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Since the global financial crisis in 2008, many central banks around the world have used asset purchases
when conducting monetary policy. In the euro area, for example, asset purchases were actively used in 13
out of the past 15 years.

In response to the post-pandemic surge in inflation, most central banks stopped net purchases and started
to reduce their bond holdings. As this process is unfolding, it is now a good time to start reflecting on the
experience of using asset purchases and to evaluate their benefits and costs by drawing on the growing
body of research on their effects on financial markets and the broader economy.

My main message today is that asset purchases can be a powerful tool when financial markets are in
turmoil. Outside these periods, however, central banks need to carefully assess whether the benefits of
asset purchases outweigh the costs.

Why central banks use asset purchases
Central banks have used asset purchases for two main purposes.

One was to respond to disturbances in monetary policy transmission and to stabilise financial markets in
periods of illiquidity and turmoil.

In the United States, for example, the first large-scale asset purchase programme, QE1, was launched

with a view to supporting market functioning after the outbreak of the global financial crisis in 2008.[ ]

In the euro area, asset purchases were first used to revive the covered bond market in 2009, which had

been affected particularly severely by the global financial crisis.[ ] One year later, in 2010, the ECB started
to purchase securities under the Securities Markets Programme to address severe tensions in certain

market segments, which had been hampering the monetary policy transmission mechanism.[ ]

More recently, the Bank of England conducted asset purchases to restore market functioning after gilt

bond yields rose sharply on forced selling by pension and liability driven investment (LDI) funds.[ ]

The second, complementary purpose, which became increasingly important after the global financial
crisis, was to ease financing conditions with a view to stimulating aggregate demand in the vicinity of the
effective lower bound on interest rates.
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Starting in the mid-1980s, structural changes in savings and investment implied that the natural rate of
interest, or r* – the real rate at which monetary policy is neither contractionary nor expansionary – had

steadily fallen (Slide 2, left-hand chart).[ ] This decline largely reflected the effects of an ageing population
and lower productivity growth.

So, when the global financial crisis hit in 2008, many central banks had to lower their key policy rates to
close to zero and make use of other instruments to deliver financing conditions that would be consistent

with their mandates (Slide 2, right-hand chart).[ ]

Although the use of these instruments differed across economies and over time, asset purchases,
together with forward guidance and longer-term refinancing operations, eventually became part of the
toolkit of many central banks.

In the euro area, it was only in 2015 that the ECB started to use bond purchases as a tool to counter

downside risks to the inflation outlook.[ ] Under the asset purchase programme (APP), the ECB bought
large amounts of government and private sector bonds with the aim to bring inflation back to the ECB’s
target.

After the outbreak of COVID-19 in 2020, many central banks, including the ECB, used asset purchases
with both objectives in mind: to stabilise financial markets and to ease financing conditions in the pursuit of

price stability.[ ] The ECB’s pandemic emergency purchase programme (PEPP), for example, explicitly

embodied both purposes in one programme.[ ]

How do asset purchases work?
Although asset purchases have by now become much less “unconventional” – as also acknowledged in
the ECB’s 2021 monetary policy strategy review –, their use remains controversial among both central
bank observers and policymakers. Part of the controversy reflects the difficulty in drawing robust
conclusions about how asset purchases work, and what long-term socio-economic consequences and
side effects they may have.

Ben Bernanke once famously said that “the problem with quantitative easing is that it works in practice, but

it doesn’t work in theory”.[ ] The case for irrelevance is based on the “Wallace neutrality”, which states
that changes in the size and composition of a central bank balance sheet should – under certain

conditions – have no effect on asset prices, output or inflation.[ ]

The concept of Wallace neutrality gave rise to the belief that asset purchases may predominantly work
through a signalling channel – that is, they would be similar to forward guidance in that they signal a
commitment to an extended period of low short-term interest rates.

According to this channel, the central bank’s exposure to duration risk underscores its commitment to

follow through on its promise, as raising interest rates would lead to losses on its bond holdings.[ ] And,
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indeed, research shows that announcements of asset purchase programmes lowered policy rate

expectations.[ ]

The experience over the past two years, however, is likely to have significantly weakened the role of asset
purchases as a commitment device. The determined response to the surge in inflation by central banks
worldwide was a forceful reminder that policymakers cannot tie themselves to the mast of a ship as

Odysseus did in Greek mythology.[ ]

Central banks can only credibly communicate about the likely future direction of monetary policy in a
“Delphic” way – that is conditional on how the economy evolves.

