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Chapter 1 

Introduction 
 

How does monetary policy affect the economy? This is one of the most 

important and controversial question in macroeconomics. In the traditional money 

view, the interest rate channel is the only channel through which monetary policy has 

real effect on the economy. However, an alternative view which is called the credit 

view emphasizes the role of credit market as part of the transmission process. 

According to this view, there are quite a number of bank-dependent firms because the 

financial intermediations provide the risk-sharing liquidity and information service. 

Therefore, when tight monetary policy shrinks the size of the banking sector, it 

reduces the overall supply of loans to these bank-dependent firms and therefore 

influences the real output.  

    Most of the economic literatures which have paid attention to the credit view 

approach concentrate its analysis on the closed-economy models. While these 

frameworks may be suitable for a large, relatively closed economy such as the United 

States, it seems to be less realistic for a small open economy, such as Taiwan, etc. 

Under floating exchange rates, it seems that the domestic currency may depreciate or 

appreciate after an expansionary monetary policy when the credit channel operates. 

While a depreciation of the domestic currency enhances the expansionary effect of 

monetary policy on output, an appreciation alleviates the monetary effect on output 

with additional contractionary effect. Besides, the international capital flows through 

credit channels provide another driving force for more volatile exchange rates. 

    In order to study the effects of credit channel in an open economy, we attempt to 

extend the Bernanke and Blinder (1988) model to a small open economy under the 
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regime of floating exchange rates with imperfect international capital mobility.1 The 

rest of this paper proceeds as follows. Chapter 2 briefly reviews several literatures on 

the credit channel, particularly the studies on the bank lending channel. Chapter 3 

outlines the analytical framework of a small open economy under the regime of 

floating exchange rates with an operative credit channel. Chapter 4 examines the 

response of the economy to an expansionary monetary policy. Finally, the major 

findings are summarized in chapter 5. 

 

 

                                                 
1 Two conditions must be satisfied for the existence of “perfect international capital mobility”. First, 
there exists the perfect asset substitutability between domestic and foreign assets. Second, there are no 
barriers to capital mobility. Any one of conditions is not satisfied, and then we call this situation as the 
case of imperfect capital mobility. 


