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2.  MONETARY POLICY TRANSMISSION CHANNELS  

2.1 Classical Channels  
The series of links between the monetary policy change and the changes in output, 

employment, and inflation are known as the transmission mechanism of monetary policy. This 

can be broken up into two elements — the impact of monetary policy changes on aggregate 

demand; and the effect of changes in aggregate demand on output, employment, and prices. In 

this section, we consider the first of these. We have seen that a monetary policy change may 

take one of three forms: 

a change in the short-term rate of interest at which the central bank is willing to lend to the 

banking sector in order to relieve any shortages of liquidity within the monetary system 

(interest rate control); 

a change in the monetary base in the expectation that this will alter the money supply, or its 

rate of growth (monetary base control); 

changes in the regulations that apply to banks in an attempt to influence the rate of growth of 

their lending (direct controls). 

However, central banks and other monetary authorities, now use only the first of these. 

Therefore, because of this predominance of interest rate control in modern monetary policy, 

we begin by examining the interest-rate channels because they are the key monetary 

transmission mechanism of the AD/AS model. 

 Interest-Rate Channel 

The interest rate control (endogenous money) approach to the transmission 

mechanism in six steps (Goodhart, 2002): 

1) The central bank determines the short-term interest rate 

2) The private sector determines the volume of borrowing it wishes to undertake from the 

banking sector at the current set of interest rates. 

3) Banks adjust their own relative interest rates, marketable assets, and interbank and 

wholesale borrowing to meet the credit demands upon them 

4) These bank actions determine the money stock and its various sub-components (e.g. 

demand, time and wholesale deposits). This determines the volume of bank reserves 

needed, taking into account any required reserve ratios 

5) This determines how much the banks need to borrow from, or pay back to, the central bank 

in order to meet their demand for reserves 

6) In order to sustain the level of interest rates set under Step 1, the central bank uses open 

market operations to satisfy the banks' demand for reserves established under step 5. 
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The traditional view of the monetary transmission mechanism can be characterized by the 

following schematic, which shows the effect of an easing of monetary policy accomplished by 

lowering the real interest rate:  

          (1) 

This schematic shows that an easing of monetary policy leads to a fall in real interest rates (r), 

which in turn lowers the real cost of borrowing, causing a rise in investment spending (I), 

thereby leading to an increase in aggregate demand (Yad). Although Keynes originally 

emphasized this channel as operating through businesses’ decisions about investment 

spending, the search for new monetary transmission mechanisms led economists to recognize 

that consumers’ decisions about housing and consumer durable expenditure (spending by 

consumers on durable items such as automobiles and refrigerators) also are investment 

decisions. Thus the interest-rate of monetary transmission outlined in Equation 1 applies 

equally to consumer spending, and in this case I represents investments in residential housing 

and consumer durable expenditure. 

An important feature of the interest-rate transmission mechanism is its emphasis on the real 

(rather than the nominal) interest rate as the rate that affects consumer and business decisions. 

In addition, it is often the real long-term interest rate (not the real short-term interest rate) that 

is viewed as having the major impact on spending. How is it that a change in the short-term 

nominal interest rate induced by a central bank results in a corresponding change in the real 

interest rate on both short- and long-term bonds? 

The answer lies in the phenomenon of sticky prices—the fact that the aggregate price level 

adjusts slowly over time, so that expansionary monetary policy, which lowers the short-term 

nominal interest rate, also lowers the short-term real interest rate. The expectations hypothesis 

of the term structure (which we will discuss later in this course) which states that the long-term 

interest rate is an average of expected future short-term interest rates, suggests that a lower real 

short-term interest rate, as long as it is expected to persist, leads to a fall in the real long-term 

interest rate. These lower real interest rates then lead to increases in business fixed investment, 

residential housing investment, inventory investment, and consumer durable expenditure, all 

of which produce the rise in aggregate demand. 

The fact that the real interest rate rather than the nominal rate affects spending suggests an 

important mechanism through which monetary policy can stimulate the economy, even if 

nominal interest rates hit a floor of zero during a deflationary episode. With nominal interest 

rates at a floor of zero, a commitment to future expansionary monetary policy can raise 

expected inflation (𝜋𝑒), thereby lowering the real interest rate (r = i -𝜋𝑒) even when the nominal 

interest rate is fixed at zero and stimulating spending through the interest-rate channel: 

     (2) 
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This mechanism thus indicates that monetary policy can still be effective even when nominal 

interest rates have already been driven down to zero by the monetary authorities. Indeed, this 

mechanism explains why the Federal Reserve in the USA resorted in December 2008 to the 

nonconventional monetary policy of committing to keep the federal funds rate at zero for an 

extended period of time. By so doing, the Fed was trying to keep inflation expectations from 

falling in order to make sure that real interest rates remained low, so as to stimulate the 

economy. In addition, the commitment to keep interest rates low for an extended period of time 

would help lower long-term interest rates, which would also induce greater spending. 

