CAN M ONETARY POLI CY AFFECT THE REAL ECONOMY?

Philip Ares tis, Levy Economics Ins titute of Bard College, and Malcolm Sawyer,  Unive rsity

of Leeds

I NTRODUCTI ON

The  a im of this pa per is to inves tigate s ome as pec ts of the approach to moneta ry policy
which have been wide ly adopted but which can be se en as a depa rture from the approac h to
mone tary polic y base d on control of the money supply.  This involves the manipulation of

Central Bank inte res t rate (the repo rate), with the s pecific obje ctive of achieving the goal(s)
of moneta ry policy. The latter is normally the inflation ra te, a lthough in a number of
insta nces this may include the level of economic ac tivity (the Fe deral Rese rve moneta ry
policy in the U. S. is a good exa mple of this category). This raises t wo iss ues. The firs t is the
the oretical underpinnings of this mode of moneta ry policy. The s ec ond is the channels of
mone tary polic y, or more concre tely, the channe ls through which cha nges in the rate of
interest may affect the ultima te goal(s) of policy. We examine both aspects in what follows.

Indee d, thes e as pects are of enormous importance and relevance to current monetary
deve lopme nts. A recent confere nce at the Fede ral Bank of New York on Financial

Innovation and Monetary Trans mission
1

 rea dily acknowl edge d tha t this c hange  in the
conduc t of mone tary policy, along with financia l innovation a nd the evolving behaviour of
firms, ha ve altered the channe ls through which mone tary polic y a ffects the ec onomy.

The paper is organised as follows. We begin with th e main theoretical unde rpinnings of the

`new´ moneta ry policy.
2

 This e nables us to identify the essentials of what has be en labelled
as the `new consensus ´ in macroec onomics (for example, M cCallum 2001, Meyer 2001, we
have  also touc hed on this issue in Are stis a nd Sawyer 2002). In a s ubse quent section we
discuss the c hannels of influence of interes t rate c hanges, since this is the only ins trument of
mone tary polic y used within the context of this `ne w consens us´ macroec onomic fra mework.

A final section s umm arises and concludes.

THE `NEW´ MONETARY POLI CY

We begin by attempting to put togethe r the main the oretical cha racteris tics that underpin the

`new´ a pproach to monetary polic y, which leads us to examine briefly the implica tions of
this theoretical frame work for mac roeconomic analys is. We suggest that this analysis
demonstrates that a new `cons ens us´ in mainstream macroeconomics has eme rged. We argue

1  The proceedings of the conference have been published in the Federal Reserve Bank of New York

E conomic Review, 8(1), 2002, issue .

tha t there are two important questions that emanate from this `ne w´ mac roeconomics. The

firs t is the degre e of impac t of interest rates on real ma gnitudes, given the importance of

ma nipula ting inte res t rates for moneta ry policy purposes. The second is the nature of mone y

in this `new´ macroeconomic fra mework. As we show below, the stock of mone y see ms to

have  vanishe d from this framework, and the ques tion has been ra ised as to whethe r the s toc k

of money plays a ny c ausal role.

3
 We ela borate on the first ques tion in this contribution,

le aving the second for a nother pape r in vie w of its importanc e and, of c ourse, s pace

limitations.

Theore tical and Empirical Underpinnings

This `new´ moneta ry policy is based on a number of the oretical and empiric al propositions.

M uch of the availa ble theoretical literature relies on a close d ec onomy (see, for e xample,

Meyer 2001 ). Howe ver, mone tary policy is s een to als o work via the exc hange rate in the

empiric al models. We follow the latter and deal with open economies. Both the theoretica l

and empirical propositions c an be readily s ummarised.

  The modelling of real e quilibriu m imposes three important prope rties: the first is

nominal neutrality, the ass umption that the price level does not affec t long - run real

equilibrium. This is e nsure d through s tatic homogene ity, where by re al equilibrium is not

affe cte d by the level of nomin al variables. The second property is inflation ne utrality,

ens ured by ass uming dynamic homoge neity. This means that real equilibrium is not affec ted

by the growth rates of nomina l varia bles. The third prope rty is the absence of path

depe ndency in these mod els, whether re lating to the experience of unemployment or in terms

of inves tment adding to the capital s toc k. This leads to the conclusion that the Non

Acce lera ting Rate of Unemployment (NAIRU) is unaffe cte d by the time path of the

ec onomy a nd that the ra te of growth of the ec onomy is in effec t predetermined (or at le ast set

on the supply s ide of the economy without influenc e from the dema nd s ide). The Phillips

curve  is then vertical, with no long - run trade - off betwee n inflation a nd unemployme nt or

between  inflation and output. The long run dete rmina tion of une mployment and output is

thought to depe nd on the supply side of the economy, and on the flexibility of labour

ma rkets in pa rtic ular.

2
      We use the term `new´ monetar y policy to indicate a combination of focusing on inflation and an

approach to monetar y policy where the emphasis is on inflation targeting rather than on money

supply targeting (the approach that had been in place before inflation targeting was intr oduced).

3

            We touch on this issue in Arestis and Sawyer (2002).  Clearly, more research is needed on the

question of `reclaiming money´  (see footnote 5, below).

