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Highlights

• The Bank of England, the Federal Reserve (Fed) and the European Central Bank (ECB) have
responded to the crisis with exceptional initiatives resulting in a major increase in their
balance sheets. After the ECB’s end-2011 launch of three-year bank refinancing (LTRO),
there has been speculation that all three have de factoembarked on ‘quantitative easing’.

• However, major dif ferences rem ain: the Bank of England and Fed have mostly relied
on large-scale purchases of government bonds, while the ECB has relied on lending to
financial institutions with repurchase agreements of collateral (repos).

• The LTRO has successfully mitigated funding needs and reduced interbank stress, and
has had a significant impact on sovereign bond yields in southern euro-area countries,
and increased southern banks’ government debt holdings, while northern banks have
reduced sovereign exposure.

• The LTRO has had on ly wea k ef fects on f u nd i ng for households a nd non-fi na n c i a l
corporations; credit dynamics remain weak particularly in the southern euro area.

• Underlying structural problems rel ating to banks, the macroeconomic adjustment and
the eu ro a rea ’ s governa n ce need to be add ressed before f i na n c i a l stab i l i ty a nd
econom i c growth can return. Monetar y policy cannot funda menta l ly address these
problems and is made less ef fective by econo mic/institutional heterogeneity.
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THE SIZE AND THE NATUREof the two recent Euro-



and thereby to stimulate the economy despite the
rigidity of the policy rate (Bernanke, 2009; King,
2009).

Jean-Claude Trichet, however, un til the end of his
tenure as ECB president, repeatedly indicated that
the a i m of the ECB’s un convent i ona l pol i c y w a s
no t to subs t i tu te i ntere s t-ra te cu ts a t the zero
bound, but rather to ensure the proper transmis-
sion of interest-rate changes to the non-financial
sector. According to the so-called separation prin-
ciple adopted by the ECB, the goal of its non-stan-
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1. This type of comparison
was advocated by ECB pres-
ident Mario Draghi in the
introductor y statement to a
press conference on 8
March, in which he said that
•The Eurosystem has a very
large volume of assets that
have nothing to do with
monetary policy, eg gold,
foreign exchange reserves,
among other things. If you
compare the ECB•s balance
sheet with that of the Fed-
eral Reserve System or the
Bank of England, the latter
are very lean, they do not
have the same volume of
assets. You have to make
the comparison in terms of
the additional risks caused
by the two LTROs. You have
to compare the ratio of
monetary policy instru-
ments to GDP in the three
different areas of the worldŽ.

2. The Eurosystem is the
monetar y authority of the
euro area, comprising the
European Central Bank and
the central banks of coun-
tries using the euro.

decomposition. We distinguish five categories:

1 Lending to financial institutions, mainly within
the fra mewor k of repu rcha se ag reements
(repos);

2 Govern ment sec u r i t i e s held by the centra l
banks within the framework of asset purchase
programmes;

3 Non-gover n ment sec u r i t i e s held w i th i n the
framework of asset purchase programmes;

4 Fore i g n excha nge s w a p s w i th other centra l
banks (for the Fed)/foreign currency lending to
domestic institutions (for the Bank of England
and the ECB). 

5 Other assets not elsewhere classified.

The first three categories correspond to the three
ma i n i nstr u ments used by centra l ba n k s du r i ng
the cu r rent cr i s i s, and they cor re spond to the
three sets of tools distinguished by Fed chairman
Ben Berna n ke i n h i s presenta t i on of the Federa l
Reser ve’s crisis response (Bernanke, 2009). The
sa me instr u ments ha ve to va r y i ng deg rees al so
been used by the other two central banks.

The fou r th ca tegor y i s i ntended to ca ptu re the
ef fect of foreign exchange swaps entered into by
the Fed and its partner central banks with the pur-
pose of prov i d i ng US dol la r li qu i d i ty to Europea n
financial institutions.

