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Part 1 : The art of central bank watching 
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Central bank watching 
What happens when 1 or 2 people try to shadow 100-200.... 

• Central bank policy decisions influence a broad range of asset prices (bonds, 

equities, currencies, etc) 

• So investors in those assets would like to be able to predict what central banks 

will do 
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Central bank watching 
What happens when 1 or 2 people try to shadow 100-200.... 

• In theory, the conduct of monetary policy is straightforward 

–  Policy follows a simple rule 

–  Agents are well informed about data, outlook and policy rule 

 

• In practice, life is more complicated 

– Reaction function is complex and evolves through time 

– Information set is large 

– Central banks are not fully transparent 

– i.e., Bank of England does not update market on its assessment of 
economy or view of the economy in response to news 

 

• Creates a demand for specialists who ‘watch’ central banks and forecast decisions 

– Sell side: servicing internal and many external clients 

– Buy side: servicing internal clients in that institution 
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The life of a central bank watcher 

Observe 

Think / Model 

7. Banks lose 

capital and seek 

sovereign aid 

Observe: new data, 

CB communication, 

economic research, 

policy decision, etc., 

Think: Does new 

observation challenge 

‘view’? Revise view as 

appropriate 

Publish: Construct 

and  distribute new view 

in  written ‘research’ 

reports to clients;  

Publicise: Discuss 

new view with clients 

(incl. face to face trips) 

and media 
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Plenty to watch 
 

•  Plenty of CB relevant data 

•  Plenty of CB communication 

 

 

http://www.bankofengland.co.uk/publications/Pages/inflationreport/default.aspx
http://www.bankofengland.co.uk/publications/minutes/Pages/mpc/default.aspx
http://www.bankofengland.co.uk/publications/Pages/fsr/default.aspx
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Central bank watching 

 

Central Bank Decision 

 

Outputs 

Inputs 

Time 
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e.g., Monetary Policy … in theory 

 

Taylor Rule 

 

Interest Rate 

Output & Inflation 

Time 

No need for a central bank watcher here ! 
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e.g., Monetary Policy … in practice 

 

Complex decision process 

 

Rates, Asset purchases, Signals 

Much richer and noisier data set 

Time 
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e.g., Monetary Policy … in practice 

•  Not just about calling the decision at the next policy meeting 

•  It is about calling the future path of policy 

•  And that path can shift a lot 
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Central bank watching – Multiple actors, Multiple instruments 

 

Monetary 

policy (MPC) 

 

Bank Rate, QE, SLS and FLS, Counter-cyclical K buffers 

Inputs 

Time 

 

Markets 

operations (BoE) 

 

 

Financial stability 

policy (FPC) 
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Markets are trying to central bank watch in real time… 

•  Monetary policy responds to evolving state of the economy  

•  Asset prices should respond instantaneously to ‘news’ in the data (surprise) 

•  Immediate payoff from accurately forecasting ‘data surprises’ 

•  Smaller payoff from accurately forecasting eventual decision 
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Data surprises 

Positive news on indicators of UK output  

… which implies growth / inflation likely to be stronger than expected 

… which implies monetary policy stance likely to be tighter than expected 

… which implies £-denominated assets likely to offer a higher return 

… which implies increased demand for sterling 
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Cable - £/$  bilateral exchange rate 

Success  .. Positive surprise 

reflected in currency markets 

Success  .. Positive surprise 

reflected in currency markets 
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Cable - £/$  bilateral exchange rate 

Much larger news for the currency on 2nd 

August that we didn’t identify.. 
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Data surprises 

Negative news on key US indicators (of employment) 

… which implies US monetary policy stance likely to be looser than expected 

… which implies $-denominated assets likely to offer a lower return 

… which implies increased demand for sterling relative to dollar 
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Central Bank Decision 

 

Outputs 

Inputs 

Time 

Central bank watching 
A number of roles ... scope for specialism 
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Central bank watching 
A number of roles ... scope for specialism 

Outputs 

Inputs 

Medium-

term 

Short-

term 

High frequency data watcher 
hunts down unusual leading indicators 

 

Macro forecaster/commentator 
good model building skills / economic intuition 

 

Code breaker 
deciphers central bank communication 

 

Policy forecaster/commentator 
understands reaction function and policy 

levers 
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Part 2 : Issues 

Does austerity hurt and does QE work? 
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Austerity 
Does fiscal consolidation hurt? 