                                               A s luggish adjus tment of nominal and rea l variables is assumed. It  takes time for the
ec onomy to respond to shoc ks that move it away from e quilibrium. Re al and nomina l inertia,
ess entially in the wage - pric e syste m, are ass umed to prevail whe re the spe ed of adjustment
depe nds on inflation e xpectations among othe r va riable s. A nomina l anchor is pos tulate d
which dete rmines nominal equilibrium. The s electe d anchor is specified in terms of a
nominal target, this is usually the infla tion rate. A fee dback rule for nomina l interest ra tes
ens ures that the nominal anc hor ac hieves i ts targe t. Moneta ry policy, in the form of setting
the key interes t rate, res ponds to the curre nt rate of inflation rela tive to the target rate of
inflation.
                                                         4

                                                                A higher (lower) inte res t rate lowers (raises ) a ggre gate dema nd, which is affe cting
the rate of i nflation; in the long run the targe t inflation rate can be achieved. The adoption of
an inflation ta rget and the use of monetary polic y to ac hieve the target, enta ils two important
propos itions. The first is that e ven moderate rates of inflation a re harmfu l to economic
efficie ncy and growth, s o that low and s ta ble inflation is importa nt for growth and for
ac hieving othe r macroeconomic goals.
5

 The second is tha t monetary policy and inflation are
close ly re lated, s uch that mone tary policy is vie wed as the onl y polic y ava ila ble for the
control of inflation, and that in the long run the inflation rate is the only mac roeconomic
variable that monetary policy ca n affect. Thus cos t - pus h - based vie ws of inflation are ignored
and alternative policies such as incomes po licy are assumed to be ineffectual.
6

                                               The approach to the quantity of mone y (in te rms of the determinants of the quantity
and the conseque nces of a particular qua ntity) in this approach a re quite diffe rent from that
embedded in the monetarist approach. It is still the c ase that the price leve l is relate d to the
quantity of money a nd s us tained increases in prices ca nnot occur without accompanying
inc reas es in the stoc k of money. However, the stock of mone y is seen to a djust to the level of
pric es, and not th e other way round: the direction of causation between stock of money and
pric es is reversed. The stock of money is endogenous in the sens e of be ing dete rmine d by the
demand for mone y, and in the long run nomina l equilibrium moves in line with the price

4

           T his can be seen as a recommendation for  policy, that is interest rates should respond to the

(forecast) rate of inflation,  and as reflection of the policy which has been adopted by many Central

Banks.

5

      T here are doubts, however,  as to whether the relationship between inflation and growth is negative
and linear.  There a re theoretical and empirical reasons that suggest that the relationship is non - linear

(Sarel 1996,  Ghosh and Phillips 1998),  with growth f irst positively related to inflation and then
turning negative.  The `optimum´  rate of inflation is well above the infl ation target set by those
countries that have adopted this policy framework.

le vel. It follows that the relations hip between the growth of the stock of mone y a nd the pa ce

of inflation is diffe rent from that whic h had ofte n bee n ass ume d. The stock of money is

determined by the demand for mone y, and as such it acts ess entially as a res idua l in the

sens e that it does not feed back anywhere in the ec onomy.  In the modelling of this approac h

(as will be s hown be low) there is no `supply of money´ equa tion, a nd the stock of money

does not influence a ny economic behaviour s uch as pric ing or o utput de cisions.

                                               M oneta ry policy has emerge d as one of the most critical governme nt respons ibilities ;

mone tary polic y is seen as providing a flexible a nd powerful  instrume nt for ac hieving

me dium - te rm stabilisation obje ctives, in that it c an be adjusted qu ic kly in respons e to

ma croec onomic developments. Fiscal policy is no longer viewed as a powerful

ma croec onomic instrument. This is due to a number of reasons, the mos t important us ually

cited in the literature are: long and uncertain impact lags le ading to  model unce rtainty; ris k

of pro - cyc lical behaviour in vie w of the slow and uncertain legislative process ; deficit bias in

tha t actively inc reasing ta xes or decre asing gove rnment e xpenditure during ups wings is

politically undesirable and unrealistic; irreve rs ibility of s pending decisions leading to ratchet

effe cts of government expenditure; s upply - s ide inefficiencies in view of excessive

vola tilities of tax rates.

7
 The fis cal beha viour ema nating from this analysis is to purs ue

balance d gove rnment budgets, pr efe rably creating s urpluses, but automatic s ta bilise rs s hould

opera te freely.

                                                                                          8
                                                                                                 Monetary polic y has, thus, bee n upgra ded and fiscal polic y has been

downgraded (it ca n only serve to achieve a bala nced budget over the course of the business

cyc le though with fisca l policy ac ting as a n a utoma tic s tabiliser).

                                               Infla tion targeting is preferred to money s upply targe ting in the `new´ monetary

policy approach. Clearly, there is a differe nce betwe en inflation targe ting and adoption of a

mone tary rule (or monetary targ eting). In the latter case an inte rmediate va riable, for

exa mple a mone tary aggregate, the excha nge rate or the rate of inte res t, is announced. The

interme diate variable links the objective  of monetary policy, sa y inflation target, to the

6
        This view of inflation pr esumably influences the adoption of inflation tar gets, although it should be

noted that in some cases, notably the UK appr oach to inflation tar geting, deflation is also thought to

be as detrimental ( there is thus symmetry in monetar y policy). It should aslo be obser ved that within

the macroeconometric models,  see for examle Bank of E ngland (1999), there is no impact of the r ate

of inflation on real varia bles (as stated earlier in the text).

7
        It could be added that monetary policy suffers from some of these problems, notably the first one

mentioned in the text of  long and uncertain impact lags.  There can also be excessive volatility of

interest rates comp arable to volatility of tax r ates, per haps more so in that interest rates can

potentially be changed monthly whereas tax rates cannot.

8
      T he best example of this view of  fiscal policy is that of the Stability and Growth Pact, relating to

the Economic and M onetary Union (EMU) member countries of the euro area (see, for example,

Arestis, McCauley, and Sawyer 2001).

instruments unde r  the control of the central bank. The centra l bank adjus ts its instruments

(for example, the rate of interest) to control the announce d mone tary aggre gate  which is
thought to be the ma in determina nt of inflation in the long run. There a re problems with the
use of a monetary rule. Ques tions can be raised as to the ability of moneta ry aggre gate s to
function effectively as intermediate targets since this is base d on the stability of the
empiric al relationship betwe en the monetary aggrega te and the goal variabl e (the inflation
rate), and on the relationship betwee n the moneta ry a ggregate a nd the instrument of polic y.