The fif th ca tegor y is a res i dua l. For the Fed only,
we i n cl ude a n add i t i ona l ca tegor y ca l led ‘Other
operations’ that includes significant programmes
conducted during the financial crisis that are not
ea s i ly cla s s i f i able a s repo s or sec u r i t i e s pu r-
cha se s bu t tha t we w a nt to d i f ferent i a te from
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Figure 4: Assets held by the Federal Reserve,
2007-12 (% 2007 GDP)

Figure 5: Assets held by the Bank of England,
2007-12 (% 2007 GDP)

Figure 6: Assets held by the Eurosystem, 2007-
12 (% 2007 GDP)

Source for Figure 4, 5 and 6: Bruegel based on Fed Cleveland
and FRB Factors (reser ves balances); Bank of England; ECB.

• In both the US and the UK, the su rge of repo
lending to financial institutions was short-lived.
It took place in response to the disruption of the

interbank market following the Lehman shock
a nd w a s u nwou nd du r i ng 2009. By the
beg i n n i ng of 2010 it had e i ther d i sa ppea red
ent i rely (Fed) or been reduced to trad i t i ona l
propor t i ons (Bank of Engla nd), and d i d not
re su me af ter w a rd. In the ca se of the ECB,
however, there were repea ted sp i kes of repo
lending, with a resumption on a massive scale
in December 2011; 

• In the US and the UK, govern ment bonds pu r-
cha sed wi th i n the fra mewor k of cred i t ea s i ng
or quantitative easing programmes largely sub-
st i tu ted repo opera t i ons from 2009 onwa rds.
At the end of Febr ua r y 2012, these a sse ts
accou nted for 103 percent of the i n crea se i n
the overall size of the Fed balance sheet since
Februar y 2007, and 116 percent in the UK. In
the euro area, however, the b ulk of the increase
took the for m of repo s opera t i ons. These
accounted for 64 percent of the increase in the
s i ze of the ba la n ce s hee t be tween Febr ua r y
2007 and Februar y 2012, against 20 percent
for government bonds.

• Other ca tegor i e s of a sse ts repre sent a rela-
ti vely m i nor pa r t of a l l th ree ba la n ce s hee ts.
Swaps a nd dol la r l i qu i d i ty prov i s i on repre-
sented a tempora r i ly s i g n i f i ca nt pa r t on ly i n
2008-09. Non-government securities were sig-
ni f i ca nt on ly for the Fed a nd on ly for a ver y
short period.

• On the whole, what this compa r i son indi ca tes
i s tha t by ea r ly 2012 all th ree centra l ba n k s
had increased the size of their balance sheets
by roug h ly compa rable amou nts, but tha t the
balance sheet compositions were entirely dif-
ferent. Purcha se s of gover n ment bonds
accou nted over w hel m i ng ly for the increa se in
the US and the UK. Liqu i d i ty prov i s i on to the
banking system accounted for the largest part
of the increase in the euro area.

By itself this dif ference is ho wever not necessar-
i ly i nd i ca t i ve of a d i f feren ce i n the mone ta r y
s ta n ce. One i nterpre ta t i on of i t i s tha t a t end-
2011, the ECB faced severe dys f u n ct i on i n the
ba n k i ng sys tem a nd had no cho i ce bu t to aga i n
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4.2 Impact on banks

The LTRO has at least temporarily solved the acute
f u nd i ng needs of eu ro-area ba n k s by prov i d i ng
abu nda nt liqu i d i ty at low rates with lower col la t-
eral standards. It has not, however, fundamentally
a ltered the u nder ly i ng problems of wea k b a n k s.
One way of assessing this is to look at the stock
ma r ke t v a l ue of the ba n k s. If the LTRO has
i n crea sed the sol ven c y of ba n k s, the i r sto ck
prices should have increased too. In principle, the
low-cos t th ree-yea r loa ns of fered by the ECB
should be seen by market operators as helpful for
re s tor i ng the sou nd ne s s of the ba n k i ng sys tem
and thereby boosting bank stocks.