Some economists, such as John Taylor of Stanford University, take the position that strong 

empirical evidence exists for substantial interest-rate effects on consumer and investment 

spending through the real cost of borrowing, making the interest-rate monetary transmission 

mechanism a strong one. His position is highly controversial, and many researchers, including 

Ben Bernanke, former chair of the Fed, and Mark Gertler of New York University, believe that 

the empirical evidence does not support strong interest-rate effects that operate through the real 

cost of borrowing. Indeed, these researchers see the empirical failure of traditional interest-rate 

monetary transmission mechanisms as having provided the stimulus for the search for other 

transmission mechanisms of monetary policy. 

These other transmission mechanisms fall into two basic categories: those operating through 

asset prices other than interest rates, and those operating through asymmetric information 

effects on credit markets (the credit view).  

Wealth Effect Channel 

In their search for new monetary transmission mechanisms, researchers also looked at how 

consumers’ balance sheets might affect their spending decisions. Franco Modigliani was the 

first to take this tack, using his famous life cycle hypothesis of consumption. Consumption is 

spending by consumers on nondurable goods and services. It differs from consumer 

expenditure in that it does not include spending on consumer durables. The basic premise of 

Modigliani’s theory is that consumers smooth out their consumption over time. Therefore, 

consumption spending is determined by the lifetime resources of consumers, not just today’s 

income. 

An important component of consumers’ lifetime resources is their financial wealth, a major 

part of which is common stocks. When stock prices rise, the value of financial wealth increases, 

thereby increasing the lifetime resources of consumers, which means that consumption should 

rise. Considering that, as we have seen, monetary easing can lead to a rise in stock prices, we 

now have another monetary transmission mechanism: 

     (3) 
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Modigliani’s research found this relationship to be an extremely powerful mechanism that adds 

substantially to the potency of monetary policy. The wealth and Tobin’s q channels allow for 

a general definition of equity, so they can also be applied to the housing market, where housing 

is equity. An increase in home prices, which raises their prices relative to replacement cost, 

leads to a rise in Tobin’s q for housing, thereby stimulating its production. Similarly, housing 

prices are extremely important components of wealth, so rises in these prices increase wealth, 

thereby increasing consumption. Monetary expansion, which raises housing prices through the 

Tobin’s q and wealth mechanisms described here, thus leads to a rise in aggregate demand. 

2.2  Keynesian Channel  
In the traditional Keynesian analysis the economy has three kinds of assets money, government 

bonds and real assets. There is only one financial rate of interest, that on bond. The demands 

for money and for bonds and for real assets are both taken to be perfectly inelastic with the 

regard to the yield on the other. If the monetary authorities undertake an open market operation 

to increase the money supply then bond prices will be bid up and rate of interest on bonds will 

fall thus reduces the opportunity cost of investing in real capital assets, raises the size of the 

optimum capital stock and leads to an increased demand for capital assets that is investment 

spending. 

Tobin’s q Theory: Nobel Prize winner James Tobin developed a theory, referred to as Tobin’s 

q theory, that explains how monetary policy can affect the economy through its effects on the 

valuation of equities (stock). Tobin defines q as the market value of firms divided by the 

replacement cost of capital. If q is high, the market price of firms is high relative to the 

replacement cost of capital, and new plant and equipment capital is cheap relative to the market 

value of firms. Companies then can issue stock and get a high price for it relative to the cost of 

the facilities and equipment they are buying. Investment spending will rise because firms can 

buy a lot of new investment goods with only a small issue of stock. 

Conversely, when q is low, firms will not purchase new investment goods because the market 

value of firms is low relative to the cost of capital. If companies want to acquire capital when 

q is low, they can buy another firm cheaply and acquire old capital instead. Investment 

spending, the purchase of new investment goods, will then be very low. Tobin’s q theory gives 

a good explanation for the extremely low rate of investment spending during the Great 

Depression. In that period, stock prices collapsed, and by 1933, stocks were worth only one-

tenth of their value in late 1929; q fell to unprecedentedly low levels. 

The crux of this discussion is that a link exists between Tobin’s q and investment spending. 

But how might monetary policy affect stock prices? Quite simply, lower real interest rates on 

bonds mean that the expected return on this alternative to stocks falls. This makes stocks more 

attractive relative to bonds, and so demand for them increases, which raises their price. By 

combining this result with the fact that higher stock prices (Ps) will lead to a higher q and thus 

higher investment spending I, we can write the following transmission mechanism of monetary 

policy: 
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    (4) 

2.3 The Monetarist channel 
The monetarist transmission mechanism is also one portfolio balance. Monetarists are critical 

of the Keynesian and Tobin version however, for concentrating on too narrow a range of capital 

assets, yields and associated expenditures. The term interest rate as used by monetarism refers 

not only to those on financial assets but also to the rates of return that the flow of services from 

any real asset. Thus, consumer durables such as houses, cars etc may all be regarded as 

providing overtime a flow of that particular asset. These rates of returns are implicit and 

unobservable. To monetarists, money is a substitute not only for financial asset but for all assets 

that comprise wealth portfolios. Consequently, the cross-elasticity of demand for money with 

regard to the yield on any one particular asset is likely to be low. The implication of this 

approach is that asset holders who find their portfolio in imbalance because they have surplus 

money balances are just as likely to switch directly into equities and real physical assets as they 

are into financial ones. 