No regularities have been es ta blis hed in this c ontext. There is also the problem that monetary
ta rgeting limits the ability of the ce ntral bank to react to changes in the economic
circumsta nces. Evidently, infla tion targeting also diffe rs from dis cretionary polic y. It has
ac tually e merged as an alternative to both disc retion a nd monetary rule. Unde r this regime,
the rule is the adoption of an infla ti on targe t, and the variation of inte res t rates to pursue that
ta rget. Attaining a low rate of inflation becomes the target and goal at the same time. The
abs ence of an intermediate target provides the centra l ba nk with dis cre tion to reac t to
cha nged econom ic c onditions without aba ndoning the commitment to reduce inflation.

                                               In this ne w approac h to mone tary policy, tra nsparency and credibility are recognise d
as pa ramount in ec onomic policy to avoid problems ass ociated with time - inc onsistency. As a
cons eque nc e of thes e require ments, central ba nk independe nce has emerge d as a pa ramount
institutional expediency. The commitment by the central bank to a n inflation target gives
mone tary polic y more trans parency a nd cre dibility. That the central ba nk is acc ountable for
ta rget achievement contributes to trans pare ncy. Tra nspa rency in its turn promotes credibility.

A credible policy, in this vie w, is fas ter and less c ostly in re ducing inflation. With cre dibility
attained, ec onomic agents a djus t their inflation expectati ons to the a nnounced targe t.

Howe ver, the cost of inflation targe ting is that it ma y produce e xcess ive output vola tility.

Ta ylor (1980, 1994) s hows that the s hort - run trade - off betwee n the levels of inflation a nd
output, implies a long - run trade - off betwee n their res pec tive va riances. Clarida e t. al. (1999)
provide  a good survey of this a pproach. It is assumed in this survey that inflation responds
immediate ly to output gap (indeed this period´s output gap influences c hanges in prices
between las t period an d this pe riod), and output - gap res ponds immediate ly to interest rate.

The la gs in monetary polic y, which we discuss below, do not get a mention. Under these
conditions it is ess ential to as k the question of the poss ibility of inflation targe ting genera ting
excessive output varia bility.  This is a n important criticis m launched against inflation
ta rgeting, that this mone tary polic y framework gives no weight to othe r le gitimate goals, and
ca n thus lea d to undes irable outcomes (see, for example, Ares tis e t. al. 2002).

                                               Infla tion targeting is ne ither a rules based approa ch nor does it involve  the use of

discre tion (in practice only degre es of dis cretion prevail). It is ra ther a frame work for

mone tary polic y where by public announce ment of official inflation ta rget s, or target ranges,

is unde rtake n a long with e xplic it acknowledgement that low and stable inflation is monetary

policy´s primary long - te rm objective, thereby improving c ommunication betwee n the public

and policy - ma kers and providing discipline, acc ountabi lity, tra nspa rency and flexibility in

mone tary polic y. Inflation targe ting has be en coined as `constrained´ or `enlighte ned´

discre tion (for e xample, Berna nke a nd Mis hkin 1997, Bernanke et. al. 1999), in that inflation

ta rgets serve as a nominal anchor for  moneta ry policy whe reby monetary policy imposes

discipline on the central bank and the government within a flexible policy fra mework. For

exa mple, even if monetary policy is used to address s hort - run stabilisation obje ctives, the

long - run inflation constr aint must not be compromised, thereby imposing cons iste ncy a nd

rationality in polic y choices. In doing so, mone tary policy focuses public´s e xpectations and

provide s a refere nce point to judge  s hort - run polic ies.

9

I mplications for M acroe conomic Analysis

A lthough the a pproach to monetary policy tha t we have  labelled `new´ in the pre vious

section has ma ny facets, it is possible to summarise s ome of the key notions in a simple

mode l. Howe ver, it s hould be noted that the e xis tenc e of ma ny channels through whic h

mone tary polic y is seen to operate is masked by this simple approa ch, and in the next s ection

we e labora te on the many channels of mone tary polic y influence whic h have been

pos tula ted.

                        Following McCallum (2001), Me yer (2001) and Arestis a nd Sawyer (2002) , s ome of the

key ideas just summarised whic h underpin the `new´ consens us, may be formally sta ted as

follows (more closely base d on Meyer 2001):

                        (1)        Y

                                                                                  g

                                                                                        t

                                                                                                = a

                                                                                                                       0

+ a

1

Y
g

t - 1

+ a

2

E (Y
g

t+1

) ˘  a

3

[R

t

˘  E

t

 (p

t+1

)] + s

1

                        (2)         p

                                                                                   t

                                                                                        = b

                                                                                                            1

                                                                                                                  Y
g

t

 + b

2
p

t - 1

 + b

3

E

t

(p

t+1

) + s

2

 , (with b

2

+ b

3

 = 1)

                        (3)         R

                                                                                     t

                                                                                         = RR* + E

t

 (p

t+1

) + c

1

Y
g

t - 1

 + c

2

(p

t - 1

 ˘  p

T
)

9
          It is worth noting that a view has emerged that suggests that the inflation targeting f ramework can

achieve superior performance by giving due c onsideration to movements in asset prices as well as

future inflation and the output - gap (Bernanke and Gertler 1999).

approach to moneta ry policy ^relies upon dire ct influence on the short - te rm interest ra te and
a much more fluid market situation tha t allows policy to be trans mitted through the ma rkets
by some mysterious or ma ybe not s o mysterious process~ ( Volcke r 2002, p. 9). It is this
mys te rious, and not s o mysterious, process we wish to concentra te on in the ne xt se ction.

CHANNELS OF M ONETARY POLICY

We approach the ques tion of the channels of monetary polic y in two ways. The first is to
inve stigate the  theoretical underpinnings of the issue in hand. The sec ond is to revie w the
ava ila ble empirica l evidence, s o that an ass essment of the qua ntitative effects of monetary
policy can be unde rtaken. We begin with the first iss ue.