• After an initial bounce-back in 2010 the recovery grinds to a near-halt in 2011  

and 2012 

• Around this time the government steps up the pace of fiscal consolidation 

• Seems self evident that lower government spending and/or higher taxes will 

depress demand ….. 
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Austerity 
Anaemic second phase of recovery from the crash coincides with 

consolidation 

The UK’s recovery 
The level of GDP 

Fiscal consolidation 
By source 
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Austerity 
Semantics 

• Economists usually describe fiscal policy during this period as being tight 

– i.e., the net effect of fiscal policy on aggregate demand is negative  

• However, the government is running a substantial deficit on the current budget 

and is expected to continue to do so for years to come 

– i.e., the government is injecting more money into the economy via 

transfers, procurement and compensation that it is draining out via taxes 

• Even when we strip out the estimated effect of the economic cycle (higher 

welfare spending and lower tax receipts) the current budget is still in deficit and 

is expected to remain so for years to come 

• It is perhaps more accurate to say that with large headline and cyclically adjusted 

deficits that are set to close gradually over time: 

–  fiscal policy is less loose than it once was; or perhaps 

–  fiscal policy is not loose enough 
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Austerity 
Substance 

• We do NOT typically think of fiscal policy having a persistent impact on output or 

employment 

– e.g., nobody claimed that the expansion in government spending in the 

early years of the last decade raised the level of output and employment… 

• The reason why?  

– Monetary Policy 

• If the central bank wants to anchor inflation it must lean against shifts in demand 

– including those that are driven by fiscal policy – to stabilise the output gap 
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Monetary policy in control 
Leans against the gap between demand and supply 

Demand, Supply 

Inflation 

2 % 

Negative output gap is 

disinflationary 
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Austerity 
Substance 

• Tighter (less loose) fiscal policy implies looser (less tight) monetary policy and 

vice versa 

• Lower interest rates will encourage some households or companies to spend 

• Therefore fiscal policy does not impact the overall level of spending but  

– Fiscal policy does impact the level of interest rates; and  

– Fiscal policy does influence the mix of demand 

• In normal times fiscal consolidation would simply lead to looser monetary policy 

 

 

 



 

Interest rates hit the lower bound 
in many economies including the 
UK at the start of the crisis 

 

In an ideal world, central banks 
would have liked to loosen rates 
further 

 

In this situation, tighter fiscal 
policy could have had an impact 
on aggregate demand 

 

… because tighter fiscal policy 
was not offset by looser monetary 
policy 

Was monetary policy still in control after 2009? 
What happens when interest rates hit the floor? 



However, the Bank of England was not 

idle at the lower bound .. it purchased 

hundreds of billions of government 

bonds through QE  

 

The question is: was QE an effective 

substitute for further rate cuts? 

 

If yes, then the standard logic applies 

and fiscal policy did not depress 

demand 

 

If no, then perhaps austerity did hurt 

 

Was monetary policy still in control after 2009? 
What happens when interest rates hit the floor? 

BoE asset purchases 
Gilt purchases on right hand scale 
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Does QE work 
Impact in financial markets 

• From before: a conventional rate cut can influence the price of a broad range of 

assets – including long-term government bonds 

• I am going to argue that if QE can do likewise then it can serve as a crude 

substitute for rate cuts 



Does QE work 
Impact in financial markets 

• A cut in official interest rates lowers the cost of short-term secured funding for banks 

which will lower the cost of borrowing unsecured in the interbank market 

– QE has no effect here 

• A cut in official interest rates that is expected to persist – because the central bank 

has signalled that it is more downbeat about the outlook – should lower interest rates 

at much longer horizons too 

– QE could also have a signalling effect by pushing back expectations of timing 

of first rate hike 

– QE could further approximate that signalling effect by raising the price of 

financial assets 

• How?  Investors hold cash and financial assets in their portfolios and the demand for 

each asset depends on relative returns.  

