
Too slow for too long
William Allen examines why the world economic recovery is not as fast as 
many people would like and discusses what central banks can do to speed 
up growth

The world economy has been recovering from 
the great financial crisis of 2008 but not as fast as 
many people would like. For example, the IMF’s 
World Economic Outlook, published in April 2016, 
was sub-titled “too slow for too long”. Economic 
growth has been only moderate since 2012 and 
has not got back to pre-crisis speed. Can central 
banks cause growth to speed up?

Where monetary policy is now

Monetary policy is now multi-faceted. The instruments that 
central banks employ (not all of them labelled “monetary 
policy”) include:

•  short-term interest rates, which in some countries are 
negative, in the sense that the central bank charges 
commercial banks for funds held on deposit, rather than 
paying interest on them;

•  balance sheet policies, including various kinds of 
quantitative easing;

•  statements about future short-term interest rates and 
balance sheet policies (“forward guidance”);

•  macroprudential policies, which have macroeconomic 
effects; and

•  prudential requirements – minimum capital and liquidity 
ratios – applied to individual banks, which also have 
macroeconomic effects. 

Since 2008, short-term interest rates have been 
exceptionally low and central banks have undertaken 
quantitative easing programmes of various kinds in the 
hope of supplementing the effects of these low rates. 
There has also been extensive re-regulation of banking, 
including much higher minimum capital requirements and 
new minimum liquidity requirements. Most of the required 
increases in capital and liquidity have been accomplished 
and their growth-depressing effects have now eased. 
The eurozone, where bank weakness is still a serious 
obstruction to economic growth, is an important exception 
and will be discussed later in this article.

What are central banks doing now? The answer depends 
on which particular central bank you are talking about. 

The Federal Reserve, which can be regarded as the 
central bank of a much larger area than the US because 
of the dollar’s global reach, increased short-term interest 
rates from their lowest levels in December 2015 and 
is considering a further rise. It stopped quantitative 
easing in October 2014 but has not begun to unwind 
the quantitative easing it had implemented up until 
then. It is easy to see why the Fed has begun tightening. 
The economy is recovering. Unemployment is below 5 
per cent and there are signs that inflation is picking up, 
although it is still very low. 

Monetary policy does not need to be quite as 
accommodative as it currently is.

The Bank of Japan, however, is clearly dissatisfied with the 
state of its economy. Quantitative and qualitative easing 
are continuing and short-term interest rates are negative, 
mainly because inflation, currently around zero, has been 
stubbornly below the target of 2 per cent. In terms of raw 
numbers, the economy at large is in reasonable shape: 
unemployment is 3 per cent, although GDP is projected 
to grow by only about 0.5 per cent this year (0.8 per cent 
per capita). Arguably, unemployment in Japan is low – the 
lowest rate since 1995 – because the number of people 
aged 15-64 is shrinking, which does not bode well for 
growth. 

In the UK, the economy was recovering until the Brexit 
referendum. Since then, business surveys have indicated 
a downturn, although there is as yet little hard evidence 
on the extent of the weakening in the economy. Monetary 
policy has now been eased. The interest rate that the 
Bank of England pays on deposits by commercial banks 
has been cut from 0.5 per cent to 0.25 per cent and 
quantitative easing has been restarted. The BoE has also 
reduced banks’ minimum capital requirements. 

The case for easing does not seem obvious. For one 
thing, the post-referendum depreciation of the exchange 



rate will support economic activity and boost inflation 
without additional help from monetary policy. For another, 
leaving the EU is certain to lead to a substantial economic 
restructuring: some industries will contract and others 
will expand. Until the nature of the settlement with the 
EU becomes clearer, it is impossible to know how the 
economy will develop. Many investment projects will 
have to be postponed until the outlook is clearer. In the 
circumstances, some slowdown in activity is unavoidable. 

Problems of the eurozone

The problems of the eurozone are uniquely complicated 
and intractable. They include a weak economy and below-
target inflation, but there are also other deep-rooted ones. 

First, the banks have a legacy of bad commercial loans. 
Second, there are serious doubts about whether the debts 
of several eurozone governments are sustainable. Third, 
there is a “deadly embrace” between the banks, which 
have large exposures to their domestic governments, and 
the governments, which depend on their countries’ banks 
for financing. 

This extremely dangerous situation has been tolerated 
and permitted to get worse by the Basel Committee 
on Banking Supervision, which has allowed banks to 
attach a zero-risk weight to government securities and 
has, moreover, forced them to hold large amounts of 
government securities to satisfy the new liquidity coverage 
ratio requirement. Although the banks emerged from 
the recent European Banking Authority stress tests in 
apparently reasonable shape, the persistence of large 
imbalances in the Target 2 system and the weakness of 
bank share prices show that the market is not convinced 
of their solvency. Bank regulators are trying to deal with 
the “deadly embrace” and the bad loans by making banks 
raise more capital but, in doing so, they are making it more 
difficult for the banks to support economic recovery. 

In principle, one way to solve the eurozone’s banking 
problems would be for EU institutions to recapitalise 
the weak banks, in the same way as the US and 
UK governments recapitalised their banks in 2008. 
Unfortunately, Germany insists that EU funds may be lent 
only to national governments, which can then use the 
funds they have borrowed to recapitalise their commercial 
banks. This only tightens the deadly embrace. 

Not surprisingly, the banking system in parts of the 
eurozone has become dysfunctional. The ECB has taken 
on the role of ensuring that there is a continuing supply of 
credit by being willing to buy commercial assets, in effect 
filling the gap left by the commercial banks. This process 
represents a form of quantitative easing and the ECB’s 
current policy is to add €80bn to its asset portfolio each 
month. This is intended to run until the end of March 2017, 
or beyond, and, in any case, until the ECB sees a sustained 

adjustment in the path of inflation consistent with its 
inflation aim.

