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How Timely!

HOME US. ~ NEWS MARKETS INVESTING TECH MAKEIT VIDEO S

A ocNnec

Swiss central bank confirms FX
intervention after Brexit

12 Hours Ago

“ REUTERS

o Definitely a timely paper — especially after yesterday's events — and
very appropriately presented at this conference!

o Alternative titles: “On the unpleasant consequences of Brexit for the

Swiss National Bank” or “The analytics of the SNB predicament”
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The Paper

e This (very nice) theoretical paper discusses the predicament in which
a central bank finds itself when trying to manage the exchange
rate in an environment featuring limits to arbitrage in international
capital markets

o If nominal interest rates are above the ZLB the central bank

should not intervene in the FX market: It is either bad or
irrelevant (the latter case when limits to arbitrage are small)
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The Paper

e This (very nice) theoretical paper discusses the predicament in which
a central bank finds itself when trying to manage the exchange
rate in an environment featuring limits to arbitrage in international
capital markets

o If nominal interest rates are above the ZLB the central bank
should not intervene in the FX market: It is either bad or
irrelevant (the latter case when limits to arbitrage are small)

e If nominal interest rates are at the ZLB the central bank is
forced to intervene in the FX market

— it's in trouble: 1) it suffers balance sheet losses, and 2) it
harms the domestic economy
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Monetary Policy and the Central Bank's Balance Sheet

o Title of the paper | was asked to discuss: “Sustainable exchange
rates: currency pegs and the central bank’s balance sheet”
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Monetary Policy and the Central Bank's Balance Sheet

o Title of the paper | was asked to discuss: “Sustainable exchange
rates: currency pegs and the central bank’s balance sheet”

e Central banks have their own balance sheet and if capital losses are
such that it needs recapitalization from the fiscal authority, their
independence may be at risk

e Hall and Reis (2013), Carpenter et al. (2013), Greenlaw et al.
(2013) ... study the Fed's balance sheet under various exogenous
scenarios for interest rates

e Del Negro and Sims (2015) consider the endogenous response of
monetary policy in a simple closed economy model (see Benigno and
Nisticd, 2016):

Mkt value of assets - reserves -+
PDV seigniorage = PDV remittances
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The Model

Two period model, in which domestic agents want to consume
today, but can only borrow in domestic bonds

Foreign agents can invest in domestic bonds, and are happy to do
so as long as these pay at least as much as foreign bonds, but only

up to some amount (limits to arbitrage)

Central bank sets the exchange rate (a given) and can intervene
(buy foreign bonds)

Fiscal authority: Ricardian equivalence (separation of budget
constraints btw CB and FA is a bit of a side show in the current

draft)

LOP

Del Negro Discussion of ABBP SNB-IMF

5/12



The Model

e “Monetary” model — only in as much as quantities are expressed in
nominal terms, and there is the ZLB — but the model is very “real”
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The Model

“Monetary” model — only in as much as quantities are expressed in
nominal terms, and there is the ZLB — but the model is very “real”

Not monetary in the New Keynesian sense — meaning deflation has
real effects

This is fine as it keeps the model very clean and simple, and is not
necessary to understand the mechanism — but some nominal
rigidities must be at work in the background

... Why would the central bank try to manage the exchange rate
otherwise?
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Non Monetary Economy

Cy Cy

‘Cl
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Non Monetary Economy

Cy Cy

‘Cl

o | =—.75% (1 year, CHF) and i* = —.62% (1 year, Germany), but
7 ~ 0% while 7* ~ 1.3%

e LOP does not quite hold ...

Del Negro Discussion of ABBP SNB-IMF 7/12



Monetary Economy — No ZLB

losses:

BC] Ja ’I"*i*
1+

CB intervention:
F

e Intervention is bad (borrow at r to invest at i*) or irrelevant

s
o If (1+ r)s—2 > 1 — Exchange rate policy is (almost) neutral
1
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SNB BNS < Start | Table selecton~

Period from: 2015+ 044 to: 2016+ 06+

Notes ~ Calendar

SNB Assets

Download: [3) Excel (selection) [ Excel (all) [ CSV (selection) [ CSV (all

End of month | In CHF millons

currency
investments " IMF

536,364.1
5254789
5295206
550,669.8
557,8835
566,181.9
57,0287
5669705
5932841
599,756.6
58,8126
5953746

Assets

Gold holdings Foreign

and claims

from gold

ransactions
201504 3712430
201505 37,2976
201506 364229
2015407 3,122
201508 364226
201509 36,3395
201540 376716
201511 36,5301
201542 35,4667
201601 38,0853
201602 412834
201603 306143
201604 41,2892

