The Effects of Monetary Policy on the Real
Sector: What Do We Know? *

Introduction

During the 1970s OECD countries have been subjected to large
adverse supply shocks, high inflation rates, rising budget deficits and
an upsutge in unemployment. At the same time, radical changes
occurred in exchange markets following the collapse in the Bretton
Woods system. In the 1980s there has been a substantial improve-
ment in inflation petformance; however, trend growth has remained
generally low and unemployment stubbornly high, especially in Eu-
rope, while large external imbalances have emerged among major
OECD economies. The present decade has also witnessed a surge in
financial market liberalization and innovation, which has led to
greater capital mobility and higher volatility of domestic financial
conditions.

These developments have had important implications for the
formulation and conduct of monetary policy. In the mid-1970s, in-
creased emphasis was put on monetaty aggregates, culminating in
the widespread adoption of target-orfented monetary policies in re-
sponse to rising inflation. In more recent years, however, as the
money-income relationship broke down, monetaty authorities were
forced to adopt a more eclectic approach, The role of monetary
targeting was downgraded, while greater emphasis was placed on
stabilizing exchange rates in the context of coordinated policymak-
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ing, and on reducing uncertainty in financi.al markets (notab}lly afte;
the stock martket crash of Octobert 1987). Since the general_t f1lrust o
such changes has been in the direction of strengthening the in Clllemcef
of matket mechanisms in the allocation .of resoutces, the bur den o
monetaty policy transmission has increasingly fallen on market c?;%r-
mined financial prices such as interest rates and e.xchange rate;. e
ability of central banks to influence t_hese variables thus af.- an
impottant beating on the overall effectiveness qf monetaty policy.
Against this background, the purpose of this article is to assif:ss
the current state of undesstanding about the.effects of monetary policy
on domestic real sector variables — 'exper}dlture components, output,
employment and the price level — in the light ?f the recent experieélce
of the seven major OECD countries (the United States, ]apag, her—
many, France, the United Kingdom, Italy and Canada) iemdt rez
selected smaller open economies (Aust‘f'al}a, !:he Nethetlands an
Sweden).! The analysis begins with the dllstlnctlon between the com-
peting frameworks for monetary analys1‘s — mquet—clea;:mg versus
price level inertia — which predict a d1'fferent impact of monEta}ﬁy
policy on the real sector. It then continues with a review o tke
evidence based on a set of models representative of these frameworks.

1. The competing analytical frameworks

The current latge array of competing fra.m}eworks for the ana}L
ysis of monetary policy can usefully be divided into tW(:i mau&
groups. The first covers those based on nqn-clearmg goods an
fabour matkets — essentially the neo-Keynesian and monetatist ap-
proaches. The second covers those based on the m?rket clearing, ot
new classical, apptoach to macroeconomic modelling.

A) The traditional non-clearing markets approach

Neo-Keynesian and monetarist frameworks have ofteﬁ been
seen as representing exireme alternative descriptions of the way

! Fgr views on the role of monetaty policy in major OECD countries up to the early
1970s, see OECD {1975).
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economies work. In fact, both adhere to the traditional “short-run”
non-clearing markets approach, based on the “stylised fact” of iner-
tia in the adjustment of wages and prices. But given differences in
a number of other assumptions, they come to different conclusions
about the conduct and effects of monetary policy.

Neo-Keynesian thinking on the role of monetary policy is usu-
ally taken to be epitomised by the standard Hicksian IS-LM meodel.
In the simplest versions of this model, prices are taken to be given,
expenditure and money demand are interest rate sensitive and well
determined with identifiable parameters, while output is perfectly
elastic. Thus, monetary policy induced changes in aggregate de-
mand affect output and have no effect on prices. In modern ver-
sions of the neo-Keynesian model prices are not assumed to be
constant but to adjust gradually, and output is assumed to depend
upon the productive potential of the economy. The nearer to the
capacity limit of the economy the more that aggregate demand
raises prices and the less it affects output. This trade-off between
output and prices, known as the “Phillips curve” in its original
labour matket price-quantity formulation, is assumed to be suffi-
ciently robust to be exploited for stabilizing employment and out-
put, at least in the short run.

Another striking feature of the neo-Keynesian approach is the
assumed mechanism by which inflation is generated. Prices are
viewed as being determined by a simple mark-up on costs. One
implication of this is that aggregate demand pressure will have lit-
tle or no direct impact on prices and will have more powerful ef-
fects on supply. A second implication is that inflation is largely
determined by the attempts of labour to-alter the distribution of
income in its favour. With a full employment goal, monetary poli-
cy will have to accommodate any change in wage rates and prices.
Within this framework monetary policy has little role in containing
inflation. The control of inflation has instead to be based on mea-
sures to stem wage demands, such as income policies, wage indexa-
tion, wage-price guideposts and “social contracts”. Inflation in the
Keynesian world is largely a social phenomenon. Failure to recog-
nise this, and instead to try to achieve rapid disinflation via mone-
tary deflation, would accordingly result in high real costs for little
ot no short-run gain, especially if wage settlements are not very
sensitive to rising unemployment. In open economies under a
floating exchange rate regime, monetary policy could be expected
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to influence inflation via the response of the exchange rate and,
hence, import prices. In general floating exchange rates would be
expected to worsen the output-inflation trade-off and, thereby, re-
duce the potential gains to discretionaty stabilisation policy.

Monetarist thought has diverged from neo-Keynesian ideas on

a number of issues. Perhaps the most important point of diver-
ence concerns the confidence with which a well-determined mod-
o] of the economy can be identified. While generally rejecting the
possibility of generating such a model, and, therefore, discounting
completely the simulation vesults of large-scale Keynesian models,
monetarists have placed substantial emphasis on the power of the
same econometric techniques to identify a well-determined struc-
tural money demand funcidon and a “reduced form” relationship
between money and nominal income. At the same time they have
been noted for maintaining that such a relationship suffers from
“long and variable lags”, which ptevent the efficient use of active
monetaty stabilization policy. It would not be too much of an ex-
aggeration to characterise monetarist thought on the business cycle
as viewing this feature of non-market-clearing economies not only
as a disequilibrium phenomenon but also as a largely monetary
phenomenotl. According to this view the excessive swings in eco-
nomic activity could largely be avoided by formulating monetary
policy in terms of a simple rule for the growth of an appropriate
monetary aggregate.

A second important point of divergence concetns the long-run
effects of monetaty policy on output and employment, which mon-
etarists assume to be nil. Formerly opinion divided on the exis-
tence of a stable long-run trade-off between inflation and output
implied by the Phillips curve. Such a trade-off is rejected by mone-
tarists on the grounds that it scems to imply an implausible degree
of money illusion. While being prepared to accept that inflation
might not be fully anticipated in the short rum, they cannot sup-
port the idea that such esrors will remain persistently large in the
long run. The monetarists’ alternative view of the Phillips curve is
¢hat it is a short-run phenomenon caused by expectational errors.
So if inflation suddenly accelerates, this may lead to an increase in
output and employment because labour costs (real wages) decline
given temporarily fixed nominal wages. This situation will only
last, however, as long as it takes to adjust nominal wages to the
new level of expected inflation. Output and employment will then
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return to their former levels. In these circumstances the only way
in which higher output and employment can be maintained will be
to accelerate the rate of increase in inflation in order to stay ahead
of expectations. This implies an ever deteriorating trade-off, a
given level of “excess employment” requiring more and more infla-
tion in 'the long run., Such a situation is, of course, not sustainable
Actual inflation will then coincide with expected inflation and the
economy will revert to its natural long-run equilibrium output
growth and employment rate.

o 'I"his monetarist interpretation offers a considerably more pes-
simistic prognosis of the scope for trading output against inflation;
it de'pends on the speed with which wage rates respond to inﬂatim;
and is at best temporary, It also offers a bleak outlook for attempts
to achieve rapid disinflation via monetary deflation. If nominal
wage rates do not adjust quickly, disinflation will be accompanied
by high output and employment costs. This has led monetarists to
advoFate a gradualist approach in which the money supply growth
rate is decelerated very slowly in the hope of reducing the adverse
output and employment consequences.

According to this interpretation, an exploitable temporary
trade-off between output and inflation may exist, however, as long
as expectations, formation is slow to adjust to changing circum-
stances, because it is confined to an adaptive process that uses past
v.aI}Je:s. of inflation alone, or because there are persistent nominal
r1g1d1t.1es (for example long-term nominal wage contracts). Under
afiapt{ve expectations when price increases accelerate, this will
give rise to systematically biased forecasts of inflation which, if in-
terpreted as involving a favourable change in relative price; (real
wages appear higher than expected), may cause a positive supply
response. If expectations formation is, on the other hand, forward-
¥ookmg and is based on all relevant available informatio,n includ-
ing aspects of the process by which inflation is generated, no ex-
plo%table trade-off will exist. For example, assuming that n;onetary
policy is the sole determinant of the price level and such policy
can be observed then the price level will be known also. No
etrors will occur in expectations, and movements in nominal wage
rate j:vill not be mistaken for movements in real wages. Perfect
foresight s, however, not a requirement for the elimination of
an exploitable trade-off based on expectations errors, In ge-
neral all that is required is that price forecasts be based on the
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officient use of all available information — that is be rational —
and that there be an absence of asymmetties in information. The
monetary authotities, for example, should not have superior infor-
mation to the private sector about the inflation process. Even in
the absence of expectations etrors, however, price and wage iner-
tia may give rise to an exploitable short-run trade-off.