Monetary influence through consumer expenditure 

The earlier work along these lines focused on possible interest rate effects on one component 

of consumer spending/consumer durable expenditure, the spending by consumers on durable 

items such as vehicle, household furniture etc. Because consumer spending on durable items 

such as vehicle is often financed by borrowing, the lower interest rates due to money supply 

expansion which lowers the cost of financing these purchases would encourage consumers to 

increase their consumer durable expenditure hence output. However, the size of this effect 

could be small. 

Non-durables expenditure adjustment: 

As asset yield are lowered though the process of portfolio adjustment, this will influence 

saving/dissaving decisions. There will be two influences at work on the saving /dissaving 

decisions. There will be a substitution effect as the opportunity cost of consuming and dissaving 

falls. The opportunity cost of consuming now is the present value of the stream of consumption 

that would be generated by current saving and asset acquisition fall in yield means a fall these 

discounted present values and therefore stimulus to current consumption. For similar reasons 

there will be an increased incentive to run down accumulated assets that is, dissave and also 

borrow. 

However, the change in asset yields and prices will also generate an income effect, which may 

work in the opposite direction. The fall in interest rate reduces the income flow and therefore 

potential future consumption from any given level of savings. If people feel that they want to 

maintain the income flow from their assets, then they will have to save out of current income 

that is not consumed in order to add to their stock of income earning assets. The net effect on 
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people’s saving-dissaving decisions therefore depends on whether the income or the 

substitution effect is the stronger. 

2.4  Rational Expectations Transmission Channel 
Changes in the money supply or its rate of growth may have an effect many kinds of 

expectations, e.g., price expectations and business confidence. 

The price expectations channel of influence postulates a relationship between changes in the 

quantity of money in circulation and the views of various economic agents about the likely 

course of price movement in the future. 

For business confidence, an increase in the money supply may be interpreted as either that 

more money will be available for investment purposes or that money will be available more 

cheaply, or both. It may also be taken as a sign that the monetary authorities are firm in their 

resolve to raise the level of economic activity. Additionally, firms may expect that more money 

available for household expenditure will stimulate a consumer boom. On the other hand, if 

demand is already at a fairly high level, an expansion in the money supply might indicate to 

businessmen the possibility that attempts will shortly be made to restrain the level of demand 

by means of fiscal contraction. Price expectation may influence the goal variables via aggregate 

expenditure but may also have a direct effect on them through wage and price setting behavior. 

If prices are expected to be higher in the future than they currently are, this could cause an 

acceleration in consumer expenditure, but on the other hand the expectations of having to pay 

higher prices in the future may encourage some consumers to save more now, in order to be 

able to keep up in future consumption levels in the face of higher prices. 

Expectations of higher prices may result in larger wage claims as workers try to protect their 

real standards of living and an improvement (deterioration) in business confidence will have 

an effect on the desired flow of investment expenditure by raising (lowering)the marginal 

efficiency of investment. 

Monetarism 

Probably the most basic characteristic of monetarism is its view that changes in the nominal 

stock of money are the dominant cause of changes in nominal income i.e., quantity theory of 

money MV =PY, if V and Y are fixed, changes in M would be proportionately reflected in P. 

The monetarists view is that the demand for money is a stable function of a limited number of 

variables and has a low interest elasticity. This stability of the demand of the demand for money 

is an essential precondition for the monetarist’s view that changes in the supply of money are 

the dominant cause of changes in nominal income. If the community has a stable demand for 

money, the disturbances to expenditure, output, and prices are unlikely to be the result of 

frequent and significant changes in the amount of money that people wish to hold. On the other 

hand, exogenous changes in the money supply will require a change in the quantity of money 

demanded if the new money stock is to become willingly held. 
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Given the low interest elasticity of the monetarist demand for money function, an increase in 

the supply of money will not disappear into idle hoards, but will be reflected in increased 

expenditure, as holders of surplus cash balances try to unload them and restore their real cash 

balances to their desired levels. 

The Transmission Mechanism: Effect of Money Supply change on Nominal Incomes 

The transmission mechanism whereby surplus money balances become manifested in 

attempted spending is one of the portfolio adjustments. Money is seen as just one in a spectrum 

of assets comprising the wealth portfolios of individuals and firms. As such, money is seen by 

monetarists as being generally substitutable for all other assets and not just for a small range 

of financial ones. Traditionally this has been regarded as the essential difference between the 

monetarist transmission mechanism and the Keynesian one. 

There is now a widely held views however, that this traditional distinction is no longer valid 

when comparing monetarism with the views of contemporary Keynesian. I order to consider 

this view point we must first consider the essential features of the monetarist portfolio 

adjustment mechanism. 

Assuming that the wealth portfolios of individuals and firms are in equilibrium initially. An 

increase in money supply will lower the marginal rate of return on money balances and asset 

holders will tempt to switch from money into other assets offering higher marginal rates of 

return. 