Angeloni and Wolf f (2012) look at the normalised
a verage ba n k sto ck-ma r ke t index (cons i st i ng of
the banks located in a given countr y) since Janu-
ar y 2011. The sa mple cons i s ts of tho se ba n k s
stress-tested in the European Banking Authority's
(EBA) recent stre ss tes ts. A clea r pa tter n of the
ef fects of the ECB’s LTRO can no t be d i scer ned.
Shares ha ve cont i nued to move s i dew a ys s i n ce
October and seem unaf fected by the ECB’s opera-
t i ons. This resu lt sug ge s ts tha t the ECB hel ped
ensure the funding of banks but did not address
ba n k sol ven c y con cer ns. ECB act i on ha s con-
tributed to the financial system’s stability, but has
not helped bank shareholders.

Figure 10: Banks' stock market price indexes

Source: Datastream. Note: Stock market index normalised to
100 for Januar y 2011.

4.3 Pass-through to the real economy

The LTRO has clearly helped to improve the funding
cond i t i ons of ba n k s. At the sa me ti me, the huge
i n crea se i n the depo s i t fac i l i ty sug ge s ts tha t
banks still hoard a lot of liquidity at the ECB, even
though this means incurring losses for the bank-
ing system as a whole (liquidity received through
the LTRO costs 1 percent while the deposit facility
on ly of fers 0.25 percent). Confiden ce has there-
fore not ye t re tu r ned to the eu ro-area ba n k i ng
ma r ke t. Is there any ev i den ce tha t the LTRO has
led to an expa ns i on of cred i t grow th to the euro-
area corporate and household sectors?

Growth of credit to non-financial corporations and
to households cont i nues to be ver y wea k a nd i s
fa l l i ng i n the eu ro a rea a s a w hole (Figu re 11).
Figu re 11 does not sug ge s t tha t there i s ye t a
change in the downward credit trend, with annual
credit growth in Februar y 2012 at 0.4 percent for
the non-financial corporate sector and 1.2 percent
for households. At the sa me t i me, the money
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g row th i n the cou ntr i e s tha t had a huge cred i t
boom before the crisis. It is also ver y clearly visi-
ble that credit growth rebalanced during 2007-08,
with countries such as Germany, which for a long
time exhibited subdued credit growth, experienc-
ing a significant pick-up in credit.

Figure 12: Bank loans to non-financial
corporations, annual growth rate (%)3
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Figure 15: Financial integration of corporate
credit loans

Source for Figures 13, 14 and 15: Bruegel based on ECB, MFI
interest rates. Note to Figure 13: Loans to non-financial cor-
porations up to €1 million at floating rate and up to 1 year ini-
ti a l f i xed ra te; loa ns to households for house pu rcha se a t
floating rate up to 1 year initial fixed rate. Note to Figure 14:
2-yea r back w a rd-mov i ng cor rela t i on co ef f i c i ent of interes t
rates for house purchase at floating rate and up to 1 year ini-
ti a l ra te f i xed (ser i e s co de 1.2.1.5.) to the eu ro-area ra te.
Note to Figure 15: 2-year backward-looking moving correla-
tion coef ficient. Loans up to €1 million at floating rate and up
to 1 year initial rate fixed (series code 1.2.2.8.) to the euro-
area rate.

At the sa me t i me, however, interes t ra te level s
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therefore i nd i ca te s tha t the LTRO has had a pa r-
ti cu la r ly strong ef fect on the gover n ment-bond
yields of countries with lower credit ratings. Some
of the l i qu i d i ty i n the ba n k i ng sys tem thus
appears to have been used to buy more of the gov-
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ANNEX

The ECB, the Fed a nd the Bank of Engla nd conduct mone ta r y pol i c y i n d i f ferent w a ys a nd pu rsued
dif ferent policies to deal with the crisis. To compare them, we reclassified the items presented in the
balance sheet into six macro-categories:

• Repos: including lending to financial institutions
• Purchase of government securities
• Purchase of non-government securities
• Foreign exchange swaps/foreign currency lending to banks
• Other assets
• Other operations, including those new schemes adopted that cannot be easily classified in

another categor y

Source: Bank of England BANK OF ENGLAND

ITEM IN BALANCE SHEET DESCRIPTION
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Source: ECB EUROPEAN CENTRAL BANK (ECB)

ITEM IN BALANCE SHEET DESCRIPTION
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