The concept of rational, or at least forward-looking, expecta-
tions and the absence of a favourable long-run inflation-output
crade-off is now widely accepted by both monetarists and neo-
Keynesians. But despite this convergence of views, differences still
persist about the long-run effectiveness of monetary policy. Mone-
rarists have tended to characterise the equilibrium ot long-run
state of the cconomy as being a “natural”, unique reflection of
market structutre largely impetvious to monetary policy induced
shifts in aggregate demand. Under these citcumstances there can
be no lasting gains to activist monetary policy. Some neo-Keyne-
sians have, on the other hand, advanced the possibility of elimi-
nating low output growth and high unemployment, which they
believe to be responsive to aggregate demand, up to the capacity
limits of the economy. Modetn neo-Keynesian analysis of undet-
employment equilibrium is based on the concept of “hystetesis”
— the tendency for the equilibrium rate of unemployment to be
strongly dependent on the actual rate (see Linbeck and Snower,
1987). The implication of this is that there is no unique “natural”
or equilibrium level of output or unemployment. According to
this view the immediate and short-run effects of monetary policy
on real economic activity can remain mote or fess permanent,
with no automatic tendency to revett to some other long-run
trend, even when the price level has fully adjusted. According to
neo-Keynesians the existence of hysteresis and some real activity
cffectiveness of monetary policy would justify, if not fine tuning,
some “gross tuning” to reduce high unemployment.

B) The new equilibrium business cycle approach

Keynesian and monetarist framewotks are predicated on the
assumption that in the short run the economy may be driven into
disequilibrium, a situation seen as undesirable and which should

“be avoided or cotrected. Since the eatly 1970s a radical alterna-
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tive to this view has emerged. The key proposition of this new
a.pprc?ach, known as “new classical economics” (due to the inspira-
tion it d.raws from classical equilibrium analysis) is that prices al-
ways adjust sufficiently to maintain continuous market clearing
This approach does not, however, reject the idea of a business cy:
f:le. Indeed, in a continuous matket-cleating framework, the cycle
is an ?qyﬂibrium phenomenon which may not be undesirable and
even 1.f it was the case, may not be cotrectable. Rational expectai
tions is also an important feature of the new classical approach
thm'lgh less hinges on this assumption alone than its presence in
conjunction with the assumption of market clearing.

Such an approach has far reaching implications for the ef-
fect's of monetary policy and its potential as a tool of stabilization
pohcy. New classical economists have typically dismissed the idea
of using monetary policy to stabilize output and employment. In
thelr‘ analytical framewotk, real variables can only deviate from
ffﬂl 1r}formation values because of random (non-systematic) varia-
tions in the price level induced by monetary policy. The essential
prediction of this framework is that only the unanticipated compo-
nent of monetary policy will bave any real effects. The price level
on ‘t]:‘1e other hand, will depend upon both the unanticipated and
3nt1c1pated components, One implication of this (known as the

I‘Aucas effect”), is that a monetary policy which is “noisy” or
hlghly variable will tend to cause price level variability, which
?vﬂl swamp relative price changes. This may lead to a tenciency to
interpret all price changes as reflecting changes in the general
price level, thus hampering the efficient working of the price
mechanism and inducing a lower level of economic activity.

In addition, the view is also held by some that high rates of
money g{:czwth, even if these are not patticularly volatile and are
fu1.1y anticipated, cause instability in the price level and relative
prices. The reason for this is given by the conjecture that high
inflation, associated with high money growth, causes the price
level to have a higher variance and relative prices to be more dis-
pe'rsed. This is sometimes referred to as the Friedman effect (see
Friedman, 1977). Such a connection between the rate of inflation
and' relative price dispersion arises from the different speeds at
Wl’.llch individual prices adjust. A pure inflation, one where the
price Iejrel changes but relative prices remain unchanged, may not
be possible because markets are segmented, behaviour is ,sIower to
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adjust in some sectors, of because price controls vaty from indus-
tty to industry. If high and unstable monetary growth leads to a
situation in which prices do not contain the same degree of reli-
able information as they do under more stable conditions, the al-
locative efficiency of the economy may suffer and output and em-
ployment may decline. This negative effect of high money growth
may be offset by the Mundell-Tobin effect (see Mundell, 1963 and
Tobin, 1965). Given the short-run fixity of the capital stock and
the absence of interest payments on money, increased inflation
will lower the expected return on money and cause a portfolio
switch away from real money balances to capital g_o'odf,. If the
output of capital goods can be increased future e'ql‘nhbrlum out-
put will be higher. The slope of the long-run Phillips curve will
depend on the relative strength of the Friedman effect on the' one
hand — tending to make it positive, worsening the output infla-
don trade-off — and the Mundell-Tobin effect on the other —
tending to make it negative and improving the long-run trade-off.

In the equilibrium business cycle approach the full informa-
tion equilibrium, or “patural”, values of variables ate taken to be
the “best” (Parcto optimal) that can be achieved. Given that the
full information equilibrium is the “best” position for the econo-
my, unanticipated policy is undesirable (see Barro, 1980). Viewed
in this way the new classical framework provides, from a c%lfferent
perspective, an alternative rationalization for simple, credible an-
nounced monetary targets to that offered by traditional mone-
carists, As far as disinflation is concerned it gives the comfortable
prediction that monetaty policy can achieve a rapid and cqstless
reduction in inflation if the policy is well understood and is be-
lieved. _

The qualification that policy must be believed or be “credi-
ble” to have desirable effects — inflation control with no output
ot employment costs — has recently become the focus of much
attention in the theoretical literature on monetary policy. It has
been shown that in a world where expectations are forward-loqk-
ing and monetaty authorities have the power to temporarily raise
output of lower unemployment, either by creating mote money or
by exploiting rigidities in wages and prices, a policy of maintain-
ing low inflation may be “vime-inconsistent” and, therefox:e, not
credible (see Barro and Gordon, 1983). The problem of time-in-
consistency arises when the monetary authorities attach some
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weight to lower unemployment and higher output which they
may be tempted to strive for when inflation is low and, therefore,
not seen to be an immediate problem. If private sector agents re-
alise that a policy of low inflation is not compatible with the
short-run incentives facing the monetary authorities, the best they
can do to avoid a fall in real earnings is to set wages and prices
assuming that the authorities will pursue their short-run inclina-
tion to inflate. Knowing that the private sector will behave in this
way, the authortities could choose not to inflate, but in this case
real wages will prove too to be high and employment and output
will suffer. In such circumstances the authorities would probably
prefer to allow private sector expectations to be realised by mone-
tary expansion.

A number of schemes have been advanced to avoid this in-
flation bias. One involves the adoption of a commodity standard
like gold. A second involves precommitting the monetary authori-
ties in some way, for example by a legal or constitutional devise
forbidding inflationary monetary expansion. But even without
this, it has been suggested that low inflation could still be main-
tained if the monetary authotities have a reputation for low infla-
tion, which they value at least as much as any temporary output
gain from expansionaty monetary policy (Backus and Driffill,
1985). However, establishing and maintaining a favourable repu-
tation, especially for authorities identified as permissive of high
inflation in the past, is difficult and may imply a protracted peri-
od of low growth and high unemployment. Reputation may also
be lost quickly if discretionaty measures designed to boost output
growth are adopted by monetary authorities.

There are reasons for believing, however, that discretionary
monetary policy may play no more than a minor role in explain-
ing variations in real economic activity and may not be able to
account for the strength of the cortelation between money and
real growth. From an a priori point of view, the assumption that
significant informational gaps would persist, motivated by max-
imising behaviout, seems as arbitrary and ad hoc as the assump-
tion that prices do not adjust instantaneously because of unspeci-
fied costs of adjustment. In practice, there exists a good deal of
information that might help to avoid confusion between relative
price. and absolute price level changes (see King, 1981). Many
goods are traded throughout the economy and the prices at
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which they are sold in different localities are easily established. Al-
so there is readily available information on such global price vari-
ables as the exchange rate and interest rates. Moreover, in some
countries preliminary monetary statistics are available with a very
short lag.

If monetaty disturbances are rejected as a source of the busi-
ness cycle two questions temain to be answered: (i) why are the
money supply and real activity correlated? and (i) what is the
cause of variations in real activity? One explanation, jronically al-
ready often advanced by some Keynesians, for the existence of a
significant correlation between money and real activity is that te-
verse causation is responsible, the money supply responding posi-
tively to money demand which is determined by changes in the
level of real activity (King and Plosser, 1984). But if the observed
correlation has indeed been derived from data in which money is
endogenous, it leaves open the question of what would happen if
monetary policy ceased to accommodate output changes; would
output be affected ot would the offects be confined to prices? One
emetging approach to macroeconomic analysis known as the real
equilibrium theory of the business cycle posits that exogenous mone-
tary policy would have no real effects and that the business cycle is
an exclusively real phenomenon (sec Kydland and Prescott, 1982
and Long and Plosser, 1983), In this framework monetary policy
could not even be destabilizing (random action has no real conse-
quences) and it does not matter whether monetary policy an-
nouncements are credible or not. The source of the serial cortela-
ton observed between output and employment are real shocks.
Viewed in this light, the business cycle, as well as being indepen-
dent of nominal monetaty policy, is a desirable response of the
economy to supply shocks. An important implication of this frame-
work is that the monetary authorities have no incentive to bring
about inflation, monetary policy cannot be time-inconsistent and
there is no reputation problem.

The challenge offered by the equilibsium business cycle ap-
proach has received considerable attention in recent years. This is
not surprising in view of the important consequences that such an
approach implies for the conduct of monetary policy. In particular,
the high costs commonly attributed to disinflationary monetary
policy and which are used to justify a gradualist policy towards
inflation control are seen, from this analysis, as exaggerated.

H
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2. An overview of the empirical evidence

The discussion in this part begins with a review of evidence based
on models which are in the spirit of the traditional non-clearing
markets approach to monetary analysis. This is followed by a review
of the evidence on the relevance of equilibrium business cycle models.