Because holders have different tastes and preferences they may attack different marginal rates 

to incremental increases in each of the variety of assets within their portfolios and consequently 

respond in different ways to the fall in the marginal rate of return on money. 

Assuming the authorities increase the money supply by undertaking an open market purchase 

of securities and order to induce wealth holders to well securities the authorities must push up 

the price of the securities and depress their yields. When the bonds are sold to the authorities 

the vendors receive money, but simply that they have to hold it temporarily before rearranging 

their portfolios in the desired manner following the fall in the relative attractiveness holding 

bonds. 

Whether the bonds were purchased from the banks or the non-bank public, the bank’s cash 

reserves will expand and enable them to engage in a multiple expansion and deposits. The 

banks will seek to diversify their holdings of earning assets (i.e., diversify their portfolios) and 

in so doing, will depress yields on those assets they acquire e.g., investments and advances. 

Individuals and institutions who sold bonds to the authorities finding themselves with larger 

proportions of money in their portfolios than they desire will attempt to adjust the composition 

of their portfolios by exchanging some of their surplus money for other assets. 
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In the traditional Keynesian analysis the exchange would be from money into financial assets 

regarded as very close substitutes for money resulting in interest rate fall. The fall in the rate 

of interest would then lead in so far as they are investment and in aggregate demand. But this 

mechanism by which money supply changes are transmitted to expenditure is regarded by 

monetarists as only one possible route. 

Monetarists agree that it is likely that some of the holders of surplus money will at first try to 

substitute form that money into securities similar to those they have just sold and that their 

attempts to do so will raise the prices of such securities and lower their yields. But this in turn 

will reduce their attractiveness relative other assets and portfolios –holders including some who 

were not originally involved, will try to substitute into assets further along the spectrum. The 

increased demand for these other assets will raise their prices and depress their yields. 

Eventually this will influence demand for and supply of durable goods both producer and 

consumer and also the demand for non-durable consumption goods. Monetarists emphasize the 

general substitutability of money for all other assets so that of those who were involved in the 

original open market sale of securities to the authorities will use their additional money balance 

to acquire real goods and services directly. Others may put part of their surplus balances into 

banks, which will increase lending. Yet another possibility is that some of the additional money 

balances will be invested in human capital which could be achieved any spending on education 

and training. By a variety of routes then the increased money supply will lead eventually to 

increased expenditure. Some of these routes will be fairly short while others will work through 

a much wider spectrum of financial assets before affecting the demand. As the prices of existing 

assets rise via portfolio adjustments, the holders of such assets experience a capital gain and as 

a result are likely to increase their expenditures. 

The importance of prices expectations. 

It is possible that the increase in actual prices which adjustment would bring about may cause 

people to reverse upwards their price expectations as a result of the price increase through 

security and convenience yield obtained from holding a given nominal amount of money fall 

real terms as the quantity of goods and services which the nominal amount of money is capable 

of burying falls. Consequently, if people come to expect an increase in the rate at which the 

real return from holding money is falling. fiat is quite likely therefore that the real demand for 

money will fall as it becomes a relatively less attractive asset to hold compared with those 

assets who real return’s rising or at least unchanged. 

By reducing the demand for real money balances, inflation expectations aggravate the portfolio 

disequilibrium. This means that an even higher rate of inflation will be required before 

equilibrium is re-established. The path to equilibrium is also likely to be cynical in nature 

involving overshooting of the new equilibrium. One reason for his is that money holder’s will 

initially overreact to their surplus money holdings. They will evaluate their nominal money 

balances in real terms at the level of prices they expect to prevail. But their expectations are 

based on their previous experience. Each individual wealth-holder will not take into account 
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the fact that his or her own attempts to run down nominal money balances will help push up 

prices and reduce the real value of those nominal balances. Thus, each individual will unload 

more balances than they would do if they had anticipated the increase in prices, likely to follow 

their actions. As price rises, individuals will revise upwards their anticipations of future price 

movements and revise downwards their evaluations of the real value of their nominal money 

balances. They must now try to partly rebuild their nominal money balances and their attempt 

to do so will reverse somewhat the increase in the level of expenditure and depress the rate at 

which prices are rising. This slower rate of price increase may cause individuals to revise yet 

again their expectations of future price movements and their consequential evaluation of their 

real cash balances. This cynical pattern would continue with the fluctuations getting smaller 

until anticipated price increases coincide with actual price increases. 

An increase in the rate of growth of the money supply would depress interest rates initially but 

raise them later. One possibility is that as expenditure prices and income rise so will the demand 

for loans. Businessmen for example finding their stocks being run down may try to rebuild 

them and consequently increase their demand for credit. Consumers too expecting their 

incomes to rise may try to borrow more to buy consumer durable goods in anticipation of their 

increase ability to afford the loan repayments. 