Theore tical Under pinnings

We approach our ana lys is of the transmission me chanism of monetary polic y in as a ge neral
way as possible. Six possible channe ls of monetary policy ca n be ide ntified (see, for
exa mple, Mishkin 1995, M onetary Policy Committee 1999, Kuttner and Mosse r 2002).

Th ere are to begin with, the channels traditionally identified in the literature: the interest ra te
cha nnel; the wea lth effect channe l; the exc hange rate c hannel (a lthough this particula r
cha nnel may not be as traditional as cla ime d); a nd what has been terme d the monetaris t
cha nnel (but which is not the direct impact of the stock of mone y). Two further c hannels
have  bee n identified more rec ently: thes e two are ess entially a c redit channel normally
discussed as compris ing two cha nnels : the narrow credit c hanne l (s ometimes referre d to as
the balance shee t channel), and the broad credit channel. Figure 1 portrays schematically the
s ix c hannels jus t referred to.
12

                                               We discuss the six cha nnels briefly as they appea r in Figure 1. The two credit
cha nnels referred to in  Figure 1, the narrow credit c hannel  and the br oad cre dit channel , are
distinct but compleme ntary ways  whereby imperfec tions in financial marke ts might affec t
rea l magnitudes in the e conomy.  They a re conce rned with how c hange s in the financ ial
pos itions of  lenders and borrowe rs can affect aggrega te demand in the e conomy,  on the

12

                 T he construction of Figure 1 has been strongly influenced by comparable figures in Monetary

Policy Committee (1999, p. 1) and in Kuttner and Mosser (2002, p. 16).

ass umption of credit market frictions.

13
 The narrow cr edit c hannel  (als o labelled as bank

le nding channel ; see Hall 2001) c oncentrates on the role of banks as lenders (Roosa 1951,

Ber nanke and Blinder 1988). Banks rely hea vily on demand depos its s ubjec ted to reserve

requireme nts as an importa nt source of funding economic ac tivity.  Whe n there is a cha nge in

total res erves as a res ult of changes in monetary policy, bank rese rves would be  affected,

the reby affecting their s upply of loans to the priva te sector. Given that a signific ant numbe r

of firms a nd households depend on ba nk lending, ultimately a ggre gate dema nd and inflation

would be affected. Indeed, as Hall (2001) puts it, ^This c ha nnel may be potentially

s ignificant if inc reases in interest rates lead to a reduction in the s upply of ba nk loa ns and if

these loa ns are imperfect subs titutes for other forms of finance~ (p. 4).

                                               The br oad credit channel  (als o labelled as balanc e she et ch annel ; see Ha ll 2001)

des cribes how the financial hea lth of borrowers can affec t the supply of finance and

ultimately aggre gate demand (Berna nke a nd Gertler 1989, 1999; Bernanke et. al. 1999). This

cha nnel relies heavily on an imperfect information ass umpt ion in terms of the supply of

external fina nce to firms. This is that le nders charge borrowe rs a premium to c over

monitoring cos ts; and it is the firm´s fina ncial position that de termines their external fina nce

premium. So that low (high) ge aring,  i.e. hig h (low) internal finance, implies s ma ll (la rge)

external fina nce premium. Two important implications follow: the first is that the re is a role

for c orporate cas h flows. A policy - induc ed increase (decrease ) in the rate of interest raises

(lowers ) the firm´s  gearing ratio, i.e. the proportion of a give n investment tha t must be

fina nced from exte rnal funds, thereby inc reas ing (decreas ing) the required pre mium to cove r

monitoring cos ts. The second implication is that asset pric es pla y a n important role as the y

determine the value of collate ral that ba nk c ustomers (firms a nd cons ume rs) ca n use to

s upport loan applications. In the prese nce of information as ymme tries, agency costs a nd

othe r cre dit ma rket frictions, collateral values are pa ramount. As the value of t he collateral

dec lines, say because of falling asse t prices, due to highe r policy - induc ed interest ra tes, the

borrower premium increases. Conseque ntly, the impact on inves tme nt a nd consumption can

be significant as a result of this `financia l a cce lerator ´ effect. Mutatis mutandis  in the cas e

13
                 T he assumption of cr edit mar ket frict ions is important in that it is normally hypothesised that

lending and borrowing are indifferent amongst inter nal funds, bank borrowing and equity finance.

T his assumption relies on a frictionless wor ld,  where lenders and borrowers have the same

informatio n about risks and returns,  costlessly monitor the use and repayment of borrowed funds in

the case of lenders, and are not faced with search and transaction costs. In addition to these agency

costs,  lenders and borrowers have no concerns about corporate con trols,  and there is no tax

discrimination of sources of finance. In the real world of  credit mar kets, frictions are abundant so that

the heroic assumptions of frictionless credit markets do not generally hold.

where the value of collateral inc reases. Changes in asset prices are important in the case of
the wealth effect channe l  too. The me chanism in this case works via cons ume r expenditure
where the cons umption function i s hypothesise d to depe nd on cons umer wealth. Polic y -
induc ed c hange s in interest ra tes affec t the value of asset prices and thereby the rea l value of
cons ume r wealth. This in its turn leads to changes in consumer expenditure.

                                               We ma y take next the inter est r ate  channel  and the monetar ist channel  togethe r.

These two channe ls depend he avily on the assumption ma de a bout the degre e of
s ubstitutability betwee n money a nd other assets. If this degree is very high between mone y
and financial assets, pa rtic ularly s hor t - te rm liquid ass ets, the n changes in the money supply
will have s ignifica nt effects on interest ra tes. Given some degree of price stickiness, rea l
interest rates and the user cos t of ca pita l would also be affec ted. To the e xtent tha t the
components of agg re ga te dema nd a re interest ra te se nsitive, then policy - induc ed c hanges in
interest rates would ha ve a significa nt impact on the leve l a nd pace of economic a ctivity.