A) The effects of monetary policy under slowly adjusting prices

The following analysis is based mainly on evidence from some
thirty latge scale models, a list of which is given in Table 1. Al-
though these models differ in numetous ways many of them share a
broad basic structure. Nominal wages and prices exhibit inertia so
that employment and output respond to changes in aggregate de-
mand. Aggregate supply is essentially demand determined in the
short run and prices are set as a mark-up on variable costs. These
costs include import prices and wage costs. Import prices are deter-
mined by, among other things, the exchange rate. Wages are deter-
mined by some version of the expectations augmented Phillips
curve, price expectations and excess demand being the main factors
driving wages. Price expectations are typically adaptive and not
model consistent. In this framework monetary policy directly affects
aggregate demand and thereby output and employment. Monetary
policy affects prices by influencing costs; it influences import prices
via the exchange rate and wage costs via its impact on excess de-
mand, often equated with the unemployment rate. One implication
of this is that monetary disinflation is achieved by an unavoidable
reduction in real economic activity. In addition to the evidence from
large scale models, the properties of which essentially reflect the
strong pior beliefs of the model builders, the results of a number of
single equation studies arc also considered here together with some
empirical work undertaken by the OECD Secretariat.

1. The effects on real expenditure

The empirical assessment of the role of monetary policy in
goods markets has tended to concentrate on its impact on the main
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TaBlE 1
1LIST OF NATIONAL AND TNTERNATIONAL MODELS

Abbreviation Fre- .
Countty Models {retsion) queney” Authotity tesponsible

United INTERLINK OQECD  (85) QECD

States MCM MCM  (82) Int!. Finance Div., Board of Govetnoss
’ MCM  (84) of the Federal Reserve System
DRI annual DRI (82 Data Resources Incorporated
Chase CHA (82} Chase Feonomettics
Whatton WHAR (82} Whaston School
MPS MPS (85) Federal Reserve System
Japan INTERLINK OECD  (83) QOECD

World model WLD  (82)
 (revised) WLD (84)
Germany  INTERLINK QFCD (83}

Fconomic Planning Agency
Fconomic Planning Agency
QECD

Bundeshank BBE. (82) Bundesbank
" (tevised) BBK (84) Bundesbank
France INTERLINK QFCD (8% QECD
Metric MET (81) INSEE
Copain corp (81} Direction de la Prévision
Metric (revised) ~ MET (83) INSEE
QFCE QFCL  (8) Obsesvaroite Frangais de Conjoncture

S
Q
Q
A
Q
A
Q
S
Q
Q
s
Q
Q
5
Q
A
Q
Q
Economigue
Bq. France {provis.) BDF {86) Q Banque de France
United INTERLINK QFCD (85 $ QECD
Kingdom  HIM Treasuty HMT (82 Q
* M (revised)  MT (84 Q
Baok of England BEE (84) Q
Q
Q
A
S
Q
S
Q
A
Q
Q
Q
Q
A
Q
A
Q

National Instimte NIESR  (84)

LM, Treasury

H.M, Treasury

Bank of England

Nat. Inst. of Economic and Sccal

]
)
)

Research
1BS model LBS (B4) London Business School
Liverpool Liv {84) Liverpool University
Ttaly INTERLINK OECD  (83) QECD
Bk, Italy (provis) BXI (86) Bank of Ttaly
Canada INTERLINK QECD  (83) OECD
RDXF RDXF (82) Bank of Canada
Candide CAND (82} Conseil Fconomique
QFs QRS (82) Ministére des Finances
SAM T SAM {82) Bank of Canada

SAM {revised) SAM (83} Bank of Canada

RDXT (revised) RDXF (84 Bank of Canada
Australia RBII RBA (84} Reserve Bank of Australia
AMPES AMPS  (86) Fconomic Planning Advisory Council

etherlands FREIA FREIA (82) Central Planning Bureau

N
MORKMON MEM (85 Bank of Nethetlands

*§ = gemestrial; @ = quarterly
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component of private expenditure — business and residential invest-
ment, copsumption, imports, exports and inventoties, The evidence
on the role of financial variables (such as interest rates, money bal-
ances, exchange rates, financial net worth, credit availability, etc.)
and non-financial variables (such as inflation, real income, etc.) in
the determination of these categotics of private spending is discussed
in detail in an earlier version of this paper (see Chouraqui et al.,
1988). Therefore only the main features of that discussion are out-
lined here.

Monetary variables usually have some direct role in explaining
expenditure but they are not generally the major proximate determi-
nants. Of the financial variables affecting expenditures, interest rates
appeat most frequently in the models considered, especially in equa-
tions explaining business and residential investment. Exchange rates,
whete these are allowed to vary, are important determinants of trade
flows, and hence the current account of the balance of payments;
they are, however, rarely used to explain directly other categories of
expenditure. The same is true for other financial variables, such as
money balances (real and nominal), financial net worth and credit
availability, the inclusion of which in models is rarely successful. In
fact the main determinant of all categories of expenditure turns out
to be the overall level of aggregate demand. It is, therefore, predom-
inantly via its impact on aggregate demand as a whole that monetary
policy influences the different categoties of expenditure, its small
initial impact on each being magnified by multiplier and accelerator
mechanisms. Moreover, the relative importance of financial and
non-financial variables and the magnitude of the impact and dura-
tion of monetary policy effects differ between categories of expendi-
ture, and between models for the same type of expenditure.

One feature of recent evidence which differs from studies of
earlier vintage is the presence of significant interest rate effects. This
could imply a number of things. It could signal a higher degree of
responsiveness of expenditure to interest rates; but it could also
merely reflect the fact that the effects of interest rates have become
more transparent now that they are allowed to vary more freely.
According to this last argument, if interest rates are not flexible then
their measured effect on expenditure will tend to be biased towards
zero because other variables will tend to account for more of the
variation in spending. At the limit, if the rate of interest were fixed
over the whole of the estimation period it would show no effect on
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the level of expenditure even if botrowing costs were an important
consideration in spending decisions. Alternatively,. the new _found
importance of the rate of interest could reflect dlfferences' in the
statistical tests used and the availability of longer runs of data in more
recent empirical work. .

There ate two majot reasons, however, for thinkn.]g that the
effects of interest rates may have become more significant in thf? wake
of financial market deregulation and recent developments in the
macroeconomic environment, First, the very high levels that interest
vates, and in particular real rates, reached in the early 1980s may have
passed thresholds beyond which “consciousness” of borrowing costs
is awakened. Whether or not this sensitivity will persist when ree_tl
interest tates have fallen to more normal levels is uncertain. But this
would be more likely to be the case if deregulation has permanently
raised interest rates to higher “normal” levels, which it may well have
done if the perception that credit rationing was important in ?he past
is correct, Also the volatility that has been expetienced in fmancl-al
market yields may have increased the risk premium includec‘ilm
interest rates. Second , the development of freer and more competitive
financial matkets may have raised the average interest elast}c1ty of
private sector expenditure, This may have happened because interest
rates changes spread more quickly, affecting a larger number of
transactions and borrowets, or because financial assets have become
more substitatable as a result of reduced market segmentation (the
changes in interest rates thus altering the return on all'finanaal assets
vis-a-vis physical assets). Finally, the growth in variable rate %oan
contracts and short-term lending implies that interest rate adjust-
ments will have a larger impact on overall borrowing costs, because
they will affect outstanding loans as well as new logn contracts, This
effect is likely to be especially important in the United States. In the
case of rising interest rates, the impact will depend upon the extent
to which borrowers are approaching the limits of their capacity to
service the interest payments on existing loans. '

The factots acting to raise the intetest rate responsiveness .of
expenditures may, however, be offset by other inﬂuencefs. T'he in-
creased availability of variable rate financing and hedging instru-
ments may reduce the impact of a large rise in interest rates becaus'e
the fear of being locked into high borrowing costs 1s @essened. This
is especially likely if a tightening of monetary policy is expected to

be only temporary. Moreover, the higher volatility in interest rates
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and prices that has been experienced recently, if this has reinforced
uncertainty about future inflation, may mean that a larger increase in
interest rates is needed in order to achieve a particular increase in
expected real credit costs, In addition, if nominal interest rates adjust
rapidly to reflect changes in inflation expectations, shifts in monetary
policy may have less impact on real rates and, therefore, less influence
on expenditure,

Another reason why interest changes may have, in particular, a
reduced impact on physical investment is related to the phenomenon
of “short-termism” in financial markets — i.e. the tendency to give
excessive weight to immediate and short-term returns to financial
investment. The idea that financial markets are myopic is not new;
it dates back at least to Keynes and is a popular notion among
industralists in some countries (sec Keynes, 1936 and Knight, 1981).
Although this problem has not been studied extensively, there is
some evidence of financial matket myopia (see Nickell and Wad-
hwani, 1987). What is less clear, and this is something that empirical
researchers have not addressed, is whether short-termism is becoming
a more important problem in the present context. There are those
who see short-termism as being bound up with the structure of the
economic and financial system and, therefore, view it as a feature of
financial markets that has been present for some time.” On the other
hand, some consider that the development of sophisticated financial
markets, dealing with spot and short-term futures and options con-
tracts, may have permanently shifted flows of funds away from phys-
ical investment. Also the more competitive environment that fund
managers have to operate in nowadays may necessitate adopting a
very short investment horizon. Furthermore, the worldwide boom in
stock markets since the early 1980s may have shifted funds into assets
which are easily traded on secondary markets. In this environment,
companies not large enough to attract equity finance may thus not
be able to easily obtain loans for physical investment whatever the
rate of interest.

? See MAYER {1987) who ties to account for differences in the investment performances
between the United States and the United Kingdom on the one hand with Japan on the other,
in terms of the structure of their financial systems, The comparatively better investment rate
in Japan is attedbuted to the close involvement between Japanese banks and the corporate
sector. He argues that despite being competitive {and pethaps even becavse of this} the
financial systems in the United States and the United Kingdom have not been efficient
providers of funds to industry.
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Thus, overall, it is not possibile to say 4 priori if interest rates
now have a more important effect on expenditure than in the past.
The limited evidence that is available on this issue is also far fropl
being decisive, though some recent stu.di'e.s h?ve reported results in
suppott of increased interest rate elasticities.