The ECB has also undertaken to support the government 
securities markets of eurozone countries, if necessary, in 
its outright monetary transactions programme. Its support 
is contingent on the governments whose securities are 
being supported following public finance programmes 
acceptable to the central bank.

The ECB has, therefore, gone to great lengths to hold 
together the national financial markets of the eurozone, 
which were fairly well integrated until the financial crisis 
but are clearly no longer so.

 

More monetary ammunition?

If central banks want to do more, they have four options:

•  lower short-term interest rates, including more negative 
rates;

•  more forward guidance;

•  more quantitative easing; and

•  easing up on bank regulation.

Lower short-term interest rates are supposed to cause 
asset prices to rise and encourage investment. They may 
also encourage consumption, whether out of savings 
or financed by borrowing. But this textbook exposition 
is no longer the whole story. Bank profitability has 
been weak in recent years. This is, to a large extent, the 
consequence of the disastrously bad management of 
many banks in the years leading up to the financial crisis 
and, in a distressingly large number of cases, after it as 
well. Nevertheless, whatever you think of them, banks 
are important to the functioning of the economy and, at 
least in the UK, ultra-low interest rates are making it hard 
for them to earn profits, so they are cutting costs. Lack of 
intrinsic profitability, combined with the experience of the 
financial crisis and the regulatory reaction to it, have made 
them more risk-averse. All of that is bad for economic 
recovery. 

Central banks now generally like to provide forward 
guidance about what they intend to do. There have been 
two kinds of problems. One is that their ability to forecast 
future economic behaviour has been poor and so their 
unconditional forward guidance has been of little use. The 
other is that, when they have given conditional forward 
guidance, sometimes they simply have not done what 
they said they were going to do. For example, in 2013, the 
BoE said it would consider raising interest rates when the 
rate of unemployment fell to 7 per cent. Now, in 2016, the 
rate has fallen to 5 per cent and the central bank still has 
not raised interest rates. Forward guidance is fine but it 
is not a policy instrument in itself; its utility is accordingly 
limited and it needs to be carefully considered. 



Quantitative easing has minuses as well as pluses. It has 
serious distributional effects: for example, it has made it 
harder for people retiring with a lump sum saved during 
their working lives to turn the amount into a retirement 
income. In the UK, it makes defined benefit pension 
scheme deficits bigger and thereby inhibits corporate 
spending. 

It has other drawbacks, too. In effect, it shortens the 
maturity of government debt, replacing bonds with 
deposits in the central bank on which the central bank 
pays interest at a rate related to its official short-term 
interest rate. When eventually short-term interest rates rise, 
the profits of the central bank will fall, as will its dividend 
payments to the government.

Quantitative easing makes the government’s budget 
much more sensitive to short-term interest rates. This sets 
up a latent tension between monetary policy and fiscal 
policy. The Bank of Japan’s government bond holdings 
are currently two-thirds of a year’s GDP (and rising), so 
that a 1 per cent rise in short-term interest rates would 
immediately add about 0.7 per cent to the budget deficit/
GDP ratio. 

Finally, it is a well-established principle of government 
financial management that all expenditure should be 
subject to the oversight and monitoring of the Treasury, or 
Ministry of Finance. Central bank open-market operations 
are an exception to the principle, but if the exception is to 
be tolerated, it must not be too large. Central banks are 
safer if they have small balance sheets.

Should bank regulation be eased? Much post-crisis bank 
regulation has been drawn up in haste and some of it 
will inevitably prove to have unintended and undesired 
consequences. For example, the leverage ratio is 
damaging the liquidity of government securities markets. 
Tweaking to ameliorate unintended consequences is 
necessary and desirable. Changing the rules purely 
to stimulate the economy might be considered in a 
temporary emergency but does not seem justifiable now.

So the conclusion is that central banks have not run out of 
ammunition but that the ammunition they have left would 
be dangerous to use.

What about growth?

Popular discontent is evident in the widespread rise 
of nationalism. It is hard to ascribe it to aggregate 
unemployment, which, again with the exception of much 
of the eurozone, has fallen back towards pre-crisis levels. 
Nor can it possibly be ascribed to inflation, which has 
remained very low. 

It may be to do with the distribution of income and wealth. 
Globalisation has led to a levelling out of the international 
distribution of income and wealth, as formerly poor 

countries, above all China, have become integrated into 
the world economy and the standard of living of their 
citizens has improved massively. Among the side effects 
of this momentous change has been the stagnation in 
the living standards of many of the citizens of Europe and 
North America. Their standard of living has been further 
held back, at least as they see it, by immigration from 
poorer countries. The distribution of income and wealth 
within countries has become a much more contentious 
issue.

The collateral damage that globalisation has wrought 
would be ameliorated if economic growth were faster; 
hence the IMF’s slogan “too slow for too long”. It has 
always been part of a central bank’s responsibility 
to stimulate trade and economic activity when it is 
temporarily depressed. It has not been part of its job to try 
to stimulate longer-term growth and when central banks 
have tried, eg in the UK in the 1960s and early 1970s, the 
results have been disappointing, to put it mildly. 

There is a good argument that governments should 
proceed with infrastructure projects in current 
circumstances, so as to augment the economy’s 
capacity to grow. In the UK at least, the obstacle seems 
not to be unwillingness in principle, but the inherent 
contentiousness of the projects – for example, the location 
of London’s new airport capacity and the future of energy 
supply. These are the issues that need to be resolved but 
tricks with monetary policy cannot help.

William A Allen is a visiting fellow of Cass Business 
School in London and a specialist adviser to the House 
of Commons Treasury Committee. He worked for the 
Bank of England from 1972 to 2004 in a wide range 
of functions, including monetary policy and financial 
market operations