This channe l may also include `availability´ effe cts. Financ ial institutions ma y dec ide not  to
adj ust the ir inte res t rates in res ponse to a change in the Ce ntral Bank interes t rate, but rathe r
to apply s ome form of credit rationing (Stiglitz and Weiss 1981). In this cha nnel, therefore,
interest rates provide  more information than money s upply c h anges. M onetary policy ca n be
undertaken with greater certainty by acting directly to influenc e and c ontrol interes t rates
tha n by seeking to control the money supply. Monetary authorities have  to provide , however,
muc h monetary bas e it takes to ac hieve th eir target interes t rate. If, by c ontras t, the degree of
s ubstitutability betwee n money a nd a wide range of asse ts, including real assets, is high, then
the impact of money s upply c hanges would cruc ially depend on re lative pric e c hanges. This
mone tarist ch anne l, the refore, works through relative asse t price cha nges. Interest rate
cha nges do not play a spe cial role, othe r than as one of many relative pric e c hanges. Since
the effect of monetary policy is on relative `real´ rates, it is pointless looking at th e rate of
interest to represent the thrust of monetary policy. Monetary polic y s hould, thus, set the
mone y s upply and let interes t rates bec ome the endoge nous magnitude. It is relative asset
pric es tha t can have an impa ct on a ggrega te dema nd.

                                               The s ixth cha nnel of the impact of monetary policy is the exchange rate channel . It
links monetary polic y to inflation via two routes. The first is via total dema nd a nd works
through the uncove red interest ra te parity c ondition. The latter relates intere s t ra te
diffe rentials to e xpected excha nge ra te move ments. Polic y - induced c hange s in domes tic
interest rates relative to fore ign inte rest rates, would affect the exchange ra te and this would
le ad to ba lanc e - of - payments change s. The ove rall level of aggre ga te demand would the reby

affe cte d, influe ncing the inflation rate. The s ec ond route works through import prices.

Changes in the excha nge rate affect import prices direc tly, a nd these influenc e the infla tion

rate.

                           14

                                               It is importa nt to be able to assess qua nti ta tive ly the effec ts of monetary polic y, and a

relevant attempt is ma de in the se ction that follows. Before doing so, though, it is helpful and

pertinent to ma ke a number of relevant observa tions. The firs t is that the cha nnels of

mone tary transmission are  not mutually e xclusive, in that the ove rall response of the

ec onomy to c hanges in moneta ry policy incorpora tes the combined effects of all the

cha nnels. This concurrent operation of multiple channe ls entails an important challe nge,

namely that it becomes very difficult to assess the s trength and contribution of the individual

cha nnels to the overall impact of mone tary policy on the inflation ra te. A further and re lated

proble m is tha t of is ola ting the cha nge in the strength and importa nce of the channels o f

mone tary transmission through time. The e volutionary nature of these change s and that

ma ny of the structural change s occur conc urrently, are additiona l problems ; the mos t serious

difficulty in this conte xt is the fact that these c hange s and any of their effects on the

tra nsmission mechanism take relatively long periods to become evident. An additional, and

as serious a challenge, is that of s imulta neity. Centra l ba nks norma lly rela x policy in the

wake of wea knesses in the ec onomy a nd tighte n policy when t here are strengths  in the

ec onomy. This potentially endogenous response of policy to economic conditions is another

serious impediment to any attempt to identify and is ola te the effects of the different cha nnels

through which the effects of mone tary polic y  are trans mitte d to the ec onomic s ys tem. It is

para mount to bear in mind these obs ervations in the attempt to assess the qua ntitative effec ts

of moneta ry policy. Kuttner a nd M osse r (2002), discuss these issues at length a nd conc lude

tha t in the case of the  U.S.  economy ^the re have inde ed be en significant change s in the

linkages between the basic instrument of monetary policy�and macroeconomic outcomes,~

and that ^ these changes do not ne cessarily imply a change in the efficac y of polic y~ (p. 19).

This may ve ry we ll be als o releva nt to other economies.

14
              We should note in the context of the exchang e rate channel,  the difficulty that exchange rate

movements have proved ve ry dif ficult to model satisfactorily. The theory,  briefly summarised in the

text (interest rate parity) indicates a close relationship between interest rate differentials and expecte d

exchange rate movements which would severely limit variations in interest r ates.  However, the

model does not seem to work empir ically.  In fact,  it is tr ue to say that exchange rate variations have

proved notoriously difficult to model, regardless of the theoretical f ramework one might adopt .

Quantitative  Effec ts of M one tary Policy

The claim that monetary polic y is an effective  and powerful tool for macroe conomic
ma nagement depends on a range of assumptions. One of the ass umptions is that variati ons in
the rate of interest have  substantial effe cts on aggre gate de mand and there by on the rate of
inflation. In this section we seek to summarise the results of some rece nt simulations
undertaken by others based on macroeconometric models. In doing s o we  are able to draw
on relevant work undertaken for the e urozone, for the U.S. and for the UK.

                                               In their work on the impact of monetary policy in the eurozone, Angeloni et. al.

(2002) a rgue that ^VAR a nd s tructural mode l analyses for the e uro area confirm s iz ea ble and
pla usible monetary policy effects on output a nd prices. In the VARs, an une xpected incre ase
in the s hort - te rm interes t ra te te mporarily re duces output, with the peak effects occ urring
after roughly one  year. Prices res pond more s lowly,  ha rdly mov ing during the firs t year and
the n falling gradua lly over the next few years. Again, thes e VAR properties are similar to
those reported for the U.S. The s tructural models of the U. S. a nd the euro area broadly
confirm this picture~ (p. 21).