é. The effects on inflation

The existence of some long-run causal relationship between
money and the price level is rarely challenged. The question (.)f
whether it is the price level which adjusts to exogenous changes in
the money stock or whether instead money acco.mmodates exoge-
nous pressures on the price level continues to be disputed. Lolng—rilfl
money neutrality implies that exogenous money groxyth will uld-
mately be fully reflected in the aggregate price leyel. '.I'hls'assutnptlon
which seems to be a plausible first order approximation 1s, ho‘xfever,
difficult to establish empirically. Much of the e\;:idex}cc? that is ad-
yanced in supportt of a long-run money-inflation 11‘nk is in fac!: anec-
dotal in nature (for example, descriptions of hyperinflation episodes)
and as such has been criticized as lacking rigour. Other approaches,
which are designed to ovetcome this lirpitation, have: bfaen adopted
recently. One of these involves measuting the association between
money growth and inflation on a cross-country bas“ls over a lqng
period, the idea behind this being th'a:t problems of “noise” in hl%1
frequency data will be avoided by using only one obsetvation 1(lt e
average value over a given period of time) fo‘r each country. 'Sucdan
approach and other time seties analyses, which are also designed to
extract the long-run “signal” in the data, generally support th.e propo-
sition that money growth has a permanent effect on the price level,
ander the assumption of an exogenous money supply (see Lucas,
1980). None of these tests, however, are capa}ble of settling the
question of causality between money and i’nﬂatlon. ‘
Most mactoeconomic models which incorporate non-clearing
markets predict that the relationship be'tween money growth and
prices will be weaker in the short-to-medium run than over the long

* AXHT AxuTAR and Harrs (1987) for attempts to measure the cpang-
i vy A (1983 and The results reported in botlg of these papets point to
ing role of interest rates in expenditure, The results rep

an increase in the sensitivity of expenditure to interest rates.
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run. Additionally the widely-held view that the speed of price adjust-
ment is variable would tend to suggest that the relationship will also
be unreliable. On the whole, the evidence seems to bear out the idea
that a strong and reliable short-run money-growth-inflation relation-
ship is difficult to establish (see Chouraqui ez. al., 1988, for a discus-
sion of some evidence for major OECD economies). This may explain
why monetary aggregates are gencrally absent from equations ex-
plaining prices and price expectations in large-scale structural mod-
cls. Nevertheless, in these models monetary policy typically has im-
portant effects on prices, via its influence on cost variables such as
import prices, capital and inventory costs and wages. In other words,
ptices are determined as a mark-up on such costs,

An important channel by which monetary policy affects the
domestic price level in most models is via its influence on the ex-
change rate and, hence, impott prices, which depends on the extent
of the adjustments made by traders to their cost-price margins. Al-
though the usual range of estimates is between 0.2 and 0.3, these vary
considerably over the choice of index, the country in question and
the particular study. In some models the cost of capital also enters
directly in price equations, for example via the cost of mortgage
finance or borrowing costs in general, and occasionally via credit
availability. In a few models the price-cost mark-up process incorpo-
rates inventory costs and hence the rate of interest, as the opportunity
cost of holding real assets, These effects of interest rates on prices are
especially prominent in models of the French economy. The more
open the industrial sector to foreign competitiveness, however, the
weaket the mark-up of prices on unit costs such as inventory costs.

To gain further insight into the role of monetary policy in the
inflationary process as described in structural models, it is necessary
to examine the determination of wage inflation. This is usually encap-
sulated in some version of the “expectations augmented Phillips
curve”, according to which nominal wage inflation depends on infla-
tion expectations and demand pressure that is usually reflected in the
rate of unemployment. As expectations ate often assumed to be
formed adaptively and, therefore, to be independent of the current
stance of monetary policy, any influence that monetary variables
exert on wage inflation must come via their impact on excess demand
and the degree of nominal wage indexation to the price level. On the
whole, indexation is more tapid in Europe and Japan than in North
America. In Europe full indexation generally occurs within 2 to 4
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quarters following a price level increase, while in the United States
and Canada full indexation often takes from 8 to 12 quarters. 'I"hls
difference partly reflects the fact that adjustments of nominal
wages for cost-of-living changes generally occur ex post, coupled
with the fact that wage contracts in North America have a longer
duration — typically 2 to 3 years — th,an those in Furope ax}lld
Japan where the usual bargaining cycle is one year. Though the
notion of indexation tends to suggest that price lev'el changes 1ea'c1
wage changes, it should be noted that in most naylonal models, if
prices can affect wages they do so as part of the adjustment process
of wages in response to excess demand pressures.

3. Monetary policy and the price-output split

As already noted, if prices exhibit significant inertia, any im-
pact that monetary policy has on aggregate demand will, in the
shott to medium run at least, be distributed over both the level of
output and the price level. The extent to which these are affected
is of considerable importance in assessing the role of monetary pql-
icy. If changes in aggregate demand are dominated by. changes 11n
the price level this may mean that significant output gains can only
be achieved by expansionary policy at the cost o.f a ?‘.u_bstar%tial in-
crease in inflation but that, at the same time, rapid disinflation can
be brought about at little cost in terms of output. 'As far as the
costs of disinflation are concerned these may be considerable if ag-
gregate demand changes are mainly reﬂe.cted in output. y

One way of measuring the overall impact of monetaty po 1c1y
on prices and output is through a dynamic sngu!atmn of mc_;de $
involving all potential monetary policy transmission mechanisms.
The following discussion compates the simulation results fr(?m the
main disaggregated models listed in Table 1 fc')r the countries un-
der review.® As instruments for assessing the impact of monetary
policy in the current environment these models .have, howe:ver, a
number of limitations. The weight unavoidably given to eatlier pe-
riods, through the use of long runs of data, stretching back to the
1960s, may be misleading and it is difficult for latge models to be

4 Qoo CHANLEE and Kat0 (1984) for a comparative analysis of some of these models
in their pre-1982-83 versions.
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adapted quickly to incorporate recent developments, Moreover, it
beats repeating that the overall structure of these models is essen-
tially imposed on the basis of the prior beliefs of the model
builders; besides they often contain a mixture of statistically esti-
mated parameters and imposed judgemental parameters. These
models should, therefore, be seen as reflecting particular lines of
thought rather than as the outcome of an exhaustive testing proce-
dure. :

Monetaty policy simulations of large-scale models are typically
conducted in terms of an exogenous change to a key short-term
nominal interest rate. Simulations conducted in terms of a measure
of the money stock are comparatively rate. Arguably short-term in-
terest rates are closer to the instruments that monetary authorities
actually control directly. Nevertheless, there are problems with us-
ing nominal interest rates to measure the stance of monetary policy
over anything but the very short run. The reason for this is that a
permanent change in the rate of interest requires an accelerating
rate of change in money growth. Ideally, therefore, simulations
should be conducted in terms of the ultimate instruments of mone-
taty policy with models incotpotating well-specified links between
such instruments and other variables in the transmission process.
Unfortunately these links are not quantitatively well understood
and are not included in existing models.

Three types of simulation results are surveyed here, which are
reported in Tables 2, 3, and 4 respectively: those conducted in
terms of a once-and-for-all decrease in the stock of money; those
based on a permanent reduction in the rate of money growth; and
those involving a permanent increase in the level of nominal inter-
est rates. It should be noted that these simulation results are not
the product of exactly the same experiment and that they are not,
therefore, fully comparable. Simulations have been performed us-
ing different baseline assumptions regarding the “neutral” stance of
monetary policy and the settings of other policy variables such as
fiscal deficits, which may be an important factor in explaining the
striking dispersion that appears in the results. Nevertheless the fol-
lowing features are wortth noting:

i) According to all simulation results, a tightening of monetary
policy has a restrictive impact on nominal income, the magnitude
of which is greater under a floating exchange rate regime than it is
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under fixed exchange rates. This finding supports the view that the
exchange rate, when floating, is an important channel for the trans-
mission of monetary policy. The way in which this operates is easy
to envisage: the exchange rate appteciates in response to tight mon-
etary policy, loweting import prices. In the absence of purchasing
power patity, partly due to slow price adjustment, the real exchange
rate also rises and output falls because of the worsening of compet-
itiveness (terms of trade improve ). Under fixed exchange rates mon-
etary policy changes may be offset by capital flows as reported by
simulation results showing that, in such a case, the response of money
growth to interest rate changes is generally smaller than under flex-
ible rates. This difference is, however, often small, suggesting that
effective sterilization of capital flows may bave occurred ot that
exchange rate tegimes may not be well specified in the simulations.

if) Although both output and prices usually fall in the face of a
restrictive monetary policy, a few models exhibit stagflationary out-
comes. Some interest rate simulations in France, the United Kingdom
and the Netherlands, under fixed exchange rates, generate a decline
in output but a rise in the price level when policy is tightened. This
outcome could be the result of the effects of monetary policy tight-
ening on nominal financial costs, which are passed on to prices,
thereby eroding households’ purchasing power. According to a re-
cent (end-1986) experimental version of the OECD INTERLINK
model, where prices largely depend on a mark-up on the user cost
‘of capital and hence on long-term interest rates, this stagflationaty
effect may occur in most countries except the United States.” The
mirror image of this, an anti-stagflationary outcome (lower inflation
and higher output), is generally not found even in the medium run
(last year of the simulation, typically the 5th or the 7th year). This
does not encourage the view that monetary disinflation will quickly
(or within the sorts of periods covered by simulations) succeed in
establishing the conditions for higher output growth.

iii) The short-run split of nominal income between output and

3 "The different behaviour of the United States might be due to the higher share of raw
materials in the U.S. economy and the greater importance of demand in determining the
prices of these products {¢f. SYLOS LABINL, 1982).
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: TABLE 2
EFFECTS OF A ONCE-AND-FOR-ALL 1 PER CENT RED
IN THE MONEY STOCK" HeTion

