
increase in loans. In order to increase economic growth, to enter money in the real economy,
and to raise inflation, it is necessary to stimulate greater loan demand by means of policies
aimed to revive aggregate demand (AD) and increase disposable income of households.

IV. How can we stimulate credit demand?
• The use of macro-prudential, fiscal and other policy to counterbalance any unintended
consequences of monetary policy
• The scope for further expansion of "qualitative easing" (e.g. corporate bond purchases)
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We argue that since QE does not foster spending and inflation and interest rates have a partial
effect on the demand for loans, an alternative view has to be considered to explain what can
stimulate money to enter the real economy.
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In order to stimulate loan demand, policymakers have to increase aggregate demand by
running expansive fiscal policies, as the US did after the financial crisis. Such policies should be
mainly driven by an increase in government spending, rather than a cut in taxes or an increase
in monetary transfers to firms and workers.[10] This guarantees a greater effect on GDP since
the government spending multiplier is greater than tax and transfer multiplier.[11]
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A greater multiplier can be achieved by increasing workers’ wages since their propensity to
consume is greater compared to that which is earned as capital gains or profits. In addition to
this, a rise in workers’ disposable income is desirable since increases their solvency towards the
banking system.

10 A persistent growth of Government investment (e.g. in infrastructure, R&D,
renewable energy) can increase business expectations and thus also lead to an increase
of business investments. Private investments are driven by expectations about future growth
opportunities, which are in turn mainly driven by strategic public investment (e.g. through
innovation or industrial policy) and government expenditure.[12]
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Austerity based fiscal policies are recessive since they decrease the actual and expected GDP,
triggering a negative chain reaction on consumption and investment since the Keynesian
multiplier also operates in reverse.[13] In particular, as suggested by a recent publication of the
International Monetary Fund (IMF)[14], the multiplier has assumed a value of about 1.5,
meaning that a decrease of £1 of public expenditure leads to a fall in real GDP by £1.5.

V. Final remarks
12 In conclusion, we summarise the arguments set out above as follows:
•Central and commercial banks set the rates of interest that affect loans demanded by
households;
•However, private investments and the demand for business loans are not influenced by
interest rates but by expectations about future growth opportunities, mainly shaped by
public financing and government investment;
•The demand of credit-worthy borrowers influences the value of loans granted by
commercial banks;

•Loans create bank deposits;
•The size of deposits generates a corresponding demand for reserves, fully accommodated by

the central bank.
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Analysing the current situation experienced by the UK, we conclude that:
•QE is a monetary policy tool that has been unable to relaunch the credit market, spending
and inflation. The reasons behind QE’s weakness can be understood by analysing the money
creation process of the modern economy. In particular, we assert that the UK banking system
is not “starved of cash”[15] and the simultaneous creation of reserves do not increase loans,
spending and eventually inflation. In order to stimulate the credit market, the UK needs to
foster the demand for loans which is positively influenced by the level of actual and expected
AD.
• The interest rate applied on loans by commercial banks are directly influenced by the
interest rate set by the central bank. Accordingly, in order to allow a decrease in rates of
interest set on loans, an increase in the size of reserves is not required. However, QE fosters
the decline of interest rates on securities with long-term maturity (e.g. 10-Year Treasury
Bonds) by sustaining the demand for those financial assets.
• Low interest rates affect the loans demanded by households for the purchase of
consumption goods and houses, since a decrease of consumers’ borrowing costs fosters their
spending, thereby dangerously increasing their level of debt.
• The same does not apply to firms – a fall in interest rates does not stimulate investments
and credit demand by business. On the contrary, investment and firms’ loan demand are
driven by the level of actual and expected AD.
• In order to emerge from a period of low economic and investment growth, government
investment is required to stimulate business expectations about future growth areas, rather
than a monetary policy focused on the purchase of financial assets. An expansionary fiscal
policy is strongly recommended since this increases actual and the expected demand, thus
stimulating investment and inflation. The fundamental challenge now is to understand which
kind of public expenditure generates the greatest positive impacts on GDP growth and on
investments. The attention of the current government on industrial policy is a positive
sign, and it should be focussed on stimulating productivity and innovation across multiple
sectors.[16] In particular, there is the opportunity to target innovation policy to tackle societal
and technological challenges such as climate change and the care crisis. Our own research is
currently looking at the relative multipliers of different types of government expenditure
programmes.[17]
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