
Monetary Policy

Use of action that a country's central bank (or government) can take to influence how much money is in the economy and how much it costs to borrow.

Central Banks of the world and the Bank Rate (Apr ’20)  

UK Bank of England 0.1%

EU European Central Bank (ECB) 0%

USA Federal Reserve 0.25%

Japan Bank of Japan -0.1%

China People’s Bank of China 4.5%

Norway Bank of Norges -0.75%

Switzerland Swiss National Bank 0.75%

Quantitative Easing
The process by which a Central bank can ‘inject liquidity’ / increase the money supply in an economy. It prints money and then 
buys Government bonds from bondholders. This increases the amount of cash in the economy which should lead to an increase in 
consumption (C) and investment (I). AD should rise. From 2008-2012, the Bank of England conducted £435bn worth of QE in the UK.

Contractionary Monetary Policy
Raising interest rates to reduce AD. All points (Evaluative points 
of expansionary monetary policy) are still valid.

Roles of the Bank of England
• Sets Bank Rate

• Control of the money 
supply (QE)

• Regulator of the financial 
sector

• Lender of last resort

• Banker to the Government

• Store of foreign currency 
reserves

• Store of gold reserves

• Forward guidance

The Bank of England has an inflationary target of 2% (plus/minus 
1% on either side). Under normal circumstances, the Monetary 
Policy Committee, a group of 9 BoE members, meets every month 
to determine the new Bank Rate.

In 2008, the UK Bank Rate was lowered to a then-historical low of 
0.5%. The aim was to stimulate AD. In 2016, after the Brexit vote, it 
was lowered again to 0.25% due to business uncertainty. In 2020, 
the Bank of England reduced Bank Rate to 0.1% to support the 
economy during the coronavirus pandemic.  

Expansionary Monetary Policy 
A policy of reducing interest rates to stimulate AD (see left) 

Transmission Mechanism 
The process by which a change in interest rates influence AD.

If the central bank lowers interest rates, commercial banks will reduce how much 
they charge on loans and what they offer on savings. This should lead to an 
increase in consumption (C) and investment (I).  

A fall in interest rates will incentivize people to move their money out of savings 
and into other asset types. For example, mortgage rates will be low and demand 
for houses may rise. House prices will rise. This causes a positive wealth effect such 
that consumption (C) rises.

A fall in interest rates will discourage foreigners from saving in domestic banks 
and so the demand for domestic currency falls. By contrast, people may take their 
money overseas to try and gain the relatively higher interest on savings abroad.  
This leads to a depreciation in the exchange rate and (X-M) should improve.

Evaluative points of expansionary 
monetary policy
Time lag. Depends on the % change in 
the interest rate. Depends on consumer 
confidence (job security) and business 
confidence at the time. Commercial banks 
may not pass on the changes to Bank Rate.  
Other factors affect house prices and the 
prices of other assets. A depreciation of the 
exchange rate may lead to the trade balance 
worsening (J Curve analysis). There are other 
factors affecting AD – for example, fiscal policy 
changes may run counter to the monetary 
policy. It may cause demand-pull inflation 
(depending on where AD is relation to full 
capacity). Fixed rate mortgages do not change 
with Bank Rate changes.