‘ Memorandum jtems:
Couniry Model Short-term{a) Medium-term(b) Year of Txchange _ Interest rate
. peak effect Short- fum-
GDP  Prices GDP  Prices GDP elc?ricé:s fE’;]e te:::‘:(la} tl\edt(iglé;n
L. Floating exchange rates
United States MCM 82 —05 -0.1 02 05 2 L 0.7 0.6 0.4
Canada CAND 82 —0.1 -04 -0.1 04 L L 1.1 0.7 0.8
RDXF84 —03 -0 0 -08 2 L 10 03 0
Australia RBA 82 —0.5 0 -02 -0.1 3 2 1.2 0.5 1.4
. RBII &4 -03 -08 - ) ' '
2, Fixed exchange rates 2 2 - . 02 01 04
United States MCM 82 0.3 0 -02 —03 p: L 0.7 0.6
Canada RDXF 84 —0.1 0 0 0 2 L 0.4 0.3
Australia RBA 82 —04 [ ~0.6 0 2 2 0.3 0.9
RBIL84 —02 07 —08 -1 L 1 0.1 0:5

* A ance-and-for-all shock is applied by 1 i
L | by lowaring the path of a choscn money aggregate relative to I :
bave been normalized to represent a 1 per cent shock by taking the tatle of cach garﬁa l(g dcvi.aEoﬁeftgr;‘stk:sl;iﬁsg]iln?zglg

that of money stock. TFox sitnpler comparisons with : i i
that of loney shock reducliu?) . ™ with other tables, a minus sign cottesponds to a dectease (in output or prices)

.. = ot availahle or inapplicable.

L = Last year teported.

a) Shott-term = avetage of frst three yoars.

b) Medium-term = last yeat of simulation (5th to 7th year).
Source: National medels (sce st in Table 1),

TABLE 3

EFFECTS OF A CONTINUOUS 1 PER CENT REDUCTION IN THE 2
OF MONEY GROWTH " . RATE

Memorandum lrema;

Countty - Model Short-term{a) Medium-tetmfb} Ratio of growth rates {medinm-run)
GDP Prices GDP Prices Gor Prices

1, Floating exchange rates

United States DRI82 04 -0.3 0.0 0
. . X —0.4 0.0 0.
CHA 82 -02 -0.1 -0.1 -0.1 0.0 —gg
WHAR 82 —0.4 00 -0l —03 0.0 —07
MPS 85 -0.7 =03 -0.3 -0.8 +0.3 -1.8
Canada SAM 85{c) -0.2 -0.4 0.0 -1.0 0.0 -1.0
RDXF 85 —02 01  —-01 04 0.0 -0.7
Australia RBIT 84 -0,6 —1.6 -24 9.8
2, Fixed exchange rates
United States MPS 85 -0.7 =0.2 —0.4 -0.7 +0.3 -1.7
Canada BRDXF 85 -01 0.0 —0.1 -0.1 0.0 —0.2
Anstralia RBTL 84 0.4 —~1.4 -1.6 —8,2

* A 1 per cent contlnuons shock is appli
X 1 is applied by lowering the growth rate of a chosen
ﬁlta&vte (gc; ::i;u?ggglc), Im-h tttlu: previous years lij{fe‘ience adde§ to the cutreni ceg:f: Ffé‘ﬁ“ﬁﬁl’éﬂpﬁﬁ?lﬂﬁ: afu}:igegi
eviations over money sk tatl ily wi
cottesponds to a decrease (in output or pricsy)sa?ter acﬁc?rt)lg; Ztggtﬁorngsgéglgﬁu o casily with other tsbles, a el sign
a), b), see Table 2.

<} The shock on short-term i ; .
15th G s Shoe! y?:arsogts - trfél’: t:g::rcst rate 15 maintained for 3 vears only. The “medium” run outcome cortesponds to the

Source: National models (see list in Table 1),
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the price level is frequently in favour of output in the short run
(measured as the average of the first three years of the simulation);
this is especially true under fixed exchange rates. The split turns out
in favour of prices in Canada, only under Hoating exchange rates, and
in the United Kingdom, under both exchange rate regimes. Over the
medium run, the price-output split is less clear-cut and depends on
the nature of the monetary shocks. Three types of shock can be
distinguished:

— First, in the case of a once-and-for-all reduction in the level
of the money stock, the initial increase in interest rates should in
principle vanish as prices adjust and as the level of real money
halances returns to baseline. In such a case, for money neutrality to
hold in the medium run, the output effect should disappear or tend
to disappear by the last year of simulation. In the few available
simulations expressed in terms of a shock to the quantity of money,
changes in interest rates and in output petsist into the medium run.
In terms of the price-output split, however, these responses are
generally smaller than in the shott tun, This trend suggests that in
the longer run, money neutrality may hold in these models.

— Second, in the case of a permanent reduction in the rate of
money growth, the initial liquidity effect should be mote than com-
pensated by an opposite inflation expectations effect in the short-to-
medium run. In the longer run, for neutrality of money to hold, the
change in the pace of money creation should only affect the rate of
inflation but not the tate of real growth. There are only a few
dmulations available involving a change in moncy growth. In the
majority of these the effect on output relative to ptices more or less
disappears over the medium term. Only in the MPS model for the
United States is the rate of real growth in the fast year of simula-
tions significantly affected by the change in the rate of money cre-
ation. In this case, however, the last year of simulation is only the
fifth and under floating exchange rates the output deviation from
baseline in terms of level tends to vanish since the rate of growth
for the last year is reverting. As for price effects, the ratios of price
changes over money changes, either in terms of levels or rates of
growth, do not equal unity in the last year of simulation (except for
the Canadian model SAM), but they tend to approach this value in
some models (such as MPS for the United States or RDXF for
Canada).
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— Third, in the case of an exogenous permanent increase in
short-term nominal interest rates, most model exhibit a persistent
change in real output, which is often latger than in the short run. In-
deed, most simulations generate the largest output changes in ot
around the last year of simulation. The responses of ptices to interest
rate changes also increases over time, especially under floating ex-
change rates. With a few exceptions, the peak effects in terms of prices
corresponds to the last year of simulation and exceeds the effect on
output. This increase in the dominance of the response of prices to
interest rates is not sufficient to confirm longer-term money neutrality.
Implied elasticities with respect to money calculated from data provid-
od for the last year of the simulation period often remain positive and
price elasticities seldom become close to unity. Nothing definitive,
however, can be said about the question of medium-term neutrality in
the case of monetary policy simulations couched in terms of a perma-
nent change in the rate of interest. To maintain a petmancnt increase
in the nominal rate of interest, money growth must decrease consider-
ably over time with very strong and persistent real and nominal effects.

Japan is typically the country with the strongest real effects rela-
tive to price effects, both in the short and medium run, The reverse
case is the United Kingdom, where price effects generally dominate
output cffects especially under flexible exchange rates. The price-out-
put split for other countries lies between these extremes, with Ger-
many closer to Japan (although magnitudes of real effects are lowet)

and Ttaly closer to the United Kingdom. As for the United States and.

Canada, the major impression is of a wide divergence in simulation
results across the different models.

Overall then, the assumption of non-market clearing prices in-
cluded in the structure of these models lasgely explainsin the short-to-
medium-run non-neutrality of monetary policy. The impression that
emerges is that the costs of disinflationary monetary po licy in output terms
are significant and far from temporary. Nevertheless, as will be argued
fusther below, the real effects of monetary policy are not generally
sufficiently predictable to make real economic activity a feasible short-
run target for monetary authotities.

A striking feature of the simulation results reviewed here is the
dispersion in the magnitude of effects across countries and sometimes
across models for the same country — dispersion which is even greater
if the more common interest rate simulations are considered. This
stetms mainly from differences in the size of parameters and in simula-
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tion conditions. In most cases, however, the overall process described
by models run along the following lines. Under fixed exchange rates
and some imperfection in capital mobility and substitutability, a rise in
the interest rate (initially nominal and real) induced by a slowing of
money creation inhibits the growth of the main aggregate demand
components, especially business and residential investment. The slow-
ing of economic activity and, hence, the reduction in the rate of growth
of real income strengthen the direct restrictive effects on consumption.
In addition to the rising cost of holding money, this slackening of the
economy reduces the demand for liguidity and prevents a persistent
disequilibrium. At the same time, the casing on the goods and, there-
fore, labour markets helps to slow the rise in prices, wages and infla-
tionaty expectations, which are usually modelled as an adaptive pro-
cess. The resulting increase in the real interest rate (the increase in the
pominal rate assumed constant) reinforces the deflationary mecha-
nism, but income effects associated with increased real interest trans-
fets partially offset these movements, This is a feature of most models,
especially in France and the United Kingdom. Wealth effects are small
and their impact on output and price is ambiguous. Finally, the slow-
ing of activity, and thereby of imports, togethet with possible en-
hanced competitiveness and increased exports, usually bring about a
general improvement on custent account.

Under floating exchange rates, this adjustment process is rein-
forced. In addition to the mechanisms already cited, the exchange rate
appreciates in most cases under the impetus of the initial current ac-
count and/or capital account improvement, with revisions in expecta-
tions playing a variable role. This exchange rate appreciation (especial-
ly large in the United Kingdom, Canada and Ttaly) strengthens the
deflationary momentum to a greater or lesser degree, depending in
particular on its interaction with the wage-ptice spiral (stronger in the
Netherlands and Ttaly for instance) and its effects on the trade or capi-
tal account, However, the current account may worsen as, for exam-
ple, in the United Kingdom and Italy, mainly because of the J-curve
effects.

B) The effects of monetary policy under rapidly adjusting prices

This section begins with an examination of the evidence concern-
ing the assumptions of market cleating and rational expectations
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undetlying monetary policy neutrality. It then continues with a re-
view of the evidence on the role of monetary policy in the business
cycle as well as on the real effects of monetary instability.