So, while asset purchases may convey signals about how central banks see the economy evolving, they
will not make central banks less determined in their pursuit of price stability if conditions change
unexpectedly.

Asset purchases have broader effects on the economy, however, as the real world departs from the
Wallace neutrality in several ways. For example, for asset purchases to affect asset prices, it is enough to
assume that investors are not perfectly indifferent about the assets they hold, an idea going back to James

Tobin.[ ]

A large class of investors, for example, values the liquidity and safety of government bonds, which is

reflected in these bonds’ convenience yield.[ ] Financial intermediaries also generally face limits to

arbitrage because of liquidity and risk constraints.[ ]

These imperfections and inefficiencies considerably broaden the way asset purchases can affect financial
and macroeconomic outcomes. The economics profession has generally focused on two main

transmission channels: the liquidity channel and the portfolio rebalancing channel.[ ]

Asset purchases are powerful in periods of stress
The experience from the past 15 years suggests that asset purchases have on several occasions been

instrumental in stabilising financial markets and shielding households and firms from economic pain.[ ]

After the outbreak of COVID-19, for example, when balance sheet constraints and information
asymmetries led to a freezing of financial markets, asset purchases supported dealers’ ability to

intermediate the market.[ ]

This reduced systemic stress, prevented broader fire sales and thus averted an excessive tightening of
financing conditions that could have threatened the stability of the financial system at large (Slide 3).

Empirical evidence for the United States shows that, when there is a “dash for cash”, it is the actual
purchases that matter: the Federal Reserve’s announcement in March 2020 that it would conduct asset

purchases was not sufficient to stop the rise in Treasury yields.[ ] The market only stabilised once the
purchases started.
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This is the liquidity channel at work. It is particularly effective when liquidity shortages arise outside the
banking sector, as non-bank financial intermediaries – whose role in the financial system has grown
steadily over the past years in the euro area – usually do not have direct access to the central bank
balance sheet.

On other occasions, it has been enough for central banks to announce their intention to intervene if
necessary. This is typically the case in the presence of “multiple equilibria” when concerns about a

debtor’s ability to service its liabilities may become self-fulfilling.[ ]

Such belief-driven price spirals – if left unaddressed – can quickly turn a liquidity crisis into a solvency

crisis, giving rise to huge costs for society as a whole.[ ]

The Eurosystem faced such risks during both the sovereign debt crisis and the pandemic.

This experience suggests that measures aimed at addressing belief-driven spirals tend to be most
effective, and their impact longer lasting, if their potential purchase volumes are large and if they are

communicated clearly.[ ]

That is, the more credible the announcement is, the less likely actual interventions become.[ ] This has
been most visible in the case of the announcement of Outright Monetary Transactions (OMTs) in 2012.
Although the OMT programme was never activated, it lastingly instilled confidence and allowed the market

to coordinate on the “good” equilibrium (Slide 4, left-hand side).[ ]

The announcement of the operational details of the PEPP in 2020 had similar effects: the decision that
purchases could be allocated flexibly across time, asset classes and countries removed concerns about
policy space and thereby stopped price spirals before they could get out of control.

In the end, the overall deviations from the ECB’s capital key, which serves as a benchmark for the
allocation of government bond purchases in the euro area, turned out to be limited and transitory (Slide 4,
right-hand side).

Announcing the willingness to conduct asset purchases in certain circumstances can thus be a powerful
tool to overcome market segmentation and protect the public from unwarranted, destabilising forces.

At the same time, market interventions, or announcements thereof, can create risks of moral hazard.
These risks were limited in the case of the pandemic, which was an exogenous shock of unprecedented
dimension. But they become larger in less exceptional circumstances.