– Central bank buys assets and the private sector is left holding too much cash 

(and too few assets) at current asset prices 

– Hot potato effect: investors purchase assets driving up prices until portfolio is 

back in equilibrium (return on other assets is low enough)  



Does QE work? 
Approximating the transmission mechanism of a rate cut 

• Once QE moves market rates when we should expect to see a response of a broader 

set of assets and in particular the currency 

• If interest rates fall and the currency depreciates we should expect to see the usual 

demand response and import price channel 

• The standard critique of QE is that it cannot work because the economy did not 

recover  … but that probably tells us that the BoE did not do enough; not that QE 

doesn’t work 



Even if QE does not work then it is still 

possible that austerity might not have 

depressed demand  

 

The MPC might have raised Bank Rate if 

the government had not increased the 

pace of consolidation 

 

Why? Although demand was weak, 

inflation was not, so there was a constraint 

on how much stimulus the MPC could 

provide via QE 

 

Looser fiscal policy might have pushed the 

MPC over the edge….. 

 

Final thought 
Inflation is the constraint 

“For most members, recent developments implied 
that the risks to inflation in the medium term had 
probably shifted upwards. For some of those 
members, the decision this month was finely 
balanced. ….  The publication of the Report 
[following month] would also give the Committee 
the opportunity to explain fully its assessment of the 
outlook and its policy decisions ….. For two 
members, the evidence suggested that the balance 
of risks was already sufficiently clear to warrant an 
immediate increase in Bank Rate.” 

   JAN-2011 Minutes 
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Any questions? 



33 33 

This Material was prepared by the legal entity named on the cover or inside cover page.  It is intended for and directed at wholesale or professional investors only and should not be distributed to or relied on by retail clients in any circumstances.  It is provided 

for information purposes only and does not constitute an offer to sell or a solicitation to buy any security or other financial instrument. This Material is provided on a confidential basis, is for the use of intended recipients only and the contents may not be 

reproduced, redistributed or copied in whole or in part for any purpose without the prior express consent of The Royal Bank of Scotland plc, The Royal Bank of Scotland N.V. and/or their affiliates (“RBS”).  

While based on information believed to be reliable, no guarantee is given that it is accurate or complete. While we endeavour to update on a reasonable basis the information and opinions contained herein, there may be regulatory, compliance or other 

reasons that prevent us from doing so. The opinions, forecasts, assumptions, estimates, derived valuations and target price(s) contained in this Material are as of the date indicated and are subject to change at any time without prior notice. The stated price of 

any securities mentioned herein is as of the date indicated and is not a representation that any transaction can be effected at this price. 

This Material includes analyses of financial instruments, asset classes, markets or sectors that RBS’ trading desks may make a market in, and in which RBS as principal is likely to have a long or short position at any time.  Further, RBS’ trading desks may 

also have or take positions inconsistent with ideas or views set out in this Material.  Such trading activity may have a negative impact on the performance of the relevant financial instruments.   RBS endeavours to manage such potential conflicts of interest 

through the adherence to comprehensive compliance policies.   

The investments referred to may not be suitable for the specific investment objectives, financial situation or individual needs of recipients and should not be relied upon in substitution for the exercise of independent judgement.  RBS acts neither as an adviser 

to, nor owes any fiduciary duty to any recipient.  You should make your own independent evaluation of the relevance and adequacy of the information contained in this Material and make such other investigations as you deem necessary, including obtaining 

independent financial advice, before participating in any transaction in respect of any financial instrument, asset class, market or sector referred to in this Material.  RBS accepts no liability for any direct, indirect or consequential losses (in contract, tort or 

otherwise) arising from the use of this Material or reliance on the information contained herein.  However this shall not restrict, exclude or limit any duty or liability to any person under any applicable laws or regulations of any jurisdiction which may not lawfully 

be disclaimed.  

Analyst Certification: The research analyst or analysts responsible for the content of this research report certify that:  (1) the views expressed and attributed to the research analyst or analysts in the research report accurately reflect their personal opinion(s) 

about the subject securities and issuers and/or other subject matter as appropriate; and, (2) no part of his or her compensation was, is or will be directly or indirectly related to the specific recommendations or views contained in this research report.  On a 

general basis, the efficacy of recommendations is a factor in the performance appraisals of analysts.  RBS policy prohibits its analysts, professionals reporting to analysts and members of their households from owning securities and from serving as an officer, 

director, advisory board member or employee of any company in the analyst's area of coverage. 