1. Market clearing and rational expectations
a) Market clearing evidence

From an empirical standpoint not enough formal empirical ev-
idence has been advanced concerning the existence of non-market
clearing prices to draw any firm conclusions.® The orthodox view
that prices do not adjust sufficiently rapidly to maintain market
clearing is usually based on casual observation of particular markets
and the existence of tationing in such markets. The assumption of
price inertia is often justified by reference to the existence of con-
trols and regulations, monopolistic pricing behaviour (by firms or
trade unions), staggered nominal wage contracts, indexation, desyn-
chronisation and decentralisation of microeconomic decisions, etc.
(see Bailey ef al., 1987). For example, unemployment is seen fre-
quently as a sign that wages are inflexible in the face of excess
labour supply. The prices of many retail goods are also scen as
being untesponsive to changes in demand and supply conditions
and as changing far less frequently than asset prices or interest rates
in financial markets. Apart from this casual empiticism, one of the
main pieces of evidence used to justify the non-market clearing as-
sumption is the behaviour of the aggregate price level. Indeed, the
apparent dependence of the current price level on its own past
values is often interpreted as evidence that prices adjust slowly,

Supporters of the market clearing approach have reacted to
this type of evidence by claiming ecither that it is irrilevant or that it
is open to interpretations which are consistent with the existence of
market clearing prices. It could be argued, for example, that
changes in measured unemployment do not reflect temporary dise-
quilibtia but are instead a symptom of the microeconomic condi-
tions in the labour market which influence the long-run or “natu-

) ¢ CARLTON (1986) repotts micro-based evidence for significant price rigidity and rationing
in the United States over the period 1937-66.
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ral” rate of unemployment. Indeed a good deal of the empirical
evidence on the causes of the growth in unemployment in the
1980s supports the view that this has been mainly due to the rise in
the natural rate of unemployment. While the prices of many goods
and services do not exhibit the same frequency of adjustment as
some market determined interest rates or market determined ex-
change rates, they do nevertheless adjust. The important question is
whether price adjustment takes significantly longer to achieve mar-
ket clearing than the relevant policy response petiod, rather than
whether prices in goods markets adjust more slowly than those in
financial markets.

On the question of the implications of the dependence of the
current price level on its own past values, this, it is argued, could reflect

" the movement of prices from one equilibrium to another or it could,

instead, reflect the pessistence of the causes of changes in prices (e.g.
petmanence of fiscal deficits expected to be monetized). What is
needed in order to identify the correct interpretation of price level
‘nertia is a careful comparison of the performance of models which
can be constructed using either gradual price adjustment or gradual
quantity adjustment. Nevertheless, the limited amount of work that
has been done on this issue has on the whole produced results which
support gradual price adjustment (see Bailey et al., 1987).

As noted above, this market clearing versus non-market
clearing debate has important implications for the analysis of the
effects of monetary policy. Market clearing implies that monetary
policy will, in the absence of money illusion, only have effects
on the real economy, in the sense of causing real variables to
deviate from their equilibrium values if it is unanticipated, or if
its offects on the price level are unanticipated. If monetary poli-
cy has this characteristic the economy is said to be structurally
neutral with respect to monetary policy. In contrast non-market
clearing implies structural non-neutrality. If matkets fail to clear
within the policy response period, anticipated and unanticipated
monetaty policy will have real effects.

b) Rational expectations evidence

The way expectations are formed is also important for the
assessment of the impact of monetary policy. If expectations are
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non-rational because they are not based on an optimal use of all
the available information, this may give rise to systematic biases
which could be exploited in order to stabilize real aggregates.
Non-rational expectations formation could result in the anticipat-
ed component of monetary policy having a substantial and iden-
tifiable deterministic effect. In contrast, if expectations are ratio-
nal and markets always clear, there can be no scope for mone-
taty stabilization policy even if monetary policy actually affects
real variables, because these effects will be purely random. Pref-
erences for one interpretation or the othet are typically justified
on 4 priori grounds. This is probably because of the paucity of
evidence on expectations and the difficulty of establishing
Wh.ether or not expectations are being formed rationally. Expec-
tations ate rational if they are consistent with the way that the
economy works in practice. As this cannot be exactly replicated
by an econometric model, model consistent expectations should
not, therefore, be equated automatically with rational expecta-
tions,

Nevertheless, there are statistical properties which might be
reasonably envisaged from observed expectations i they are ra-
tional. In particular, they should be unbiased and efficient predic-
tors of the actual values of the corresponding variables, in the
sense that o average they coincide with actual observation of
the variable concerned and that they reflect all the relevant
available information. Evidence from survey data on expectations
does not generally support the idea that expectations are formed
rationally (see Holden, Peel and Thompson, 1985). Of course
these survey data may not be fully reliable, and the tests per-
fprmed ate based on asymptotic properties. It is possible for
time seties data on expectations to appear to be biased and inef-
ficient over considerable spans of time even though expectations
are truly rational. This may happen, for example, if the private
sector perceive that the authorities are temporarily following
policies which are not consistent with the incentives they face.
Under these circumstances the authorities will be expected,
sooner of later, to abandon such policies in favour of time con-
sistent ones.

_ Faced with the lack of any clear support for rational expec-
tations, the model builder has to consider whether to use an al-
ternative non-rational expectations formation scheme. Unfortu-
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nately most of the alternatives such as static or adaptive expecta-
tions appear even less attractive. The approach that is adopted
increasingly is to impose rational expectations, where this is fea-
sible, as the default assumption. This approach at least has the
advantage of being rooted in more reasonable forward-looking
behaviour, thus highlighting the importance of the interaction
between the behaviour of the authorities and the private sector.

¢) Implications for the price-output split

In empirical terms, rational expectations and structural neu-
trality (RESN) implies that, in equations designed to explain real
variables, such as employment or output, deviations of these
variables from natural (or equilibrium) values will only occur as
a vesult of unanticipated monetary policy and random non-policy
influences. In such equations there should be no role for the an-
ticipated component of monetary policy. In other words, if mon-
etary policy is currently observable, it amounts to being fully an-
ticipated and should prove to be of no significance for real eco-
nomic activity. Even in this case, however, there may be confu-
sion about the extent to which movements in policy stance rep-
resent autonomous changes in policy or endogenous reactions to
current real variables. In general, therefore, only exogenous an-
ticipated monetary policy should be neutral under RESN.

The proposition that it is only the unanticipated component
of monetary policy (i.e. the difference between the actual and
anticipated policy) which matters can be assessed by examining
separately the size of the real effects of the actual and unantici-
pated monetary policy variables in equations for output and em-
ployment. This proposition cannot be rejected if the effects of
actual and anticipated monetary policy are significantly different
from each other. Rational expectations implies that unanticipated
policy will vary unsystematically in the sense that it cannot be
predicted from its past values or from other information. The
immediate implication of this is that systematic and, therefore,
predictable monetary policy will have no real effects. Where
there is full current information about monetary policy, no role
should be found for currently obsetved actual monetary policy in
equations explaining real economic activity. ‘
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2. Money and the business cycle
a) Anticipated and unanticipated monetary policy

To test the rational expectations market-clearing approach
Barro‘ (‘1977) employed the distinction between anticipated anci
unanticipated monetary policy and advanced a method by which
monetary policy could be dichotomised into these components
Barro’s measurement of the effects of unanticipated mone3;
growth involved the estimation of an equation for an index of the
unemployment rate containing a measure of unanticipated money
growth. Unanticipated money growth was measured as the residu-
al of an equation explaining money growth policy. The money
growt.h components were obtained prior to the estimation of an
equation which had as its dependent variable unemployment be-
ing a proxy for real economic activity.” The results were support-
ive oig !:he irrelevance of anticipated money growth. Thus, only
unanticllpated monetary policy would affect 1:1ne1-11ploynr1ent.g3

Given the seminal nature of Barto’s analysis, there has been
a lar‘ge number of replicative studies motivated by the desire to
test its robustness. The main findings of these studies are listed in
Table 5. On the whole, they suggest that Batro’s results are not
robust to changes in either the data period or to small changes in

7 . .
The two equation model used in Barro’s wotk is as a follows:

IOg (U/1 - U) = g9 + a; DMR,; + a; DMR,
5 ..z+a3MIL+a MINWt“l“V
DM = by + by DM,; -+ by DM, + bs FEDV, + by UN,; + DMR, %
Where U= unemployment tate;

DMR= unanticipated money growth;
DM= money growth;
MIL= proxy for militaty consctiption;
MINW= proxy for minimum wage rate;
FEDV= proxy for real government expenditure relative to normal;
Vi= random ertos. ’

The inclusion of FEDV

r ¢ and UN, are meant to reflect changes in money-financed i

ﬁgfrtxgéng ;?éldc?ggtlei-;%h%l mopeta{y policy. The :inodel was eitimated witl anr?tlxleﬁeU éi eclil:i:tletl

41- . tion 1 was estimated in three forms: firstly, i n gi

in 1; secondly, with the totﬂlqmua e o DU ol bl wiEmsen
e 3 On [ t H i i

n D%ﬁ incIu_dedhat sotal mo tf;j}; glmw h, DM, substituted for DMR; and thirdly, with DM
e approach followed by Barro taises a number of impor ical i

‘ ) a nu portant methodological :
policyagzi?:?agf) nmsorle}:::l%r :il? agd thefspiaclﬁcatlon of the equation representingg?:loﬁ:?:r;
xpecta H entification of alternative structural approaches; th

9 gfd}fft ctitiques; the avoldance of “observational equivalence”; gﬁd the ?ns,ethsdlgffceasstizsd

. These issues are discussed in detail in DRISCOLL (1985), “

the ev
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the specification of the money growth equation. While it is al-
ways possible to dispute particular specification choices, the find-
ing that the results are data-period sensitive is particularly damag-
ing.
Further research, focusing mainly on the United States, has
cxtended Barro’s analysis to the examination of the effects of
monetary policy on other real vatiables such as output, real wages
and real interest rates, These new studies encompass different
measures of money, different money growth forecasting equations,
as well as different data petiodicities. Although the results are
somewhat mixed, most of the studies, especially those of most re-
cent vintage, have been unsupportive of the proposal that only
unanticipated monetary policy matters. From a methodological
standpoint, two main features of these studies are worth noting:

— First, in a number of cases the outcome of results has
been shown to depend on the form of the money growth equa-
tion. This equation has usually been estimated over the whole
data sample. As future information is cleatly not available to ra-
tional individuals, its use may lead to predictions which are too
accurate, even for rational people. One solution has been to gen-
crate an anticipated money growth series from the one-step-ahead
predictions from a rolling regression. Although this procedure
avoids the problem of using information that would not be avail-
able at the time forecasts were being made, it may imply a small
sample bias in the estimates; this may be no less important than
the bias from overfitting the forecasting equation.