                                               The estimated e ffec t of a one standard error monetary policy s hock (approximate ly

30 basis points) on prices is 0.00 in year 1 a nd ˘ 0.07 % in ye ar 3 with a decline in output in
yea r 1 of 0. 15 per ce nt and 0. 05 in yea r 3.
15

                                               In Table 1 we provide some results from simulati ons with macroec onometric models
bas ed on their Table 2. Thes e res ults indicate that a 1 perc enta ge point hike in the rate of
interest held for two yea rs leads to prices lower by be tween 0.3 to 0.4 per cent after years,
and hence that the rate of inflation  over those three years is around 0.1 per cent per annum
lower than it would have been othe rwise. As far as we a re aware no s ta tis tics are a vailable
by which we can judge whethe r this s hould be regarde d as a sta tis tically signific ant
reduc tion. In any even t, we would judge these reductions as rela tive ly small. It c an als o be
note d that the effects on inve stment are larger than the effects on cons umption expenditure,
and one implica tion of this is that monetary policy can have long lasting e ffects in that th e
s ize of the capital s toc k is affected.

                                               These authors also provide s ome comparis ons betwe en the euro area and the U.S.

The y report the effects of a 50 basis points s hort - term inte rest c hange on a ra nge of
ec onomic variables. The effec ts are re ported after  one ye ar a nd three years (that is varia tions

15

              T he VAR estimates are taken from Peersman and Smets (2001). T heir Graph 1 indicates that the
upper 90 % confidence interval on prices is at or  above zero ( compared with the base case),  i. e.

prices may not decline at  all.

for qua rter 4 and qua rter 12 relative to a bas eline). The y give  the semi - elastic ity multipliers,

and these are s umma rised in Table 2 below.

Table 1:   Effects of mone tary policy change

100 basis point inc rease  for two years  EMM   AWM

 yea r 1  yea r 3  yea r 1  yea r 3

Effective e xchange rate     1.6     0.0     1.6     0.0

Cons umer prices   -
0.09

-
0.31

-
0.15

-
0.38

GDP    -
0.22

-
0.31

-
0.34

-
0.71

Cons umption         - 0.12  - 0.19  - 0.27  - 0.54

Inves tment             - 0.3 4  - 1.22  - 0.81  - 2.96

Source : Angeloni et.al. (2002, Table 2).

Notes : E MM (Eurosystem Macroeconometric Model) calculations;

AWM (ECB area - wide model) calculations;

year  1 and year 3 ref er to yearly average deviations from baseline.

Table 2: I mpact of Ch anges in Interes t Rates

 Effects Afte r One Year  Effects Afte r Three Years

 Euro

                                                                                        area

                                                                                        EMM

Euro

area

AWM

U.S. FRB -

U.S.

Euro

area

EMM

Euro

area

AWM

U.S. FRB -

U.S.

CPI  -
                                                                                                 0.02

-
0.03

-
0.05

-
0.15

-
0.21

-
0.57

GDP  -
                                                                                                 0.11

-
0.24

-
0.14

-
0.49

-
0.63

-
0.52

Cons umer

expe nditure

                                                                                        -
                                                                                                 0.10

-
0.25

-
0.17

-
0.38

-
0.62

-
0.64

Inves tment

expe nditure

                                                                                        -
                                                                                                 0.59

-
0.68

-
0.17

-
2.43

-
2.07

-
1.08

Source : Angeloni et al (2002, Table 3).

Note : FRB - U. S.: Federal Reserve Boar d, U. S.

The ge neral impression from this table is tha t the res ults for th e U.S. are not dissimilar from

those for the eurozone, though the effects of interest ra te cha nges on inves tment appea r more

muted in the U. S.

                                               Van Els e t. al. (2001) report results for the euro area c ountries, where ^The monetary

policy shock was a two - yea r increas e of the s hort - te rm polic y interes t rate by 1 pe rcentage

point from 2001Q1

-
2002Q4. From a nd including 2003Q1 a return to baseline values was

ass umed~ (p. 22). A footnote adds that ^this meant that the experiment was a temporary one,
as a pe rmane nt  change in the nominal inte rest rate would force mos t models onto an
explosive path. ~  Furthermore, ^the exercis e on national mode ls is conducted on the basis
tha t the change in mone tary polic y has take n place s imultaneous ly in a ll euro area countries ~

(p.  8). They find that ^Two stylised fac ts appe ar to be a t va riance with the traditiona l view of
the monetary tra nsmission mechanism, namely the low e lasticity of the cos t - of - ca pital in
es timated spending e quations and the high degree  of amplification, i.e. t he empiric al
evidence that though central bank´s actions induce re latively s mall and trans itory move ments
in open marke t interest rates, neve rtheless they have la rge and pers istent effe cts on the
purchase of long - lived assets, s uch as housing or produc tion  e quipme nt~ (p. 10).

                                               M oreover, in Figure  6.1 of Van Els et. al. (op. cit), a s umma ry is provided of the
common assumptions unde rlying the res ponse pa tte rn of the euro excha nge rate vis - à - vis
non - euro countries a long with the long - te rm interest ra te (10 ye ar bond). These exe rcises
s ugges t that the interest rate increase implies an appre cia tion of the euro exchange ra te, with
res pec t to non - euro currencies, of 1.6 per cent on avera ge in the first ye ar and 0. 6 pe r cent in
the second. The figure shows a peak a pprec iation in the excha nge ra te of 2 per cent a nd a
dec line bac k to zero into the tenth quarter. The long - te rm ra te pea ks at 0.2 per cent during
quarter 1, a nd gra dually de clining back to no increase in quarte r 9, when the short - te rm rate
returns to a zer o increas e.

                                               The authors find substa ntia l differe nces between countries of the eurozone which is
relevant for the operation of a single  mone tary policy. The y conclude tha t ^At one extreme
the re are countries, like Germa ny, Benelux a nd Finland, whe re a polic y tightening is
effe ctive in c urbing inflationary press ures at mild cos ts in terms of output losses, while there
are other EMU countries, in pa rtic ular Greece a nd Portuga l, where the inc reas e in inte res t
rates engenders a ma rked contraction in ec onomic a ct ivity and only a modest restra int on
pric e developments. The re maining c ountries are located in - between, though s omewhat
close r to the core re gion~ (p. 48). Further, ^the dis tribution of the national responses of
inve stment is very wide, with maxima rangin g between ˘ 0. 3 per ce nt for Germa ny and

France and ˘ 3.6 per cent for Italy a nd Ire land~ (p. 39). Although it is genera lly implicit, this
pape r also indicates the role of unemployme nt in da mpening down inflation. ^The impact of
the monetary policy shock on unemployme nt is a cruc ial eleme nt in the process of monetary
policy trans miss ion on pric es in the medium and long term~ (p. 39).