For these reasons, the use of the OMT programme comes with strict conditionality in the form of a
macroeconomic adjustment programme. In the same vein, when the ECB’s Governing Council announced
the Transmission Protection Instrument (TPI) in 2022 – an instrument that can be activated to counter
unwarranted, disorderly market dynamics to ensure smooth transmission of monetary policy across the
euro area – it clarified that eligibility requires governments to pursue sound and sustainable fiscal and
macroeconomic policies and that purchases could not be conducted if persistent tensions reflected

country fundamentals.[ ]
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These clauses are important for a central bank’s credibility: inflation expectations will only remain
anchored if the public believes that central banks’ actions to stabilise financial markets will not undermine

their commitment to achieving their primary objective of price stability.[ ]

Without a clear exit strategy, it would be difficult to distinguish purchases conducted for market

stabilisation purposes from quantitative easing (QE).[ ] The Bank of England’s response to the LDI crisis
is a prime example of how such an exit strategy can be designed successfully. In other words, for an
inflation-targeting central bank, there can be no trade-off between market stabilisation and price stability.
[ ]

For the TPI, one may even argue that market stabilisation and price stability are two sides of the same
coin: without the ECB’s determination to ensure a smooth transmission of monetary policy across the
entire euro area, the historically steep hiking cycle may not have been feasible.

Effects of asset purchases are weaker outside crises
The second main transmission channel of asset purchases is the portfolio rebalancing channel. This
channel is at the heart of quantitative easing – a key tool used by central banks to stimulate aggregate
demand and inflation when interest rates are constrained by the effective lower bound.

The aim is twofold: first, to reduce long-term government bond yields by removing aggregate duration risk
from the market. And second, to encourage banks and investors to use the larger risk absorption capacity
to extend credit to the real economy or to buy other, riskier assets, thereby compressing risk premia more

broadly.[ ]

Measuring and evaluating the impact of the portfolio rebalancing channel is considerably more difficult, as
it requires establishing a full chain of causality running from the effect of asset purchases on financing
conditions and then further to aggregate demand and inflation.

Identification typically starts with high-frequency event studies that are used to quantify the effect of asset
purchase programme announcements on asset prices. A large body of such studies suggests that QE

announcements lower bond yields and raise other asset prices.[ ]

However, these effects have been found to be considerably smaller outside crisis periods, when balance
sheet constraints and limits to arbitrage are less binding. For instance, evidence from the PEPP and APP
announcements suggests that the effect on long-term yields could be as much as 40% smaller in non-
crisis periods (Slide 5, left-hand side). This is consistent with evidence that, in the United States, QE1 was

more effective than other asset purchase programmes.[ ]

The implication is that the purchase volumes required to ease financing conditions sufficiently to generate
upward pressure on inflation are often considerable. Under the APP and the PEPP, the Eurosystem bond
holdings reached, at the peak, more than €5 trillion, or around 35% of euro area nominal GDP (Slide 5,
right-hand side). The holdings reached similar shares in the United Kingdom and the United States.
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Whether such large purchase volumes are proportionate to the achievement of price stability critically
depends on the effects of easier financial conditions on growth and inflation as well as the costs
associated with conducting QE. The balancing of benefits and costs is at the core of the proportionality
assessment that the ECB conducts for all its policy decisions.

The impact of QE on the economy is state dependent
Like for other jurisdictions, the available evidence points to notable benefits from using asset purchases as
a policy instrument in the vicinity of the effective lower bound.

Specifically, asset purchases have been found to have lifted growth and generated upward pressure on

inflation.[ ] They thus played an important role in meeting central banks’ primary objective during the
period of low inflation, also by contributing to inflation expectations not falling further during the long period
of low inflation.

The evidence since the global financial crisis suggests, however, that the effects of QE on activity and
prices are state-dependent and can vary over time.

There are two broad sets of conditions that seem most relevant.

The first is the strength of balance sheets.[ ] When the ECB first conducted QE between 2015 and 2018,
governments were consolidating public finances following the sovereign debt crisis and banks were
building up capital buffers, as non-performing loans remained elevated (Slide 6). As a result, the boost to
credit creation was more moderate and underlying inflation responded sluggishly (Slide 7).

But during and after the pandemic, the picture changed dramatically. Fiscal deficits soared, lending to
households for house purchases reached growth rates not seen since the global financial crisis, and loan
demand by firms went well beyond the drawdown of pre-approved credit lines in 2020.

This reflected the solid balance sheets with which banks, households and firms had entered the crisis, as
well as Europe’s common policy response, mainly through Next Generation EU, which mitigated fiscal
borrowing constraints at national level.

So, a key takeaway is that the extent to which the economy responds to QE fundamentally depends on
the broader state of the economy. QE is most effective when banks, households, firms and governments
are both able and willing to respond to low interest rates, thereby boosting economic activity and lifting
inflation closer to target.