— Second, most studies have heen content to model the nat-
ural or equilibrium value of real variables as a simple time trend.
However, the appropriateness of this approach has, as noted
above, been questioned recently. Different assumptions about the
permanent components of real variables leave residual compo-
nents to be explained. But the choice of the trend component
(whether deterministic or stochastic) for real variables does not,
on the strength of existing evidence, appear to be able to account
for the conflicting results that are the main characteristic of the

current body of empirical work.

Finally, it must be noted that one sirong implicit assumption
in all the wotk initiated by Barro is that information about moa-
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TamBLE 5

TIME SERIES TESTS OF THE RO -
LE OF ANTICIPATED
MONETARY POLICY IN QUTPUT AND EM&%&E@HCIPATED

Counlty

?cnl:thn]niaticl.pau':dandummicipatn Anticipated policynotsignificant.
policy significant Unanticipated policy significant

Nelther unanticipated nor antiei-
pated policy significant

United States

Small (1979), Ftoyen (1979), Barr

i X o (1977, 1978), Sheffrl

Mﬁhgn( 19824, 1982b), Boschen  (1978), Lelderman (1980) ;n;rg

?fss rossian {(1982), Pesaran  and Rush (1580), Batro al::d Hei-
2), Makin (1982), Merrick cowitu{1980), Fitzgetald and Pol-

Haraf (1983), Wassetfallen{1984a
198413, King and Plosser (1984).
Sims {1980), Littetman and Weiss
{1985), Klng and Plosser (1984},

(1983}, Canarella and Gatston |
3 lo (1983), Nefici and Sar
(hﬁ&(‘ilfl:zfi arériLoimltxr?iI;:@, (1978), Autfield and Duck (ig!i;f;t
: astak (1985), Liki ’
31;;?5]1 etda!. (t55) Shoshen en {1982), Rush (1986).
, Frydman and Ra
(1587, propor

Japan Piggott {1978), Seo and T
. A aka- Parldl
heat (1981), Homada ang o (1280
Hayashi (1983), Taniuchi (1980},
Gochoco (1986), Bitzgerald and

Pollio (1983},
German: Bail
¥ ailey o af, (1987). Demery ef ol (1984), Wasserfallen (1984a, 19841)
France ‘ Titzgerald and Polllo (1983), Bai-
e ﬁ‘;l;if et al. (1982), Wasserfallen
a).
United S
i yons (1984), Gacner (1982),  Autfield ez al
o 3 982), (1
Kingdom Driscoll ef af. {1983), Fitzgetald tfield nnfi ‘;)Lfcl??;;é?.mml A ?f;;:;ffﬂﬂeﬂ (19442), Demery

and Pollio (1983), Bean (1984),
Alogoskoufis and Pissarides
{1983), Balley ez al. (1987).

Teal: Fitzgeraic[ and Pollio ai- e, }el
¥ (1983}, B S hi T ini {1983, W 984
' ) ) g al d Tardini { ). asserfallen (1984a).

Canada Darrat {1985). Wogin (1980)

—

e . I3 . \
i r)lr fi?nWth is only available with a lag of at least one quarter or
i lf:9§sit§es, };)r.le year.11 This assumption has been criticiseci
, as being totally unrealisti 1 i
e lly ¢, at least in the case of the
avaﬂacgl:t;}:;;, :rlfere }Erelllmlgalc"ly money stock figures have been
ag of only ays since 19 i
pva ys since 1965. Moreover, it ha
thatnsggclzlr?f;);sﬁated,. .(for example Boschen and Grossman, 1982?
positive correlations exist bet :
foat s : etween contemporane-
Canmtogztary data and real variables and that these corrglations
o n;dccounted fc:xr by data revisions, which might proxy uz-
poracined onetary policy. 'I:hese findings represent a strong rejec-
rational expectations market-clearing hypothesis, partly
b

l: [l ] '
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&) Real versus monetary interpretations of the business cycle

A number of studies already reviewed failed to find any sig-
pificant effect of either unanticipated or anticipated monetary pol-
icy on real variables. One interpretation of these findings is that
vatiation in real variables is caused by real not monetary factors
and that the business cycle is, therefore, a real phenomenon. Such
an interpretation would leave no role for nominal monetary poli-
¢y in the stabilization of real activity. Furthermore even randomn
monetary policy would have no offect; monetary policy could not
destabilize the real economy. Most studies reporting such results
use a random walk model of the natural rate of unemployment.

This evidence is in sharp contrast with most of the results of
other empirical work, which supports the idea that monetary pol-
icy, even if only its unanticipated component, is responsible for
variations in real variables. Certainly the existence of a significant
correlation between monetaty variables and real activity is well es-
tablished, Tt is possible for such correlations to be consistent,
however, with models of real activity which give no causal role to
nominal monetasy variables.”

Overall, the most recent evidence on teal versus monetaty
causes of the business cycle, taken at face value, suggests that the
business cycle may be caused essentially by teal factors. Whether
such a view will survive further close examination is an open
question. Certainly the notion that the business cycle is essentially
a monetary phenomenon is under attack as more theoretical and
empitical work is produced on the role of real factors in explain-
ing the variation in real activity. Recent studies have reported ev-
idence on the importance of real factots. For the United States
Lilien (1982) found that, over the period 1948-80, half of the
variation in unemployment could be explained by the dispersion of

9 KNG and PLOSSIR {1984), for example, have developed a prototype real business cycle
model, ahout which they have reported supporting evidence, "This predicts a close correlation
between feal activity and components of monetary cattables, while denying the latter an
cansal tole, that is that teal activity s determined by monetaty vagiables. in this model banl
deposits, or inside money, ate regarded as a produced input into the goods and services
production process. The quantity of inside money is determined, in this framewotl, by the
needs of industry and commerce and responds passively to demand. Quiside money, equate
with the monetary base is, on the other hand, exogenous, its quantity being determined
independently of the needs of trade. This real business cycle model predicts that inside
money will be correlated with teal activity and thag outside money wili not. On the other
hand the model predicts that the monetary hase will be the main determinant of inflation.
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employr:nent demand. In addition, Hamilton (1980) has demonstrat-
ed the importance of supply shocks in influencing variations in U.S
output. These two studies are relevant because they attempt 0
moEiel. the effects of specific real factors rather than simply infel;rin

their importance by default; the finding that monetary polic i%
neutral is frequently taken as signalling the importance of real )i(?ac-

tors without any attempt bein i
h ‘ g made to suggest which r
are decisive and in what way. % cal factors

3. The importance of monetary instability

Investigations into the role of monetary instability have usuall
focused on one of the links in the supposed causal chain mnniny
from money to output, The main links usually identified are thosg
betwee.n: i) monetay instability and price variability; i) inflation
?nd price variability; iii} price vatiability and price unéertaint ; and
iv) price variability or price uncertainty and output. Studies )\;’rl:‘iilh
address the question of the effect of monetary instability on real
output, often take for granted the existence of well—defi’ned ﬁrzt
link in the causal chain. However, this relationship is rarel
checked. One approach to assessing its empirical relevance is ty
regress measures of inflation variability on measures of the rate O(E
money growth or its instability. The results of such an exercise, for
some OECD countries are reported in Table 6. There is evidenée f
some relationship in the majority of these countries. Support ao
pears strongest in Japan, Italy and Australia. In the Unitegi Kinp~
dorp a.n.d Canada, inflation variability appears to be related to thg-
varlabi'hty of a broad measure of money. In Germany and Fran N
t;lle evidence is on th:f:‘whole less supportive of the importanceccf:%
st:;?,z growth instability. No link could be found for the United
mixe?\;:;?béi emplrls:al evidence on the second and third links is
s oo zu(flaqm et al:, -1988 for details). Most cross-country
s Dort & cl)se‘ association between the level and variability
oty o ’sin 1nc usion Whlcl:l is not generally supported by multi-
ooty @ betg e-country studies. More consistent support is found
ot dispersigsel}f g:;e jel‘rili of }\]f.amgaﬂity of inflation and relative

! fon, elationship between pri iabili
price uncertainty has, on the othef:: hand, recfi?gfl I‘E?trf:t:gtltteitiif
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TABLE 6

THE RELATIONSHIP BETWEEN THE VARIANCE OF MONEY GROWTH
AND THE VARIANCE OF INFLATION

A test of stgpificance using the Fostatistics

8 period moving vatiance
2 quarters 4 gquarters 6 quarters

e
Lags (a) None
" 5

United States

Japan E';'* é:" E";;“ S"* E.S.* S.* S*

Germany . " . 5*

France b . S . S . S .
United Kingdom S . . ¥ " S . S*
Taly 5 S* S* S* S* 3 §*
Canada " S . 5 v S* . S
Australia g g* g* §* S* g% S* 8

12 guarters

United States " " S

w
*
[#2]
*
oy
3
w
®
oWy
*

g

Japan : “ o
Germany " . . . . g . g%
France . . s - " . o
United Kingdom " §* g g* 5* g* " g¥
Ttaly s* s* S* S* g S . S

Canada S g* w S . v w“ "

Austialia

§ = Sigalficant at the 3 per cent level (3%, and at the 1 per cent level).