                                               The ove rall conc lusions that Va n Els et. al. (2001) draw from these results are on the
following lines. ^In terms of the impac t  of mone tary policy on output, a 1 percenta ge point

rise in short - te rm interes t rates is found to ha ve a maximum aggre ga te effec t in NCBs

[National Central Bank] models of ˘ 0. 4 per cent after 2 ye ars. The ma ximum aggre gate

effe ct on prices is also ˘ 0. 4 per  cent but in this case it occurs 2 ye ars la ter, re flec ting the fac t

tha t in most of the models pric es react more s lowly and largely in respons e to changes in

ec onomic activity.  The dominant cha nnel of transmiss ion in the firs t two yea rs

¾
both in

te rms of it s impact on output and on prices

¾
is the excha nge rate cha nnel. However,  in terms

of the impa ct on output, from the third yea r of the s imulation onwards the user cos t of c apital

cha nnel becomes dominant~ (p. 52).

                                               The Ta bles in the Anne x of the Va n Els et. a l. (2001) paper give  results by country

and for prices, GDP, cons umption, investment and unemployme nt, A s umma ry of these

res ults is given in Table 3.

Table 3: Effects of 1 Percentage Point I ncrease in Interes t Rate Sustained for 2 Years

Aggregate (based on national models)

 2001  2002  2003  2004  2005

GDP deflator  -
0.04

-
0.20

-
0.35

-
0.43

-
0.41

Infla tion*  -
0.04

-
0.16

-
0.15

-
0.08

  0.02

GDP  -
0.22

-
0.38

-
0.31

-
0.14

-
0.02

Private c onsumption  -
0.12

-
0.23

-
0.19

-
0.06

  0.01

Inves tment  -
0.34

-
1.04

-
1.22

-
0.80

-
0.39

Unemployment    0.04    0.11    0.17    0.17    0.11

* Percentage point change in inflation: not calculated in original paper, own calculations from

preceding line.

AWM (area wide model)

 2001  2002  2003  2004  2005

GDP deflator  -
0.10

-
0.31

-
0.44

-
0.57

-
0.76

Infla tion*  -
0.10

-
0.21

-
0.13

-
0.13

-
0.19

GDP  -
0.34

-
0.71

-
0.71

-
0.63

-
0.57

Private c onsumption  -
0.27

-
0.58

-
0.54

-
0.43

-
0.37

Inves tment  -
0.81

-
2.37

-
2.96

-
2.63

-
2.42

Unemployment    0.10    0.39    0.58    0.62    0.58

* Percentage point change in in flation: not calculated in original paper, own calculations from

preceding line.

Source : Van Els et. al. (2001, Annex).

SUM MARY AND CONCLUSIONS

This paper has be gun by s ugges ting that a `new´ approac h to mone tary policy has emerged
over the pas t decade or so. We have  summaris ed the theoretical framework within whic h this

`new´ moneta ry policy is a nalys ed. This approach has largely dis pensed with any role for the
s tock of  money in influenc ing economic varia bles and with a ny policy prescription to target
the s upply of money. Within this ne w approach, mone tary policy be comes ide ntified with
interest rate policy, with little or no refere nce to the s tock of money (on any measu re of
mone y).
                                                    18

                                                               It has genera lly bee n the c ase that setting a n inflation targe t is the ma in (a nd often
the only) obje ctive of mone tary polic y. Indeed, moneta ry policy can be seen as aggregate
demand policy in that the interest ra te s et by the Ce ntral Ba nk i s seen to influence aggre gate
demand whic h in turn is thought to influence the rate of inflation. Mone tary polic y has
bec ome the only polic y instrument for the control of inflation, but it can at bes t only address
demand inflation.

                                               The main features of th is `new´ approa ch have been discuss ed, and it has be en
s ugges ted that s ome of thes e can be captured in a simple macroec onomic mode l. Howe ver,
tha t simple mode l needs to be complemente d by a disc ussion of the many channe ls through
which monetary polic y is s ee n to operate. The recognition of these c hannels means that the
cha in from a change in the Centra l Bank disc ount rate to the fina l targe t of the rate of
inflation is a long a nd unce rtain one. In light of the re lations hip between the exchange rate
and the interes t rate e xpresse d in the interest rate parity approa ch, the re are cons traints on the
degre e to whic h the domes tic interest rate can be set to address the domestic leve ls of
aggre gate  demand and infla tion. In view of the centra l place given to moneta r y polic y in
ma croec onomic policies and the le ngth of the cha in from Ce ntral Ba nk interest rate to ra te of
inflation, it is importa nt to c onsider the empirica l estima tes of the effects of moneta ry policy.

In the last section we have s umma ris ed results drawn  from the e urozone, the U. S. a nd the

UK,  a nd have s ugges te d that these empirical res ults point to a re latively wea k effect of
interest rate c hanges on inflation. We have  also suggested that on the bas is of the evidence
adduced in this paper, mone tary polic y can have long - run effects on real ma gnitudes. This
particular result does not s it comfortably with the the oretical basis of this `new´ monetary
policy.

18

             It could also be added that there is no attempt to control other variables such as credit availability.

20

REFERENCES

Ando, A. a nd F. Modiglia ni. 1963. ^The Life - Cycle Hypothesis of Saving: Aggre gate

                                               Implic ations and Tests.~ Americ an Economic Review  53: 1: 55

-
84.

Angeloni, I., A. Kashyap, B. Mojon, and D. Terlizze se. 2002. ^M oneta ry Transmission in

                                               the Euro Area: Where Do We Stand.~ Eur opean Central Bank Wor king Paper Series

                                               No. 114.