Australia: This Material is issued in Australia to wholesale investors only by The Royal Bank of Scotland plc (ABN 30 101 464 528), 88 Phillip Street, Sydney NSW 2000, Australia which is authorised and regulated in Australia by the Australian Securities 

and Investments Commission (AFS License No. 241114) and the Australian Prudential Regulation Authority.   Austria: The Royal Bank of Scotland plc Filiale Wien is authorised and regulated by Finanzmarktaufsicht (FMA).   Belgium: The Royal Bank of 

Scotland plc, Belgium branch is authorised and regulated by the Financial Services and Markets Authority (FSMA).   Canada: The securities mentioned in this Material are available only in accordance with applicable securities laws and many not be eligible 

for sale in all jurisdictions.  Persons in Canada requiring further information should contact their own advisors.   Czech Republic: The Royal Bank of Scotland plc, organizacna slozka is authorised and regulated by Ceska Narodni Banka (CNB).   Denmark: 

The Royal Bank of Scotland N.V. is authorised and regulated in the Netherlands by De Netherlandsche Bank. In addition, The Royal Bank of Scotland N.V. Danish branch is subject to local supervision by Finanstilsynet, The Danish Financial Supervisory 

Authority.   EEA: This Material constitutes "investment research" for the purposes of the Markets in Financial Instruments Directive and as such contains an objective or independent explanation of the matters contained in the Material. Any recommendations 

contained in this Material must not be relied upon as investment advice based on the recipient's personal circumstances. In the event that further clarification is required on the words or phrases used in this Material, the recipient is strongly recommended to 

seek independent legal or financial advice.   Finland: The Royal Bank of Scotland plc, Finland branch is authorised and regulated by Finanssivalvonta (FSA).   France: The Royal Bank of Scotland plc, France branch is authorised and regulated by the 

Autorite des marches financiers (AMF).   Germany: The Royal bank of Scotland plc, Germany branch, Niederlassung Frankfurt is authorised and regulated by Bundesanstalt fur Finanzdienstleistungsaufsicht (BaFin).   Greece: The Royal Bank of Scotland 

plc, Greece branch is authorised and regulated by the Hellenic capital market Commission (HCMC).    Hong Kong:  The Royal Bank of Scotland plc and the Royal Bank of Scotland N.V. are authorised and regulated by the Hong Kong Monetary Authority.     

India: The Royal Bank of Scotland N.V., India is regulated by the Reserve Bank of India (RBI) and has been granted a licence to carry on banking business in India under licence no. MUM:86 dated 11 May 2010.   Ireland: The Royal Bank of Scotland plc, 

Ireland branch is authorised and regulated by the Central Bank of Ireland (CBI).   Italy: The Royal Bank of Scotland plc, Italy branch is authorised and regulated by the Commissione Nazionale per le Societa e la Borsa (CONSOB). Persons receiving this 

material in Italy requiring additional information or wishing to effect transactions in any relevant Investments should contact The Royal Bank of Scotland plc, Italy branch, Via Turati 18, 20121, Milan, Italy.   Japan: The Royal Bank of Scotland plc, Tokyo 

branch [Kanto Financial Bureau (Tou-kin) No. 577] is authorised and regulated by the Japan Financial Services Agency. RBS Securities Japan Limited, Tokyo branch [Kanto Financial Bureau (Kin-sho) No. 202] is authorised and regulated by the Japan 

Financial Services Agency.     Kazakhstan: JSC SB RBS (Kazakhstan) is authorised and regulated by the National Bank of Kazakhstan (NBK).   Luxembourg: RBS Global Banking (Luxembourg) S.A. is authorised and regulated by the omission de 

Surveillance du Secteur Financier (CSSF).   Malaysia: RBS research, except for economics and FX research, is not for distribution or transmission into Malaysia.   Netherlands: The Royal Bank of Scotland plc, Netherlands branch is authorised and 

regulated by the Autoriteit Financiele Markten (AFM).   Norway: The Royal Bank of Scotland plc, Norway branch is authorised and regulated by Finanstilsynet.   Poland: RBS Bank (Poland) S.A. is authorised and regulated by Komisja Nadzoru Finansowego 

(KNF).   Qatar: The Royal Bank of Scotland plc is authorised and regulated by the Qatar Financial Centre Regulatory Authority (QFCRA).   Romania: The Royal Bank of Scotland, Romania branch is authorised and regulated by Autoritatea de Supraveghere 

