








Table 2

A Two Asset-Flexible Price Model

Model B
IM: % = L(r", Xos % + K )3 L <0, IXg >0, o< L,< 1
IS: X, = x(r“-(ilp)e, Xes %+ xo); ¥ <0, 0< Xxf_‘f_ 1, X, >0
A _ M B
P P P
Symbol Key
M Nominal money supply (exogenous)
re Nominal interest rate
rn-(i’/P)e Real interest rate (r)
X Real output
A Nominal Wealth (M + = )
B Nominal coupons :
( exogenous)
® Price Level
Bex Real Wealth {(a)
E o



TABLE 3

PARAMETER VALUE ASSUMPTIONS OPERATING TO CAUSE A
POSITIVE (+) OR NEGATIVE (-) RESPONSE OF INTEREST
RATES TO EXPANSIONARY OPEN MARKET OPERATIONS

Direct and Indirect Effects
Licuidity Real Feedback Price Level Price Expectations

As.sumptions Effect - - Effect Feedback Effect Feedback Effect
L_ tends to 0 -) B =) ; +)
X, tends to -« -0 ) +) - +)

X_ tends to += " +) -) )




FOOTNOTES

The basic framework for analyzing the response of interest rates
to monetary change has been discussed by Gibson [9], Friedman [6],
and Meyer [13].

Recall that monetarists traditionally have argued (relative to income
expenditurists) that the interest rate elasticity of money demand is
small, the interest rate elasticity of aggregate demand is large, and
wealth effects on aggregate demand exist and are positive.

See de Leeuw [(2), Chapter 13].

For a good description of the IS-LM framework see [19]. For a lucid
discussion for the role of the balance sheet identity in macromodels
see [14]. Use of the IS-LM framework requires the assumption that

the supply sector adjusts to provide an amount equal to the eguilibrium
level of X4, '

This result was cbtained by using Olech’'s Theorem. For a discussion
of the technique see Jsmes Quirk and Richard Ruppert [18].



3.

REFERENCES

Cagan, Phillip, and Arthur Gandolfi. "The Lag in Monetary Policy
As Implied by the Time Pattern of Monetary Effects on Interest Rates."

American Econamic Review, 59 {May 1969), 277-284.

de Leeuw,Frank. "A Model of Financial Behavior." In Brookings

Quarterly Econometric Model of the U.S. Eccnomy, edited by J.S.

Duesenberry, et al., pp. 465-530. Chicago, I1l.: Rand McNally and Co., 1965.
Fair, Rey C. "A Criticism of One Class of Macroeconomic Models with

Rational Expectations.”" Journal of Money, Credit, and Banking, 10

(November 1978), L11-L1T.
Federel Reserve Bank of Minneapolis. "Rational Expectations—-
Fresh Ideas That Challenge Some Established Views of Policy Making."

Annual Report, 1977, 1-13.

Fisher, Irving. Appreciation and Interest. New York, N.Y.: Macmillan,
1930.
Friedman, Milton. "Factors Affecting the Level of Interest Rates, Part 1." 1In

Savings and Residential Financing, 1968 Conference Proceedings,

1968,

. "The Quantity Theory of Money: A Restatement." In Studies

in the Quantity Theory of Money, edited by Milton Friedman, pp. 3-21.

Chicago, Ill.: University of Chicago Press, 1956.
Friedman, Milton, and David Meiselman. "The Relative Stability of
Monetary Velocity and the Investment Multiplier in the United States,

1897-1958." Stabilization Policies, Commission on Money and Credit.

Englewood Cliffs, New Jersey: Prentice-Hall, 1963.
Gibson, William. "Effects of Money on Interest Rates." Staff Economic

Studies, No. 43, Board of Governors of the Federal Reserve System, 196T.



10.

11.

12,

13.

1k,

15.

16.

17.

18.

. "Interest Rates and Monetary Policy." Journal of Political

Economy, 78 (May-June 1970), 431-455,

Gibson, William and George XKaufman. "The Relative Impact of Money
And Income on Interest Rates: An Empirical Investigation." Staff
Economic Studies, Ko. 26, Board of Governors of the Federal Reserve
System, 1967.

Meiselman, David. 'Discussion.” In Controlling Monetary Aggregates,

Conference Series No. 1, Federal Reserve Bank of Boston, June 1969, pp. 145-151.

Meyer, Laurence H. "Monetary Policy and Interest Rates." Ph.D.
dissertation, Massachusetts Institute of Technology, 1970.

. "The Bzlance Sheet Identity, the Government Financing

Constraint, and the Crowding Out Effect." Journal of Monetary

Econcmics, 1 (January 1975), 65-78.

. "The Response of Interest Rates to Monetary Change:
A Simulation Study." Proceedings of the Business and Economics
Statistics Section of the American Statistical Association, 1972,
pp. 398-L03.
Meyer, lLaurence H. and Hyman P. Minsky. "The Financial Instability
Hypothesis, Disaggregated Finance and the Structure of Econometric
Models,' paper presented at the Econometric Society Meetings, Toronto,
1972.

Mundell, Robert. "Inflation and Real Interest.” Journal of Political

Economy, 71 (June 1963), 280-283.
Quirk, James and Richard Ruppert, "Global Stability and Phase Diagrams."
Research Papers in Theoretical and Applied Econometrics, N. 11,

University of Kansas, 1967.



19.

20.

Smith, Warren. "A Graphical Exposition of the Complete Keynesian

System." Southern Economic Journal, 23 (October 1956), 115-125.

Zwick, Burton. "The Adjustment of the Economy to Monetary Changes."

Journal of Political Economy,79 (Jenuary-February 1971), T7-96.