The second condition relates to the effective lower bound itself.[ ]

New research suggests that the responsiveness of aggregate demand to monetary policy shocks may
decline when interest rates are already low, even when controlling for the state of the economy or other

confounding factors (Slide 8).[ ]

This could be because the negative income effect from lower interest rates may partly offset the growth

impulse from intertemporal substitution.[ ] Or it could be because there are limits to how much
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consumption can be brought forward from the future to the present, especially after long periods of low

interest rates.[ ]

Such non-linearities are not restricted to the use of QE. But monetary policy may experience diminishing
returns just when QE becomes the marginal policy tool – that is, when the conventional policy space has
largely been exhausted and inflation expectations are at risk of becoming unanchored to the downside.

QE may still be helpful in these circumstances, as was the case with the launch of the APP and the PEPP
in the euro area. But the benefits may become smaller the larger the stock of acquired assets.

Going forward, central banks need to get a better understanding of how the zero lower bound affects
inflation expectations before they act forcefully on them.

For example, new work by economists at the Federal Reserve suggests that the potential decline in the

effectiveness of QE to stimulate demand in these conditions may not be that consequential.[ ] They find
that, in the United States, the zero lower bound constraint exerted only a small drag on inflation
expectations over the period from 2008 to 2019.

Whether this was a result of investors viewing the use of unconventional instruments, including asset
purchases, as effective substitutes for interest rate cuts, or whether inflation expectations are
predominately driven by structural factors outside the realm of monetary policy, remains subject to further
analysis.

But related research for a broader set of countries shows that households and firms do not expect

deflation even when deflation is likely.[ ] So, further evidence is needed to help central banks conduct
policy optimally in the vicinity of the effective lower bound.

Taking stock of the costs of QE
Even if asset purchases have clearly quantifiable benefits, they also come with side effects. These may be
difficult to assess, as they can materialise with considerable delay. The ECB therefore takes a
comprehensive approach to assessing the potential side effects as part of its proportionality assessment.

The experience from the past will help inform future assessments in important ways. Although the side
effects of QE have differed in their intensity and duration across countries, a few general observations can
be made.

QE increases the risks of central bank losses
First, QE exposes central banks to considerable interest rate risk. After the pandemic, when policymakers
were forced to raise interest rates in the pursuit of their primary mandate, these risks turned into
substantial costs for taxpayers worldwide.

These losses need to be viewed against the profits central banks made before the rise in interest rates,

but they may still be weighing on central banks’ reputation and credibility.[ ] Even if losses do not impede
central banks’ ability to pursue their price stability mandate, in several countries they have led to enquiries,
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warnings and calls for more transparency and research by legislators and other public authorities

regarding the future use of asset purchases.[ ]

Long periods of QE may adversely affect market functioning
Second, while asset purchases can improve market functioning in periods of turmoil, sustained periods of
QE can contribute to a scarcity of government bonds, which may adversely affect financial market

conditions.[ ]

In the euro area, these effects became particularly concerning in 2022, when a significant share of repo
transactions using German government bonds as collateral traded more than 40 basis points below the
euro short-term rate (€STR), despite the expansion of Eurosystem facilities that lend securities back to the
market (Slide 9).

More generally, recent research shows that purchases of 1% of an outstanding bond are associated with a

decline of 0.78 basis points in its repo rate.[ ] Asset scarcity can thus hamper market functioning and

impair the steering of short-term interest rates.[ ]

QE poses financial stability risks and may exacerbate inequality
Third, portfolio rebalancing effects may result in excessive risk-taking and increasing inequality.

Price-earnings ratios in stock markets across advanced economies surged to record highs as major global
central banks conducted QE before and after the pandemic (Slide 10, left-hand side). In 2021, before
policy rates started to rise, spreads in many fixed income markets, including in the euro area, reached
their lowest level since the global financial crisis (Slide 10, right-hand side).

While these developments are likely to be the outcome of a combination of factors, including the structural
decline in short- and long-term interest rates, it can be expected that QE has contributed to the rise in
asset valuations – after all, this is one of its key objectives.

Portfolio rebalancing also extends to real assets, including residential and commercial real estate.
Although house prices reflect the interaction of many factors driving demand and supply, research by the
International Monetary Fund has found that falling yields may have played a non-negligible role in pushing

up real estate prices across advanced economies, especially in major cities.[ ]

In the euro area, residential property prices increased by nearly 50% from the start of QE in 2015 to their
peak in 2022 (Slide 11, left-hand side).

