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Chapter 2 

Literature Review 
 

There is a wide agreement that monetary policy is a tool in promoting 

economic growth and stabilizing inflation. However, there is less agreement about 

how monetary policy exactly exerts its influence. Most of the empirical researches 

frequently regard monetary transmission mechanisms as a “black box.” In order to 

make accurate assessment of the magnitude, timing and duration of monetary policy, 

the policymakers need to understand the mechanisms through which monetary 

policy affects the economy. Mishkin (1995) points out that the monetary 

transmission mechanisms include the interest rate channel, the exchange rate 

channel, the asset price channel and the credit channel.2 

The interest rate channel is the primary monetary transmission mechanism in 

the conventional macroeconomic models, such as IS-LM model. Those models hold 

that monetary policy operates through the liability side of banks’ balance sheets: 

given some degree of price stickiness, a change in money is transmitted to the real 

economy through its impact on the cost of capital and consumption.3 In contrast, 

bank loans, which are one of the bank assets, are regarded as the instrument in the 

bond market,4 and then it can conveniently be suppressed by Walras’ Law.5 

                                                 
2 One of the monetary transmission mechanisms mentioned by Kuttner and Mosser (2002) is “the 
monetarist channel,” which is omitted by Mishkin (1995). 
3  Some economists, such as John Taylor, claim that there is strong empirical evidence for 
interest-rate effects on consumer and investment spending through the cost of capital, hence making a 
strong interests rate channel of monetary transmission. 
4 According to the Modigliani-Miller (1958) theorem, with complete information, there is perfect 
substitutability between bonds and bank loans. 
5 Walras’ Law states that, in general equilibrium theory, if N-1markets are in equilibrium, the N-th 
market must also be in equilibrium. 
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However, as pointed out by Bernanke and Gertler (1995), the empirical studies 

have had great difficulty in identifying quantitatively important effects of interest 

rate through the cost of capital. They state that the macroeconomic response to 

policy-induced interest rate changes is considerably larger than that implied by 

conventional estimates of the interest elasticity of consumption and investment. This 

observation suggests that mechanisms other than the interest rate channel may also 

work in the transmission of monetary policy.  

Since some scholars are dissatisfied with the orthodox money view, a new view 

of the so called credit channel springs up. This view emphasizes the importance of 

the credit markets.6 The credit channel is not a distinct alternative to the traditional 

interest rate channel, but rather as a set of factors that amplify and propagate interest 

rate effects. In general, the credit channel of monetary policy transmission can be 

subdivided into two channels: the balance-sheet channel and the bank lending 

channel. 

The balance-sheet channel developed by Bernanke and Gertler (1989) operates 

through the net worth of business firms. Contractionary monetary policy causes a 

decline in equity price or a reduction in cash flow. Therefore, it lowers net worth of 

business firms because of the increase of the adverse selection and moral hazard 

problems, 7  in turn leading to decrease lending to financing investment and 

consumption.  

The bank lending channel is based on the view that banks play an important 

role in the financial system because they specialize in alleviating asymmetric 

information problem and other frictions in credit market.8 For certain types of 

borrowers, especially small firms, the bank credit is the only source to obtain fund.9 

                                                 
6 Therefore, the asymmetric information and the enforcement of contracts in the credit market may 
play the roles in the transmission process of monetary policy. 
7 Lower net worth means that the lenders in effect have less collateral for their loans, and hence 
losses from adverse selection are higher. Meanwhile, lower net worth also increases the moral hazard 
problem because it means that owners have a lower equity stake in their firms, giving them more 
incentive to engage in risky investment projects. 
8 This idea goes back at least to Roosa (1951) and was restarted in an influential paper by Bernanke 
and Blinder (1988). 
9 For the large firms, they can directly access the credit markets through stock and bond markets 
without going through banks. 
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If the supply of bank loans is disrupted, those bank-dependent borrowers may incur 

costs associated with finding a new lender, even being shut off from credit. 

Therefore, contractionary monetary policy that reduces bank reserves and deposits 

will decrease the availability of bank loans. Because small firms and households rely 

heavily on the bank financing, a reduction in loans will lower investment and 

consumption and then depress aggregate spending. 