Financiara (ASF).    Russia: The banking activity of The Royal Bank of Scotland ZAO (general banking license No. 2594 issued by the Central Bank of the Russian Federation, registered address: building 1, 17 Bolshaya Nikitskaya str., Moscow 125009, the 

Russian Federation) is regulated by the Central Bank of Russia Federation (Bank of Russia) and its activity on the securities and other financial markets is regulated by the Federal Financial Markets Service.    Singapore:  The Royal Bank of Scotland plc, 

Singapore branch [UEN: S85FC3595J] is authorised and regulated by the Monetary Authority of Singapore.    Slovakia: The Royal Bank of Scotland plc, pobocka zahranicnej banky is authorised and regulated by the Narodna Banka Slovenska.   South 

Korea: This Material is being distributed in South Korea by, and is attributable to, RBS Asia Limited (Seoul) branch which is regulated by the Financial Supervisory Service of South Korea.   Spain: The Royal Bank of Scotland plc, Spain branch is authorised 

and regulated by The Comision Nacional del Mercado de Valores (CNMV).   Sweden: The Royal Bank of Scotland plc, Sweden branch is authorised and regulated by Finansinspektionen (FI).   Thailand: Pursuant to an agreement with Asia Plus Securities 

Public Company Limited (APS), reports on Thai securities published out of Thailand are prepared by APS but distributed outside Thailand by RBS Bank NV and affiliated companies. Responsibility for the views and accuracy expressed in such documents 

belongs to APS.   Turkey: The Royal Bank of Scotland plc, Turkey branch is authorised and regulated by the Banking Regulation and Supervision Agency (BRSA) and the Capital Markets Board of Turkey (CMB).   UAE: The Royal Bank of Scotland plc is 

authorised and regulated by the Dubai Financial Services Authority (DFSA).   United Kingdom: The Royal Bank of Scotland plc is authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and the Prudential 

Regulation Authority.  The Royal Bank of Scotland plc acts in certain jurisdictions as the authorised agent of The Royal Bank of Scotland N.V.   United States of America: This Material is intended for distribution only to "major institutional investors" as 

defined in Rule 15a-6 of the U.S. Securities Exchange Act of 1934 as amended (the "Exchange Act"), and may not be furnished to any other person in the United States. Each U.S. major institutional investor that receives these Materials by its acceptance 

hereof represents and agrees that it shall not distribute or provide these Materials to any other person. Any U.S. recipient of these Materials that wishes further information regarding, or to effect any transaction in, any of the securities discussed in this 

Material, should contact and place orders solely through a registered representative of RBS Securities Inc., 600 Washington Boulevard, Stamford, CT, USA. Telephone: +1 203 897 2700. RBS Securities Inc. is an affiliated broker-dealer registered with the 

U.S. Securities and Exchange Commission under the Exchange Act, and a member of the Securities Investor Protection Corporation (SIPC) and the Financial Industry Regulatory Authority (FINRA).  

“Material” means all research information contained in any form including but not limited to hard copy, electronic form, presentations, e-mail, SMS or WAP. Disclosures regarding companies covered by us can be found on our research website. Please use 

http://strategy.rbsm.com/disclosures for Research. Our policy on managing research conflicts of interest can be found here https://strategy.rbsm.com/Strategy/ConflictsPolicy.aspx.  Should you require additional information please contact the relevant 

research team or the author(s) of this Material. 

The Royal Bank of Scotland plc. Registered in Scotland No 90312. Registered Office: 36 St Andrew Square, Edinburgh EH2 2YB. Authorised by the Prudential Regulation Authority and regulated by the Financial Conduct Authority and Prudential Regulation 

Authority. The Royal Bank of Scotland N.V. is authorised and regulated by the De Nederlandsche Bank and has its seat at Amsterdam, the Netherlands, and is registered in the Commercial Register under number 33002587. Registered Office: Gustav 

Mahlerlaan 350, Amsterdam, The Netherlands. The Royal Bank of Scotland plc is in certain jurisdictions an authorised agent of The Royal Bank of Scotland N.V. and The Royal Bank of Scotland N.V. is in certain jurisdictions an authorised agent of The Royal 

Bank of Scotland plc. 

Copyright © 2015 The Royal Bank of Scotland plc. All rights reserved. 

 

http://www.sipc.org/
http://www.finra.org/
https://strategy.rbsm.com/Strategy/ConflictsPolicy.aspx