.+ = Not significant at the 5 per cent level,
The moving vatlance of inflation is repressed on the moving variance of money growth eliher

{a} contemporaneously
(no lag) or lagged {from 1 to & quarteksh

This is in one way surprising since the real effects of price variabil-
ity are typically seen as arising from the impact that it has on the
confidence with which relative price movements can be identified.
However, research on this question is inevitably limited by the ab-
sence of an agreed measure of ptice uncertainty. Despite this some
attempts to test for a relationship between ptice variability and
proxies for price uncertainty have been made.1® Most of these stud-

10 proveN and WaUD (1984b) for instabce, constructed proxies for price uncertainty
based on the error vatiance of the anticipated prediction of the energy price index and the
import price index. CURIERMAN and WATCHEL (1979) have used the vatiance across tespoil-
dents in inflation expectations survey data. They found support for a positive relationship

between inflation uncertainty and the variance of inflation and/or the level of inflation {in the

United States, the United Kingdom and Canada).

7 .
he Effects of Monetary Policy on the Real Sector: What Do We Know? 39

ies ignifi i

fe t1}';3p01‘t a.31gn1f1cant cor'relatlon, subject of course to the validit
;1 promgs for uncertainty that have been used Y

OS . ' 4 :

ice er;A:ag.rthe evlde:nce on the final link supports the view that

price va ility or price uncertainty have a deptessing effect on

ccone atclgf;.u;lltltgé. '{}11)115 is oftenf interpreted as justifying policies

stable rates of money growth. A imi
aimed an . At the limit, ac-
mogeygs‘:;)pg'll;s I\Irllew, a perfect}iy constant low rate of growth of thce
ay at worst have no beneficial efl
Py ey cial effects but an un-
y could lower output. This i

: _ . contention, h

sl : owe

iﬁ olr;:(s) I;:]ma possible consequences for financial markets o’f suppr::zz’

VOglﬂtﬂitleyf,tg:rowth instability. One consequence might be greater

volat rgl (1. 1nt‘erest rates, which might, in turn, create uncertaint

about e ?‘ ive returps on alternative investments and lower capitajg

aecun ra? lonla?lcll hence, output. Though the consequences of in-

e volatility has not been studied extensively, the available

evidence supports the vie i
ue w that it h i .
activity." as a negative effect on economic

Conclusions

Secto?ﬁ;;us;r:t::{r:; c;i tl_leht?ffects of monetary policy on the real
e oo f0 y is hindered by the lack of a universally ac-
copted @ Ony eal famehxyork. As .shown in the above analysis, the
e on o ; :hw 1§lh combined market clearing and rational
expectatl basegi on e &xrlole, less' relevant in current circumstances
A P ino els assuming slow price adjustment, Market
§ cartng and fat na ehxpectatl'ons have indeed little or no empirical
macroec()n;)mic Evelg t of e.vldenc.:e providing more suppott for a
cTosco moneiamewlc:rk in WhICh‘p‘l‘iCCS adjust gradually. Fur-
o e, mor aary shocks (unanticipated changes in money
B s real ns o Og;pzar to be wholly responsible for the business
e s ¢ posed to monetary factors may have a more impor-
o play in generating business cycles. °

u
Evans (1984), in parti
interest rate Vélatilit); in patticular, addressed this issue for the United States. He found that

: due to a greater i
significant negative effect on On%'pﬁitel short-run stability in money stock had a strong and
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However, if the structural reforms that many g9vernment3
have been pursuing succeed in incteasing the comlt)letltlvelnetsi 1:;-
flexibility of markets, including the labour market,' the mat ;E Clea
ing framework might emerge as 8 clqset apprommanonho reall 83;
than the cutrently more orthodox sticky-price approach, af e
over the medium term. In fact, the intrgductlon of suc had rame-
work into the debate on monetary policy has already' a 50:1:12
impottant effects. 1o particular, it has focussed atte;ntaon ontionS
evolution of the equilibrium in the economy and raise Iq\k:tles 1
about how this might be influenced by monetary pohcy.' t z;; atfl(;
highlighted the potentially important r01<? of eyfpe}:;ctatlonsﬂ , the
transmission process of monetary policy. Finally, it as'mosb}i‘t o
within this framework that the damaging effects oif) instabi ai j;ed
monetary policy on output and e‘mployment !nave een aﬁ 3;11 aix;
Therefore, although the sticky price model still remains bt e naif
tool of monetary policy analysis, t‘h,ere. may be mgch tt? e gz;n '1:5
from paying more attention to equilibrium propertics 1'ecoir;§tabﬂi
the role of e:xpectatio1‘151 1alnd (iche effzcts of monetaty policy
ity — ot vet well understood. '

Y Tireefvirilenie on the real sector effects o.£ monetary chh?lz,
based mainly on lasge-scale models, which are in t}ie spirit ;)t thz
non-clearing marlkets framework, does not genetally Stﬁ)pci)' e
view that the price level or output can be closely control ei d in ¢
shost run. The diversity in the size of the reported multip 1fers }?i?;h
the widely varying stracture of Fh..e models, the paraiﬂmetek:lrs 0 r\x; ch
are often subject to large revisions, mean .tha‘E t e.zl ort- giﬁons
sponse of real sector variables to changes 1n financi (i;m tion
cannot be known with any degree of cpnhdence. As regards out 1;;116‘;
the empirical evidence presented in this survey tend‘s to sugge? Lhat
ihe effects of monetaty policy are uncertaln, both in ierms o theit
initial impact and in terms of their duration. Neverthe fess, rzeo- .t\;:ge
nesian econometric models tend to sh(.)w the lJargest ef ec;s poslt
in sign) in the fitst ot second year, with the 1nf_1-u;11r1ce 0 rin?;le ;r)i
policy tailing-off into the medium term, but typically remaln gmi-
nificant. As for inflation, it is cleat that, among the c?unt}jlt'les o
sidered, typically no strong and reha}ble short-run relat10nsu1pst§l dst
between money growth and inflation. However, generd y,h y
OECD countries with higher average Tates of money groxxdrf: terlo
to have higher average rates of inflation, reflecting 2 éneh 1ume—S 0
long-term relationship. This might suggest that sustained chang
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the rate of money growth will have a lasting effect on the rate of
inflation.

In addition to the diversity of empirical results on the macroe-
conomic effects of monetary policy, thete are other reasons why
policymakers would be justified in feeling uncertain about the out-
comes of their actions. Uppermost is the petception that the struc-
ture of the economy is subject to change: casual observation of time
series teveals substantial shifts in such variables as savings ratios,
money velocity, etc., over the last decade or so. The changing eco-
nomic and financial environment is likely to have played an impor-
tant role in this respect. Another consideration is that, in the
present mote detegulated financial market context, the relation-
ships between macroeconomic vatiables are likely to depend, to an
jmportant extent, on market sentiment and expectations. This per-
ception has been underlined by the overriding weight now given by
commentators and central banks to the importance of market “con-
fidence” — a factor which is seen as likely to swamp the traditional
wealth effects of financial asset price changes. This means that the
effects of adjustments in particular policy instruments may differ
depending on whether market participants anticipate these adjust-
ments ot not and whether they expect policy changes to be perma-
ment ot only temporary. Consequently, in assessing the effects of
monetary policy, it is important to talke into account the conditions
— notably the state of expectations — in which it is being conducted
and the effects that monetaty policy might have on these conditions.

This suggests that attempts to use monetary policy for “fine
tuning” economic activity run the risk of having perverse effects on
price and output developments. By creating uncertainty about the
general direction of policy, such active short-run monetary policy
may also destabilize private sector expectations. However, it does
not mean that monetary authorities should not react at all to
events. Monetary policy has to be aimed at sustaining the integrity
of the financial system and of preventing “excessive volatility” in
financial markets, which may have adverse effects on investor and
consumer confidence. In this context it was cleatly appropriate for
central banks to provide liquidity to financial systems after the Oc-
tober 1987 stock market crash, as well as to intervene in foreign
exchange markets to bring about an ordetly adjustment in exchange
rates from the autumn of 1985, The pursuit of such market stabi-
lization should, however, involve no more than temporary opeta-
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tions until policies can be put in place which deal with the funda-
mental cause of financial disturbances.

There is in fact nothing in the available empirical evidence
that would suggest that, in order to preserve price stability, mone-
tary authorities should abandon the medium-term approach to pol-
icy that has been practised in OECD countries in the 1980s. In
particular, monetary policy should not be designed to take on the
prime responsibility for correcting the cyclical instability of output
and employment; it should be orientated towards the less ambitious
objective of price stability over the medium term. Indeed, the pro-
ision of a stable nominal framework, on which the private sector
can tely in forming expectations, is perhaps the best contribution
that monetaty policy can make to limiting costly adjustments in
economic activity. However, the task of conducting monetaty poli-
cy in a way that will lead to price stability may not be trivial. The
ancertainty that manifestly exists about the measurement of the
stance of policy means that monetary authotities need to be prag-
matic and to monitor all potentially informative variables (includ-
ing real sector variables). This pragmatism implies some flexibility
both in pursuing intermediate monetary targets and in the setting
of monetaty instruments. If such short-run fexibility is to be effec-
tive it, nevertheless, remains crucial for monetary authorities to
maintain public confidence in the credibility of their medium-term
goal of price stability. Other things being equal, monectary policy
effects are likely to be most predictable in an environment where
the authorities are able to convince market participants that they

are pursuing a credible medium-term strategy which they fully in-

tend to stick to.

Paris

J.C. CHourAQUI - M. J. DRISCOLL - M.O. STRAUSS-KAHN
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