Bernanke and Blinder (1988) first establish a theoretical macroeconomic model 

with the bank lending channel. They extend the standard IS/LM model by explicitly 

modeling the credit market independently from the money market under the 

assumption of imperfect substitutability among all bank assets. By allowing for the 

coexistence of the auction-market credit (bond) and the customer-market credit 

(bank loans), they show that an increase in money supply influences the output not 

only through the interest rate channel, but also through the credit channel. 

Furthermore, expansionary monetary policy has a more potent effect on output 

under their model than under the standard IS/LM model. 

A large number of empirical studies have investigated the channels by which 

these supplement lending effects are transmitted. Bernanke and Blinder (1992) use 

innovations to Federal funds rate as a measure of changes in policy,10 they find that 

monetary policy impulses affect the composition of bank assets systematically. They 

show that contractionary monetary policy leads to a short-run sell-off of banks’ 

security holdings, while it has little effect on loans. However, shortly thereafter, the 

securities start rebalancing, but loans begin to decline. Hence, tighter monetary 

policy can depress the economy by means of the reduction of loans supply. It 

implies that monetary policy works at least in part through “credit” (i.e., bank loans) 

as well as through “money” (i.e., bank deposits). Kashyap et al. (1993) and Gertler 

and Gilchrist (1993, 1994) have similar viewpoints, too.11 

                                                 
10 Bernanke and Blinder (1992) show that Federal funds rate is a good indicator of monetary policy 
actions because the funds rate sensitively records shocks to the supply of bank reserves. 
11 Thornton (1994) shows that there is a positive and statistically significant relationship between 
Federal Reserve actions and both bank lending and deposits, but the effect is quite small. However, 
Ramsey (1993) claims that the credit variables play an insignificant role in the impact of monetary 
policy shocks on output in most cases. 
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All of the above literatures concentrate on the analysis of credit channel under a 

closed economy. As financial markets become more internationalized, the conduct of 

monetary policy turns more complicated in the open economy. Therefore, the recent 

studies extend the discussion of credit channel into the case of an open economy. 

Wu (1999), Abrams and Settle (2003), and Chiades and Gambacorta (2004) analyze 

the monetary policy transmission mechanisms and find the conditions under which 

monetary policy can be aimed at policy targets despite international capital mobility 

and adherence to a fixed exchange rates. However, the viewpoints obtained in their 

studies are doubtful. As a matter of the fact, under the regime of fixed exchange rate, 

the money supply becomes endogenous such that monetary policy is still ineffective 

in influencing output even with an operative credit channel. It is hard to convince 

people that the credit channel operates and monetary policy can have real effects 

under the regime of fixed exchange rates.12  

    However, under the regime of floating exchange rate, there is a room for the 

credit channel to operate. If the domestic currency depreciates, the credit channel 

would amplify the expansionary effect of monetary policy on output. Ramı́rez (2004) 

extends Bernanke and Blinder’s model to the open economy under floating 

exchange rates and claims that monetary policy is much more potent with credit 

channel. Tsai (2005) further investigates the model with imperfect international 

capital mobility and finds that, under the case with relative high capital mobility, 

expansionary monetary policy may lead to a fall in the exchange rate via a credit 

channel and an appreciation in the currency in turn offsets part of expansionary 

monetary effect. Yet, Tsai’s model ignores the effects of international credit flows. 

    Few literatures have studied the monetary transmission mechanism of credit 

channel under the floating rates and investigated the corresponding dynamic 

adjustment process after a monetary expansion. Therefore, this paper attempts to fill 

in this gap. Furthermore, the international credit flows would be explicitly specified 
                                                 
12 Ramı́rez (2001) indicates that Wu’s result is incorrect because Wu’s conclusion hinging on the 
assumption that open market operations have no effect on foreign exchange reserves when evaluating 
how a change in monetary policy affect the loan market. Besides, Chiades and Gambacorta (2004) 
assume the price flexibility and the money neutrality (p=w=m) in their model. However, these 
assumptions are contradictory to the results that monetary policy is effective. 
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in the capital account with imperfect international capital mobility. Finally, the 

volatilities of macroeconomic variables will be examined by checking the dynamic 

adjustment process of the output and the exchange rate. 


