
1

15-1

chapter 25
Transm

ission M
echanism

s
of M

onetary Policy:
The Evidence
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Tw
o Types of Em

pirical Evidence

Structural M
odel Evidence
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Structural M
odel Evidence

Advantages:
1.

U
nderstand causation because m

ore info on link betw
een M

and Y
2.

K
now

ing how
 M

 affects Y helps prediction
3.

Can predict affects of institutional changes that change link
from

 M
 to Y

D
isadvantages:

1.
Structural m

odel m
ay be w

rong, negating all advantages
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Reduced Form
 Evidence

A
dvantages:

1.
N

o restrictions on how
 M

 affects Y:
better able to find link from

 M
 to Y

D
isadvantages:

1.
Reverse causation possible

2.
Third factor m

ay produce correlation of
M

 and Y
15-4

Early K
eynesian Evidence

Evidence:
1.

G
reat D

epression: i Ø on T-bonds to low
 levels fi

 m
onetary

policy w
as “easy”

2.
N

o statistical link from
 i to I

3.
Surveys: no link from

 i to I

O
bjections to K

eynesian evidence
Problem

s with structural m
odel

1.
i on T-bonds not representative during D

epression: i very high
on low

-grade bonds.
2.

ir  m
ore relevant than i: ir  high during D

epression: Figure 1
3.

M
s Ø during D

epression (Friedm
an and Schw

artz): m
oney

“tight”
4.

W
rong structural m

odel to look at link of i and I, should look at
ir  and I: evidence in 1 and 2 suspect
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Real and N
om

inal Interest Rates

15-6

Early M
onetarist Evidence

M
onetarist evidence is reduced from

Tim
ing Evidence

(Friedm
an and Schw

artz)
1.Peak in M

s grow
th 16 m

onths before peak in Y on average
2.Lag is variable

Criticism
s:

1.U
ses principle: Post H

oc, Ergo Propter H
oc

2.Principle only valid if first event is exogenous: i.e., if have
controlled experim

ent
3.H

ypothetical exam
ple (Fig 2): Reverse causation from

 Y to
M

 and yet M
s grow

th leads Y
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H
ypothetical

Exam
ple in

W
hich Dm

/M
leads Y

15-8

Statistical Evidence
H

orse race: correlation of A vs M
 w

ith Y;
Friedm

an and M
eiselm

an, M
 w

ins
Criticism

s:
1.Reverse causation from

 Y to M
, or third factor

driving
M

 and Y are possible
2.K

eynesian m
odel too sim

ple, unfair handicap
3.A m

easure poorly constructed

Postm
ortem

 w
ith different m

easures of A: no clear-
cut victory
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H
istorical Evidence

Friedm
an and Schw

artz: M
onetary H

istory of the U
.S.

1.Im
portant as criticism

 of K
eynesian evidence on G

reat
D

epression
2.D

ocum
ents tim

ing evidence

M
ore convincing than other m

onetarist evidence:
Episodes are alm

ost like “controlled experim
ents”

1.Post H
oc, Ergo Propter H

oc applies
2.H

istory allow
s ruling out of reverse causation and

third factor: e.g., 1936–37 rise in reserve requirem
ents

and 1937-38 recession
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M
onetary Transm

ission M
echanism

s

Traditional Interest-R
ate C

hannels
M

 ↑, i Ø, I ↑, Y ↑
M

 ↑, P
e ↑, p

e ↑, ir  Ø, I ↑, Y ↑

O
ther A

sset Price C
hannels

International Trade
M

 ↑, i Ø, E Ø, NX ↑, Y ↑

Tobin’s q
M

 ↑, P
s  ↑, q ↑, I ↑, Y ↑

W
ealth Effects
M

 ↑, P
s  ↑, W

 ↑, C ↑, Y ↑
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Credit V
iew

Bank Lending
M

 ↑, deposits ↑, bank loans ↑, I ↑, Y ↑
Balance-Sheet

M
 ↑, P

e  ↑, adverse selection Ø, m
oral hazard Ø, lending ↑,

I ↑, Y ↑
C

ash Flow
M

 ↑, i Ø, adverse selection Ø, m
oral hazard Ø, lending ↑,

I ↑, Y ↑
U

nanticipated Price Level
M

 ↑, unanticipated P ↑, adverse selection Ø, m
oral hazard Ø,

lending ↑, I ↑, Y ↑
Liquidity Effects

M
 ↑, P

e  ↑, value of financial assets ↑, likelihood of financial distress Ø,
consum

er durable and housing expenditure ↑, Y ↑

15-12

Lessons for M
onetary Policy

1.D
angerous to associate easing or tightening w

ith
fall or rise in nom

inal interest rates.
2.O

ther asset prices besides short-term
 debt have

info about stance of m
onetary policy.

3.M
onetary policy effective in reviving econom

y
even if short-term

 interest rates near zero.
4.A

voiding unanticipated fluctuations in price level
im

portant: rationale for price stability objective.