Arestis, P., G. M. Cap orale, and A. Cipollini. 2002. ^Does Inflation Targeting Affect the

                                               Trade - Off Between Output Gap and Inflation Variability? ~ Manchester School  70: 4:

                                               528

                                                                      -
                                                                              545.

Arestis, P., K. McCauley, and M. C. Sawyer. 2001. ^An Alternative Stability and Growth Pact

                                               for the European Union.~ Cambridge Journal of Economics  25: 1: 113

-
130.

Ares tis, P. and M. C. Sawyer.  2002. ^The Bank of England Macroeconomic M odel: Its

                                               Nature and Implica tions.~ Jour nal of Pos t Keynesian Ec onomics  24: 4: 529

-
545.

Bank of England. 1999. Eco nomic Models at the Bank of England.  London: Bank of England.

¾ ¾ ¾
                                               . 2000.  Economic Models at the Bank of England.  London: Bank of England

                                               (September Update).

Berna nke, B.S. and A. S. Blinder. 1988. ^ Credit, Mone y and Aggre gate De mand.~ Americ an

                                               Ec onomic Re vie w  78: 2: 435

-
439.

Berna nke, B.S. and M. Ge rtle r. 1989. ^Agency Costs, Net W orth, and Business

                                               Fluctuations.~ Americ an Economic Rev iew  79: 1: 14

-
31.

¾ ¾ ¾
                                               . 1999. ^M onetary Policy and Asset Price Volatility.~ In New Challenges for

                                               Monetary Policy.  Proce edings of the Symposium Spons ored by the Federal Reserve

                                               Bank of Kansas City, Jackson Hole, Wyoming. August 26

-
28: 77

-
128.

Berna nke, B.S., M. Gertler, a nd S. Gilchrist. 1999. ^The Fina ncia l Accele rator in a

                                               Quantitative Business Cycle Framework.~ In J. T aylor a nd M. Woodford, eds.

                                               Handbook of Macroe conomics  Volume 1. Amsterdam: North Holla nd.

Berna nke, B.S. and F. S. M is hkin. 1997. ^ Inflation Targe ting: A New Framework for

                                               M oneta ry Policy? ~ NBER Working Pa per  No. 5893.

Berna nke, B.S., T. La ubach, F. S. Mis hkin, and A. S. Pose n. 1999. Inflation Targe ting.

                                               Prince ton, N.J.: Princeton University Press.

Cla rida, R., J. Gali, and M. Ge rtle r. 1999. ^The Scie nce of M onetary Policy: A New

                                               Ke ynes ia n Pers pective.~ Jour nal of Economic Literature  37: 4: 1661

-
1707.

Ghosh, A. and S. Phillips. 1998. ^Warning: Inflation May Be Harmful to Your Growth.~

                                               Staff Papers.  Internationa l M onetary Fund 45: 4: 672

-
710.

Hall, S. 2001. ^ Credit Channe l Effec ts in the M oneta ry Transmiss ion Mechanism.~ Bank of

                                               England Quarter ly Bullet in  (Winter): 442
-

448.

Kuttne r, K. N. and P.C. M osse r. 2002. ^The M onetary Transmiss ion Mechanism: Some

                                               Answers and Furthe r Ques tions.~ Fe der al Res erve Bank of New York Ec onomic

                                               Re vie w  8: 1: 15
-

24.

McCallum, B. T. 2001. ^Monetary Policy Ana lysis in M odels W ithout Mone y.~ Fe der al

                                               Reserve Bank of St. Louis Re vie w  83: 4: 145
-

160.

Meyer, L.H. 2001. ^Does M oney Matte r? ~ Fe deral Res erve Bank of St. Louis Review  83: 5:

                                               1
                                                       -

                                                               15.

Mishkin, F.S. 1995. ^Symposium on the Monetary Transmission Mechanism.~ Journal of

                                               Econom ic Perspectives  9: 4: 3
-

10.

Monetary Polic y Committee.1999. The Transmission Mechanism of Monetary Policy.  London:

                                               Bank of England.

Peersman, G. and F. Smets. 2001. ^The Monetary Transmission Mechanism in the Euro Area:

                                               More Evidence from VAR Analysis.~ Eur opean Central Bank Working Paper Series

                                               No. 91.

Roosa, R.V. 1951. ^Interest Rates and the Central Bank.~ In Money, Trade and Economic

                                               Growth: Essays in Honour of John Henry Williams.  New York: Macmillan. 270
-

295.

Sarel, M. 1996. ^ Nonlinea r Effects of Infla tion on Economic Growth.~ Staff Papers.

                                               Inte rnational Monetary Fund 43: 1: 199
-

215.

Stiglitz, J. E. and A.Weiss. 1981. ^Credit Ra tioning in Markets with Imperfe ct Information. ~

                                               Americ an Economic Review  71:3: 393
-

410.

Ta ylor, J. B. 1980. ^Aggregate Dy namics a nd Sta ggered Contracts.~ Jour nal of Politic al

                                               Ec onomy  88: 1: 1
-

23.

¾ ¾ ¾

                                               . 1994. ^The Inflation - Output Variability Trade - Off Re visited.~ In Goals, Guidelines

                                               and Constraints Fac ing Monetar y Policymakers.  Fe deral Reserve  Bank of Boston

                                               Confere nce Se ri es No. 38: 21
-

38.

Van Els, P., A. Loca rno, J. M organ, a nd J. P. Villetelle. 2001. ^Mone tary Policy

                                               Tra nsmission in the Euro Area: W hat Do Aggre gate a nd National Structural Models

                                               Te ll Us? ~ Eur opean Central Bank Wor king Paper Ser ies No.  94.

Volcke r, P. 20 02. ^M onetary Policy Trans miss ion: Past and Future Cha lle nges.~ Fe deral

                                               Reserve Bank of Ne w York Economic Revie w  8: 1: 7
-

11.