Surging asset prices do not only pose risks to financial stability but may also exacerbate wealth inequality.
[ ] While monetary policy always has distributional effects, portfolio rebalancing as part of QE may amplify
these effects.

In the euro area, for example, less than 0.1% of households in the bottom net wealth quintile hold bonds,
compared with more than 10% of the top decile (Slide 11, right-hand side). And only around 1 to 2% of
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low-wealth households hold shares in mutual funds and stocks, compared with more than 35% of
households in the top net wealth decile.

Therefore, central banks purchasing longer-dated assets disproportionally benefits wealthier households,

whose assets tend to have longer durations than their liabilities.[ ] At the same time, these effects need to
be weighed against the impact of asset purchases on income inequality, where the evidence generally
suggests that low-income households benefit more strongly from the boost to growth provided by

monetary policy.[ ]

Reversing the effects of QE may take a long time
Lastly, the experience over the past two years suggests that portfolio rebalancing effects might be highly
persistent. Despite the sharp rise in interest rates, stock market valuations remain high, especially in the

United States.[ ] And house prices have corrected somewhat in some countries but not in others.

In Germany, for example, despite residential real estate prices declining by nearly 13% since mid-2022,
prices in metropolitan areas remained some 15% to 20% higher than the values implied by economic

fundamentals in 2023.[ ]

Several factors, including supply constraints and strong demand in housing markets as well as declining
volatility in financial markets, may have contributed to the broad resilience of asset prices.

However, another factor may be the pace with which central banks unwind the stock of purchased assets.
[ ] Central banks typically take a cautious and gradual approach when reducing the size of their balance
sheets, as too fast a decline in bond holdings could cause congestion effects in financial markets and as

banks need time to adjust to the fall in excess liquidity.[ ]

This gradualism is probably one reason why quantitative tightening (QT) announcements are often found

to have smaller effects on bond prices than QE announcements.[ ] That is, the stock effect matters also
when monetary policy portfolios are reduced. Since bonds held by the central bank mature only gradually,
investors may heavily discount redemptions that are due far out in the future.

This is consistent with three pieces of evidence.

First, using micro data on the interest rate and balance sheet expectations of market participants, ECB
staff estimate that the unitary effect of QT on term premia is not significantly different from QE (Slide 12,
left-hand side).

Second, today, despite the start of QT and the significant increase in public debt in the aftermath of the
pandemic, the bond free float in the euro area is not expected to reach the pre-APP level anytime soon
(Slide 12, right-hand side).

Third, new empirical evidence suggests that the effects of changes in the expected path of government
debt on interest rates are materially lower – possibly by as much as half of the estimated impact under
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perfect foresight – when investors have limited foresight for changes that may occur in the distant future.
[ ]

As a result, risk premia may remain compressed in many market segments, making financial conditions
more accommodative than they otherwise would be. This may have weakened the transmission of
monetary policy during the recent tightening cycle.

Conclusion
All in all, these considerations suggest that asset purchases should remain part of central banks’ toolkit.
They have played an important role in stabilising financial markets at times of stress and in helping central
banks preserve price stability during periods of low inflation.

The experience over the past 15 years suggests, however, that the effectiveness of QE in stimulating
aggregate demand is state dependent and that QE can come with costs that might be higher than those of
other policy instruments.

Two broad lessons can be drawn at this stage.

First, central banks may face shocks in the future where the optimal policy response requires a more
patient approach to reaching their inflation aim in the vicinity of the effective lower bound, especially after
balance sheet crises. Further research is needed to better understand how sensitive inflation expectations
are to perceptions of policy constraints.

Second, central banks can reduce the costs of asset purchases by using them in a more targeted and
parsimonious manner, intervening forcefully when needed but stopping them faster. Examples are the
commercial paper purchases by the ECB in 2020 and the interventions by the Bank of England during the
LDI crisis.

In a bank-based economy like the euro area, the experience also suggests that other measures, such as
targeted longer-term refinancing operations, can provide substantial support to the economy in the face of
disinflationary shocks and instability, while leaving a smaller and less persistent footprint, as they can be
reversed more quickly if conditions change.

As in the past, all policy measures will need to pass the test of our proportionality assessment. The
experience gained will help central banks to carefully weigh the benefits and side effects of different policy
instruments in order to conduct policy appropriately, given the broader state of the economy.

Thank you.
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