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 Overview of He and McCauley Paper 

 Central Bank Balance Sheet: Price and Quantity 

 Price is dominant effect 

 Channels for Global Transmission 

 The Policy Trilemma 

 International roles for the dollar 

 Explaining foreign currency (i.e., dollar) credit growth in E. 

Asia 

 

Agenda 
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 Mixed or weak evidence of transmission of Fed policy into 

policy rates in East Asia 

 More significant effects on other advanced economy bond 

markets, with weaker spillovers in Asia 

 Exchange rate consequences from x-country unconventional 

policies not highly evident.  Challenges arise 

 in measurement:  not base money changes, not purely 

interest differentials 

 variation across countries in 

▫ substitutability of bonds  

▫ policy reactions 

▫ degrees of intervention / resistance to appreciation 

 More extensive discussion of foreign currency (dollar) credit.  

Interesting evidence on location and type of financing flows. 

On He and McCauley 
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Central Bank Balance Sheet Expansion: 

Price and Quantity Effects 
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Quantity: Increase in Official Liquidity  
Swaps have direct effect 

Source: H.4.1, Federal Reserve Statistical Release 
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Quantity: Central Bank Securities Portfolio Sizes  
Prices Move Before the Flows 
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Fed projection based on median forecast for purchases from Survey of Primary Dealers; BoJ projection 

assumes new policy continues through 2014; ECB projection assumes no new purchases and no use 

of OMT; BoE projection assumes Asset Purchase Facility remains constant at £375 billion  



FX Market 

1. Fed buys 
UST from 
reserve 
manager in 
LSAP 

2. Reserve 
manager 
exchanges 
USD for KRW 
in FX market 
and invests 
the proceeds 
in Korean 
government 
bonds 

5A. Bank hedges 
FX exposure via 
FX forward with 
hedge fund.  
Hedge fund takes 
long USDKRW 
exposure as USD 
depreciates. 

3B. Korean 
investor 
deposits KRW 
in Korean 
bank, perhaps 
after a few 
more rounds 
of asset 
reallocation 
inside Korea, 
and reacts to 
lower interest 
rates by 
bringing 
forward 
consumption. 
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4B.  Liquidity might recirculate in Korean 
economy, raising prices and diverting some 
consumption to next marginal producer, 
potentially including US.  Stronger KRW 
also restrains demand for exports. 

Note: banks 
increasing their 
excess reserves 
does not necessarily 
incentivize them to 
seek out new 
lending 
opportunities as 
liquidity does not 
currently constrain 
banks in lending to 
profitable projects.  
Lower rates may, 
however, spur credit 
demand, particularly 
in housing. 
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5B. Lower long-term Korean interest rates 
spur credit demand in Korea, forcing Bank of 
Korea to either raise interest rates or expand 
the monetary base by lending to banks to 
keep the policy rate anchored. 

KRW 
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What might happen in [Korea] when the Fed buys a Treasury? 
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No change in balance 
sheet, but new open 
forward contract. 
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From Whom Does the Fed Buy Treasurys? 
(Based on FRB Working Paper: Carpenter, Demiralp, Ihrig and Klee, 2013) 

Sector Treasurys MBS Weighted Average 
Households and Hedge Funds 56% 40% 47% 
Investment Funds 14% 30% 23% 
Rest of World 14% 16% 16% 
Broker-Dealers 10% 7% 8% 
Pension and Retirement -2% 7% 3% 
Insurance Companies 4% 0% 2% 
State and Local Government 1% 2% 1% 
Depository Institutions 4% -3% 0% 

Estimated Share of Ultimate Sellers of Assets to Fed in LSAPs 1 and 2 

• Most Fed purchases come from households and institutions 
managing funds for households (70%) 

• Although about half of Treasury securities are held offshore, 
these investors are not primarily the marginal private sector 
holders selling to the Fed. 
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Price: Duration taken out of Market, dominant effect  
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Channels of Global Transmission  
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Constraints arising from the policy trilemma 

  

Countries can have two of three corners:  

 

 

 

 

 
 

 

Interest rate co-movements consistent with these choices. 
  Obstfeld, Shambaugh,Taylor (ReStat 2005, AER 2010)  

 

Limited ability to “round the corners” 

Exchange rate peg system – tighter or softer – still key  

Capital account restrictions, scale and form, important 

   Klein and Shambaugh (2013) 

 

Open capital account Monetary autonomy 

Exchange rate peg 
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1995 2000 2005 2010 

1. Dollarized or currency board 9 8 7 8 

2. Pegged against dollar 82 85 90 90 

3. Managed float against dollar 6 8 6 9 

5. Linked to U.S. dollar (%) 47 49 50 52 

6. Share of foreign GDP linked to dollar (%) 21 29 31 36 

The dollar remains the central currency in many  
ex rate regimes (and the main vehicle currency)  

Source: Ilzetki, Reinhart and Rogoff (2008) “The Country Chronologies and Background Material to Exchange Rate 

Arrangements in the 21st Century: Which Anchor Will Hold?” and staff calculations. 

Dollar-based exchange rate arrangements  
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Explaining Off-shore Dollar Credit Growth 

 He and McCauley provide useful details on the source and 

volumes of dollar credit within/to E. Asian countries 
 

 Interesting VAR analysis for China use of dollar credit 

 Low world interest rates not a primary driver 

 Domestic macro context and policies key 

 

 Would be useful to see similar econometric methods applied 

to the other East Asian economies. Delve more into: 

 Roles and incidence of capital controls and macro-pru 

(credit controls)  

 Importance of expanded international trade especially in 

banking services 

 Cross-country spillovers 
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Explaining Off-shore Dollar Credit Growth (2) 
 

 Global firms and global banks facilitate lower cost of 

capital controls 

 Banks located in Hong Kong serve China 

 How effective at reducing capital controls? 

 Are these quantitatively important enough to make the 

trilemma more binding? 
 

 Rise in international debt security issuance in dollars 

 One means of hedging, through matching currencies 

on revenues and costs for internationally active firms. 

 Used to access external funding pools 

 Korean firms reported to respond to macro-pru controls 

on banks by moving to international debt markets 

 

 

 

 

 