Moreover, introducing inflationary expectations into the analysis will definitely mean that a 

higher rate of monetary expansion will correspond to a higher level of interest rates than would 

otherwise have prevailed .If when lenders expect prices to remain constant they are prepared 

to lend at a rate of interest i T, then in order to receive the same interest in real terms when prices 

are expected to rise at PE per percent, they must charge a nominal rate of interest i N = i T + PE. 

The division of changes in nominal  income between price changes and changes. 

In the classic theory all if a change in nominal income was in the form of price changes, as 

output was fixed at the full employment level. In Keynesian analysis the usual assumption was 

that below full employment all changes in nominal income were changes in real income, while 

above full employment all changes in nominal income were changes in prices. 

In monetarism the explanation of the division of changes in nominal income between output 

changes and price level changes is provided by the expectations augmented Phillips Curve. 

Central to this explanation is the concept of a natural rate of unemployment. This is the level 

of unemployment which has the property that it is consistent not with equilibrium in the 

structure of real wage rates. It will be determined simultaneously with all the other relevant 

variables by the system of general equilibrium equations. It is the equilibrium level of 

unemployment in the sense that it it is the level which has no tendency to change, because it is 

associated with equilibrium in the product and money markets and all other relevant sectors 

To illustrate the Friedman analysis assumes that initially unemployment and o /P are at their 

natural levels and that prices are constant. If now the authorities expand the money supply will 
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set off a portfolio adjustment mechanism and raise aggregate expenditures and prices. 

Friedman argues that employers will recognize the increase in the price of their own product 

before they perceive the increase in prices in general and will interpret it as an increase in its 

relative prices. They will try to produce more at this more favorable relative price and be 

prepared to pay higher money wages to attract the additional labour they will require. 

Workers, too, will be slow to adjust their perception of the general level of prices, and in the 

meantime will see the increase in money wages as an increase in real wages, resulting in an 

increased supply of labour. In the short run therefore the increased money supply will raise 

prices, money wages, output and employment. 

Friedman argues that these are the consequences of unanticipated inflation. They arise only 

because employers and employees are slow to recognize that prices in general are rising. 

Eventually they will alter their perceptions of prices to accord with actual experience and when 

this happens the picture changes completely. Once workers realize that the increase in their 

money wages is matched by increases in the general level of prices they know that their real 

wages have not risen. The supply of labor then contracts back to its original level, and 

unemployment and output return to their natural rates. 

Friedman’s analysis, therefore, draws a clear distinction between the short-run and long-run 

effects of increases in the money supply only in the short run, .i.e. that period for which there 

is unanticipated inflation ,will there be any effects on and employment as well as on prices. In 

the long run when price perceptions have caught up with reality and unanticipated inflation has 

been eliminated, and employment will be back at their natural levels and only prices and other 

nominal variables will have been affected. 

 

Rational Expectations 

Freidman’s explanation of the expectations augmented Phillips curve was derived from the 

assumption that employers and workers were slow to adjust their perceptions of prices 

increases to accord with what was actually happening. This argue that economic agents would 

not be behaving rationally if their perceptions on price changes were always catching up on 

agents, it is argued, would try to correctly anticipate price changes rather than to always be one 

step behind. To do this they would base their expectations on all relevant information and not 

merely on their experience of actual price level changes. Initially, of course, the information 

used will arise. But the errors will not persist in a systematic manner because people will 

perceive the sources of their errors, remove them and incorporate new information.  

It is only when expectations are based on a forecasting model which is consistent with the way 

in which the rate of change of prices is actually determined that expectations will not be 

systematically in error, and only then will the expectations formed be fully rational. If 

expectations are truly rational in this sense the expectation errors could arise only as a result of 

random disturbances or shocks to the economy. Random shocks are by definition non-

systematic and therefore completely incapable of being forecast. In the absence of such shocks, 
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a rational expectation implies that the expected rate of change of prices and the actual rate of 

change of prices always coincides. 

Consequently, the rational expectations hypothesis renders the portfolio adjustment mechanism 

redundant by effectively short circuiting it. Thus, an increase in money supply which would 

tend via portfolio adjustments to increase the price level will be taken account of by rational 

economic agents, who will correctly forecasts the increase in prices. They will then act on their 

correctly revised forecasts and raise their nominal wages and prices accordingly. The 

expectation will have been self-fulfilling and there will have been no unanticipated price 

changes, however, output and unemployment cannot deviate from their natural levels. The 

whole effect of a monetary expansion will be felt on prices. This is new classical school. 

The Inherent Stability of the Private Sector and the Unimportance of Sectoral  Detail. 

The monetarist views on the demand for money, and the concept of a natural rate of 

unemployment give rise to the proposition that the private sector is inherently stable. The 

natural rate hypothesis implies that the economy has output and employment positions towards 

which it is always moving. Though the natural levels of output and unemployment may alter 

as a result of changes in real variables, the economy will be left to its own devices always seek 

to move to those natural positions. Moreover, any deviations away from those natural positions 

are due to authority induced changes in the supply of money. 

What economic policy cannot do: 

i)Monetary and fiscal policies cannot be used to fine-tune the economy. Since private 

expenditure patterns are inherently stable, there is no great need for the authorities to use 

discretionary control over monetary and fiscal policies in an attempt to stabilize the economy. 

