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TRANSMISSION MECHANISM OF MONETARY POLICY
Lorenzo CARBONARI:

Abstract

The transmission mechanisms of monetary policy may be defined as the channels,
not mutually exclusive, through which the evolution of monetary aggregates affect,
often after variable and not completely predictable intervals, the level of product and
prices.

The economic literature has identified the existence of at least four different mecha-
nisms through which monetary policy is able to influence the price level and the na-
tional income: the interest rate, the prices of financial assets, the domestic credit
and the exchange rate (Mishkin, 1993). In the following paragraphs, we will analyse
in detail the functioning of these mechanisms by examining the case of an expan-

sionary monetary policy.

1. Interest rate

An expansionary monetary policy (ThI) causes a sudden reduction in official rates
(+iag ), thus reducing the cost that each commercial bank faces to access the Cen-
tral Bank's facility. Under "normal" conditions, the interbank rate should move
downward (+ia ), generating an expansion of lending to individual banks. These, in
turn, will use this excess of liquidity by buying financial assets, and providing great-
er credit to the private sector. On the securities market, the increased demand ex-
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erts upward pressure on prices and determines a further reduction in nominal inter-
est rates that, inflation expectations being equal, results in a reduction of the
real interest rate

(41). All this helps the evolution of the domestic demand through the expansion of

investment and consumption (1. 7). In symbols:

TM=ip=di = b 2Ti o=y

2. The prices of financial assets

As mentioned above, an expansionary monetary policy is able to exert strong up-
ward pressure on prices of financial assets (TFz), increasing the market value of
firms in relation to the cost of capital (the so-called q of Tobin,T4) and positively in-
fluencing the value of securities wealth of households(TW). This should translate on
the one side into an increase in investment by firms (1) and on the other side, as-
suming that household consumption depends positively on the stock of wealth, in

an expansion of private consumption (T<). In symbols:

Tae=Tr =T T 2 Tile=¥

3. The domestic credit

This channel of transmission is strictly related to the assets of commercial banks
and specifically to the financing granted to companies and to the securities portfolio.
When determining the monetary policy changes in interest rates, commercial banks
can find it profitable to reallocate part of their activities’ bearing. In particular, it has
been clarified how the monetary expansion made by the Central Bank has made

commercial banks more liquid, increasing their reserves (TE). Among the various
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methods through which the liquidity can be invested, one of the most important is
the provision of credit to the private sector (TLe). This is the mission of commercial
banks, whose growth determines positive effects on business investment and on
household consumption. In symbols:
TM=2TR=T=TTcey

In literature, the mechanism of transmission of bank credit refers to the so-called
credit view that relies on the effects of imperfections in the capital market. In particu-
lar, this branch of the economic research focuses on the determination of loans
granted by banks, which are viewed as non-perfect substitutes of the direct financing

to businesses.

4. The exchange rate

Monetary policy exerts a strong impact on the exchange rate. In particular, it was
seen how increasing the amount of currency in circulation would result in a reduction
in the nominal interest rate. This leads to a negative differential between the domes-
tic and the foreign interest rates (¢ = #. where ¢*indicates the foreign nominal in-
terest rate), and — in the presence of perfect capital mobility and perfect substituta-
bility of financial assets — a depreciation of the nominal exchange (T2, which indi-
cates the units on the national currency to buy one unit of the foreign currency) due
to the simultaneous growth in the demand for foreign currency and in the supply of
domestic currency in the forex markets. Assuming constant both the foreign and the
domestic price level (as it is reasonable to believe in the short term), the deprecia-
tion of the nominal exchange rate results in a subsequent real depreciation (T2)
that, under the so-called Marshall-Lerner conditions, exerts a positive influence on

the balance of payments (THZ) and therefore on aggregate income. In symbols:
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M=l =25 o T v

It is worth noticing that, within each of the four transmission mechanisms presented,
not a secondary role is played by the expectations on prices. In a context character-
ised by high uncertainty, operators make forecasts about the economic fundamen-
tals considering the full range of information available. The expectations on prices
and future rates affect the yield curve and may contribute to the growth of nominal
variables, such as prices and rates. The more the Central Bank is able to influence
the expectations of economic agents the more they can contribute to the stability of

future prices.
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