Del Negro

616,130.4

Reserve

15905
15027
158767
14904
16901
16259
15905
16696
16084
16441
13965
13662
1,350.4

Intematio..
position in the payment
instruments " foans "

40422
40097
44218
45106
45%.4
46211
46558
47642
47073
48784
47628
47483
47615

Monetary
assistance  CHF repo

196.0 00
186.1 00
1768 00
1780 00
1794 00
1905 00
1674 00
1842 00
1609 00
718 00
1656 00
1604 00
1515 00

Discussion of ABBP

Claims from ~ Claimsfrom Balances  Domestic

USDrepo  from swap

ransactons " transactions " ransactions ~ claims "
against CHF
u2

Contact Help DE FR El

Amounts due CHF
from domestic securties  stabilsat...
correspond...
M

Loanto

fund "
38027 00
38883 00
38762 00
38480 00
38695 00
3905 00
39040 00
39107 00
39724 00
39187 00
39165 00
40479 00
40038 00

SNB-IMF
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SNB Liabilities

Liabilties

Other assets Total Banknotesin - Sight deposits Amounts due Sight deposits Othersight ~ Liabiities ~ SNBdebt  Othertime  Foreign Counterpart ~ Other Provisions
4 dircuiation ™ of domestc o e offoreign  liabiiies”  fromCHF  certicates" labiies™  cumency of special liabltes  and equity

banks"  Confederat... banks and epo liabities ™ drawing ights capital®

D institutions " ransactions " allocated by
the IMF ™

201504 5842122 672213 3825604 173696 160080 347861 00 00 00 132862 43857 562 484827
201605 573240 671704 0795424 208520 186849 358386 00 00 00 6,965.5 42158 464 399184
01506 5770262 674367 3853548 161635 21,1584 349110 00 00 00 133810 43027 653 342519
201507 5067033 672842 3073077 #8581 189061 349321 00 00 00 188469 43859 383 431489
201508 6055506 6760665 3943120 11,8031 28795 36,6433 00 00 00 16,655.3 44711 37 510843
201509 6139330 66,1820 3962637 12,1924 26,7019 31,0818 00 00 00 245755 45017 1142 50419.9
201540 | 620849 687905 4007062 97180 244613 33,2440 00 00 00 212865 4526 76 580623
20151+ 6348773 603852 3964243 910 202608 336741 00 00 00 231620 46447 604 689387
01612 1 6401518 728819 4023165 109309 256214 301655 00 00 00 326214 45417 139 610825
2016-01 6492672 712641 4055859 110319 261285 31762 00 00 00 25227 46490 825 745516
201602 ' 6421624 709605 4150176 7601 260685 314736 00 00 00 173754 45385 815 689990
201603 ' 6463786 714918 4214098 69604 219627 343834 00 00 00 187859 44305 1794 66,7456
201604 6685784 209 4194931 123863 202447 30,687.0 00 00 00 255808 44800 10047 738037

e Intervention financed via interest bearing reserves!
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Monetary Economy — At ZLB

5 . s L
o If (1+ r)—2 < 1, if the CB keeps the same == objective it has to
51 S1
intervene in order to raise the real rate r

e CB forced to take balance sheet losses F(1 — (1 + i*)?)
1
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Monetary Economy — At ZLB

5 . s L

o If (1+ r)—2 < 1, if the CB keeps the same == objective it has to
51 S1
intervene in order to raise the real rate r

e CB forced to take balance sheet losses F(1 — (1 + i*)?)
1

e In the model the fiscal authority recapitalizes the CB in the second
period. What if it does not, that is, the CB is on its own?
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Monetary Economy — At ZLB

5 . s L
If (1+ r)—2 < 1, if the CB keeps the same == objective it has to
51 S1
intervene in order to raise the real rate r

CB forced to take balance sheet losses F(1 — (1 + i*)?)
1

In the model the fiscal authority recapitalizes the CB in the second
period. What if it does not, that is, the CB is on its own?

Negative rates are a good idea — r has to increase less
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Monetary Economy — At ZLB

5 . s L

If (1+ r)—2 < 1, if the CB keeps the same == objective it has to
51 S1

intervene in order to raise the real rate r

CB forced to take balance sheet losses F(1 — (1 + i*)?)
1

In the model the fiscal authority recapitalizes the CB in the second
period. What if it does not, that is, the CB is on its own?

Negative rates are a good idea — r has to increase less

. . s,
Naive question: How about 2 ™
S1
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Conclusions

o Nice paper!
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