Attempts to fine-tune the economy are doomed to failure. Two different arguments are used to 

support this prediction. The first of these is derived from the theory that employment and output 

can only be made to deviate from their natural levels as long as there are unanticipated changes 

in prices. In the long run, however, all unanticipated prices disappear and so too, therefore, do 

the influences of monetary and fiscal policies on output and employment. According to the 

rational expectations school of monetarists, systematic policy cannot even influence output and 

employment in the short run. 

The second argument is that to operate policy successfully (demand management policies to 

influence output and employment), this would require the authorities to have all sorts of 

information about the structure of the economy and about how the economy would respond to 

discretionary policy changes. Monetarists argue that the authorities do not know enough about 

the workings of the economic system to be able to calculate the required scale and timing of 

policy action. Furthermore, policy action taken at the wrong time or on the wrong scale may 

not only fail to achieve its objectives but may be positively destabilizing. 
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While almost all economists accept that the long-run effects of money fall entirely, or almost 

entirely, on prices with little impact on real variables, most also believe that monetary 

disturbances can have important effects on real variables such as output in the short run. For 

example, Friedman and Schwartz’s (1963) classic study of the relationship between money and 

business cycles provide the evidence that money does matter for business-cycle fluctuations. 

Friedman and Schwartz’s (1963) conclude that the faster money growth tends to be followed 

by declines in output above trend, and slowdowns in money growth tend to be followed by 

declines in output. The inference Friedman and Schwartz drew was that variations in money 

growth rates cause, with a ling lead, variations in real economic activity. While suggestive, 

Friedman and Swartz evidence relied on simple correlations which may not indicate the true 

causal role of money. Tobin (1970) was the first to model formally the idea there is a positive 

correlation between money and growth and the direction of causality. A more modern treatment 

of causation is provided by King and Plosser (1984). They show that inside money is more 

highly correlated with output movements than outside money. They argue that this is because 

of endogenous response of the banking sector to economic disturbances that are not the result 

of monetary policy actions. 

 

What Economic Policy Can Do 

Monetarists believe that both monetary and fiscal policies have important but different roles to 

play. Fiscal policy should be used mainly to influence the allocation of resources and the 

distribution of income and wealth. Monetary policy on the other hand should be used to achieve 

and then maintain price stability. There is general agreement amongst monetarists that the 

maintenance of price stability requires the adoption of an automatic policy based on the use of 

rules and targets for the growth of monetary aggregates. 

2.5  The Credit Channel   
Dissatisfaction with the conventional story that interest-rate effects explain the impact of 

monetary policy on spending on durable assets has led to a new explanation that is based on 

the concept of asymmetric information, a problem that leads to financial frictions in financial 

markets. This explanation, referred to as the credit view, proposes that two types of monetary 

transmission channels arise as a result of financial frictions in credit markets: those that operate 

through effects on bank lending, and those that operate through effects on firms’ and 

households’ balance sheets. 

Bank Lending Channel: The concept of the bank lending channel is based on the analysis, 

which demonstrated that banks play a special role in the financial system because they are 

especially well suited to solving asymmetric information problems in credit markets. Because 

of banks’ special role, certain borrowers will not have access to the credit markets unless they 

borrow from banks. As long as there is no perfect substitutability of retail bank deposits with 

other sources of funds, the bank lending channel of monetary transmission operates as follows: 

Expansionary monetary policy, which increases bank reserves and bank deposits, raises the 
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quantity of bank loans available. Because many borrowers are dependent on bank loans to 

finance their activities, this increase in loans causes investment (and possibly consumer) 

spending to rise. Schematically, the monetary policy effect is written as follows: 

                                 (5) 

An important implication of the credit view is that monetary policy will have a greater effect 

on expenditure by smaller firms, which are more dependent on bank loans, than it will on large 

firms, which can get funds directly through the stock and bond markets (and not only through 

banks). 

Although this mechanism has been confirmed by researchers, doubts about the influence of the 

bank lending channel have been raised in the literature, and there are reasons to suspect that 

the bank lending channel in the United States may not be as powerful as it once was. The first 

reason this channel is less powerful than it once was is that current U.S. regulations no longer 

impose restrictions on banks that hinder their ability to raise funds. Prior to the mid-1980s, 

certificates of deposit (CDs) were subjected to reserve requirements and Regulation Q deposit 

rate ceilings, which made it hard for banks to replace deposits that flowed out of the banking 

system during a monetary contraction. With these regulatory restrictions abolished, banks can 

more easily respond to a decline in bank reserves and a loss of retail deposits by issuing CDs 

at market interest rates that do not have to be backed up by required reserves. 

Second, the worldwide decline of the traditional bank lending business has rendered the bank 

lending channel less potent. Nonetheless, many economists believe that the bank lending 

channel played an important role in the slow recovery of the United States from the 2007–2009 

recession.  

Balance Sheet Channel: Even though the bank lending channel may be declining in importance, 

it is by no means clear that this is the case for the other credit channel, the balance sheet channel. 

Like the bank lending channel, the balance sheet channel arises from the presence of financial 

frictions in credit markets. We know that the lower the net worth of business firms, the more 

severe the adverse selection and moral hazard problems in lending to these firms become. 

Lower net worth means that lenders in effect have less collateral for their loans, so their 

potential losses from adverse selection are higher. A decline in firms’ net worth, which raises 

the adverse selection problem, thus leads to decreased lending to finance investment spending. 

The lower net worth of businesses also increases the moral hazard problem because it means 

that owners have a lower equity stake in their firms, giving them more incentive to engage in 

risky investment projects. When borrowers take on more risky investment projects, it is more 

likely that lenders will not be paid back, and so a decrease in businesses’ net worth leads to a 

reduction in lending and hence in investment spending. 

Monetary policy can affect firms’ balance sheets in several ways. Easing of monetary policy, 

which causes a rise in stock prices (Ps) along the lines described earlier, raises the net worth of 
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firms and so leads to higher investment spending (I) and higher aggregate demand (Yad) 

because of the decrease in adverse selection and moral hazard problems. This leads to the 

following schematic for this particular balance sheet channel of monetary transmission: 

      (6) 

Cash Flow Channel: Another balance sheet channel operates by affecting cash flow, the 

difference between firms’ cash receipts and cash expenditures. An easing of monetary policy, 

which lowers nominal interest rates, also causes an improvement in firms’ balance sheets 

because it raises cash flow. The increase in cash flow increases the liquidity of the firm (or 

household) and thus makes it easier for lenders to know whether the firm (or household) will 

be able to pay its bills. The result is that adverse selection and moral hazard problems become 

less severe, leading to an increase in lending and economic activity. The following schematic 

describes this alternative balance sheet channel: 

      (7) 

An important feature of this transmission mechanism is that nominal interest rates affect firms’ 

cash flow. Thus, this interest-rate mechanism differs from the traditional interest-rate 

mechanism discussed earlier in which the real interest rate affects investment. Furthermore, the 

short-term interest rate plays a special role in this transmission mechanism because interest 

payments on short-term (rather than long-term) debt typically have the greatest impact on the 

cash flow of households and firms. 

A related transmission mechanism involving adverse selection is the credit rationing 

phenomenon. Through this mechanism, expansionary monetary policy that lowers interest rates 

can stimulate aggregate demand. Credit rationing occurs when borrowers are denied loans even 

though they are willing to pay a higher interest rate. The loans are denied because individuals 

and firms with the riskiest investment projects are exactly the ones who are willing to pay the 

highest interest rates because, if the high-risk investment succeeds, they will be the primary 

beneficiaries. Thus, higher interest rates increase the adverse selection problem, and lower 

interest rates reduce it. When expansionary monetary policy lowers interest rates, risk-prone 

borrowers make up a smaller fraction of those demanding loans, and so lenders are more willing 

to lend, raising both investment and aggregate demand, along the lines of parts of the schematic 

given in Equation 8. 

Unanticipated Price Level Channel: A third balance sheet channel operates through monetary 

policy effects on the general price level. Because in industrialized countries debt payments are 

contractually fixed in nominal terms, an unanticipated rise in the price level lowers the value 

of firms’ liabilities in real terms (decreases the burden of the debt) but should not lower the 
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real value of the firms’ assets. An easing of monetary policy, which raises inflation and hence 

leads to an unanticipated rise in the price level (P), therefore raises real net worth, which lowers 

adverse selection and moral hazard problems, thereby leading to a rise in investment spending 

and aggregate demand, as in the following schematic: 

                                 (8) 

The view that unanticipated movements in the price level affect aggregate demand has a long 

tradition in economics: It is the key feature in the debt-deflation view of the Great Depression. 

Household Liquidity Effects: Although most literature on the credit channel focuses on 

spending by businesses, the credit view should apply equally well to consumer spending, 

particularly spending on consumer durables and housing. Declines in bank lending induced by 

a monetary contraction should cause corresponding declines in durable and housing purchases 

by consumers who do not have access to other sources of credit. Similarly, increases in interest 

rates should cause deteriorations in household balance sheets, because consumers’ cash flow 

is adversely affected. 

The balance sheet channel also operates through liquidity effects on consumer durable and 

housing expenditures. These effects were found to be important factors during the Great 

Depression.  In the liquidity effects view, balance sheet effects work through their impact on 

consumers’ desire to spend rather than on lenders’ desire to lend. Because of asymmetric 

information regarding their quality, consumer durables and housing are very illiquid assets. If, 

as a result of a severe income shock, consumers needed to sell their consumer durables or 

housing immediately to raise money, they would expect to suffer a big financial loss because 

they would not be able to get the full value of these assets in a distress sale. In contrast, if 

consumers held financial assets (such as money in the bank, stocks, or bonds), they could sell 

them quickly and easily for their full market value and raise the cash. Hence, if consumers 

expect that they are likely to find themselves in financial distress, they will prefer to hold fewer 

illiquid consumer durable and housing assets and a greater amount of liquid financial assets. 

A consumer’s balance sheet should be an important influence on his or her estimate of the 

likelihood of future suffering from financial distress. Specifically, when consumers have a 

large amount of financial assets relative to their debts, their estimate of the probability of 

financial distress is low, and they are more willing to purchase consumer durables or housing. 

When stock prices rise, the value of financial assets increases as well; consumer durable 

expenditure will also rise because consumers have a more secure financial position and 

therefore a lower estimate of the likelihood of future financial distress. This leads to another 

transmission mechanism for monetary policy, one that operates through the link between 

money and stock prices: 
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                                             (9) 

The illiquidity of consumer durable and housing assets provides another reason why a monetary 

easing, which lowers interest rates and thereby increases cash flow to consumers, leads to a 

rise in spending on consumer durables and housing. An increase in consumer cash flow 

decreases the likelihood of financial distress, which increases the desire of consumers to hold 

durable goods and housing, thus increasing spending on these items and, hence, increasing 

aggregate demand. The only difference between this view of cash flow effects and that outlined 

in Equation 8 is that in this view, it is not the willingness of lenders to lend to consumers that 

causes expenditure to rise, but the willingness of consumers to spend. 

2.6  Exchange Rate Channel 
With the growing internationalization of economies throughout the world and the advent of 

flexible exchange rates, more attention has been paid to how monetary policy affects exchange 

rates, which in turn affect net exports and aggregate demand. The foreign exchange rate channel 

also involves interest-rate effects. When domestic real interest rates fall, domestic dollar assets 

become less attractive relative to assets denominated in foreign currencies. As a result, the 

value of dollar assets relative to other currency assets falls, and the dollar depreciates (denoted 

by E). The lower value of the domestic currency makes domestic goods cheaper than foreign 

goods, thereby causing a rise in net exports (NX) and hence in aggregate demand (Yad). The 

schematic for the monetary transmission mechanism that operates through the exchange rate 

is: 

        (10) 

The variety of ways by which changes in the money supply can be transmitted to the exchange 

rate can be seen as particular channels of influence within the transmission mechanisms 

particularly the portfolio adjustment and expectations transmission mechanisms. 

In considering portfolio adjustment in an open economy wealth portfolio includes not only 

domestic assets but foreign one as well. Thus, when an expansion of the money supply triggers 

off a series of portfolio adjustments, these adjustments at some stage will involve an increased 

demand for foreign assets. This will increase the demand for foreign currency, either the 

demand for foreign currency either as an asset to hold in its own right or as a pre-requisite for 

the purchase of other foreign assets whether financial or real. For example, an open market 

operation by the domestic authorities which increase the money supply will push down 

domestic interest rates, relatively to interest rates on foreign assets. This is likely to increase 

the demand for such assets and thereby increase the demand for foreign currency and depreciate 

the foreign exchange rate. 
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Within this broad scenario there is clearly scope for differences of opinion as to the stage at 

which portfolio adjustments will involve moving into foreign assets. At one extreme is the view 

that the exchange rate is essentially the relative price of two moneys so that assuming an initial 

position of equilibrium, an increased supply of the domestic one will have its immediate impact 

on an attempt to exchange part of the surplus for the foreign money. The result would be 

immediate depreciation of the exchange rate, 

Another view is that portfolio adjustments involving foreign assets come into force as a 

response to changes in interest rates on domestic financial assets. A third view sees foreign 

assets as exchange the exchange rate being involved only when portfolio adjustments have 

pushed up domestic prices of real goods and services. These views emphasize that there is no 

consensus on the question of how soon within the process of portfolio adjustments the foreign 

exchange rate becomes involved. 

The expectations transmission mechanism also embrace the exchange rate in a number of ways-

if for example people expect, interest rates to fall and prices to rise when they observe an 

increase in the money supply, then, they may adjust their portfolios in accordance with these 

expectations, rather than waiting for interest rates and prices to actually change. Similarly, if 

people expect the domestic currency to depreciate whenever the money supply increases, then 

observing such an increase is likely to lead to an immediate movement out of that currency 

forcing down its foreign exchange value. 

The depreciation of the domestic currency will raise the domestic prices of imports, some of 

these imports will be finished goods, and both consumer and producers and the increase in their 

prices will fit into the general level of prices. 

Secondly, there will be a cost-push impetus to prices coming through as a result of an increased 

cost of imported raw materials and semi-finished goods. The depreciation lowers the foreign 

currency price of exports at unchanged domestic prices. This increases the competitiveness of 

those goods and therefore makes domestically produced import substitutes relatively cheaper 

and could stimulate an increased demand for them and possibly push up their prices. These 

effects tend to raise the general level of prices and or the profitability of producers. This may 

well stimulate trade unions to seek compensating increase in wages and consequently cost push 

effects on prices. The greater the effect of the depreciation on prices, the smaller will be the 

effect on competitiveness and subsequently on output. 

The monetary policy transmission mechanisms can be summarized by the following schematic 

representation: 
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Source: Adapted from Bain and Howells (2003) 
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