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Monetary Economics
in Globalised Financial Markets
Introduction
Part I.
Money and credit supply

1. Money: definition, functions, kinds and origin
2. From the gold to the paper money standard
3. Money and credit creation
4. Money aggregates
Digression I: Divisia monetary aggregates
5. Impact of portfolio shifts on money
6. A look at “global liquidity”
Digression II: Key facts about major central banks
Part II.
Money and credit demand

1. Classical demand for money theory
2. Keynesian demand for money theory
3. Portfolio-oriented demand for money theories
Digression: Income velocities of US money aggregates
4. Money-in-the-utility function and cash-in-advance models of money
demand
5. Estimating money demand functions for the US and the euro area
5.1 Money demand in the US
5.2 Stock prices in the demand for money
5.3 Money demand in the euro area
6. Credit demand
Part III.
The interest rate

1.
2.
3.
4.

Introductory remarks
The Austrian theory of the interest rate
The neo-classical theory of the interest rate
Knut Wicksell’s theory of the interest rate
4.1 Wicksell’s loanable funds theory
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4.2 The concept of the real neutral interest rate
5. The Keynesian liquidity preference theory
6. Nominal versus real interest rates
7. Credit spreads
Part IV.
Financial market asset pricing

1. Prices, returns and distributions
1.1 Prices and returns
1.2 Joint, marginal, conditional and unconditional distributions
2. Stylised facts of international asset price linkages
2.1 Latest developments
2.2 Descriptive statistics and some tests
2.3 Measuring international asset return linkages
Digression I: Price earnings ratios and future stock market performance
3. Rational expectations and the Efficient Market Hypothesis
4. Bond valuation – basic valuation concepts
4.1 Prices, yields and the RVF
4.2 Theories of the term structure of interest rates
Digression II: The information content of the US term spread for
future economic activity
4.3 The term structure spread and future short-term rate changes
5. Stock valuation
5.1 Discounted cash flow under EMH-RE
5.2 Dividend yields, expected returns and the Campbell-Shiller
model
6. Capital Asset Pricing Model (CAPM)
7. A Theoretical Framework of Liquidity Provision
7.1 Private provision of liquidity by the financial system
7.2 Financial fragility and cash-in-the-market pricing
7.3 Contagion
7.4 Asymmetric information
Part V.
Causes, costs and benefits of stable money

1. The objective of price stability
2. Causes of inflation
2.1 Monetary inflation theory
2.2 Non-monetary inflation theory
2.3 Fiscal theory of the price level
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3. Costs and benefits of inflation
3.1 Costs of inflation
3.2 Benefits of inflation – the Phillips curve
3.3 A path-dependent long-run Phillips curve – the case of hysteresis
3.4 Monetary policy and the Phillips curve
4. “Optimal” inflation
5. Deflation
6. Asset Price Inflation
Part VI.
Monetary policy theory

1. Uncertainty in monetary policy making
2. The debate about “rules versus discretion”
3. The time inconsistency problem
4. Institutional arrangement for price stability
5. Relation between fiscal and monetary policy
Digression: The allocation of power in the enlarged ECB Governing
Council

Part VII.
Transmission mechanisms

1. The effects of changes in money supply
1.1 Interest rate channel
1.2 Asset price channel
1.3 Credit channel
1.4 Credit rationing
1.5 Exchange rate channel
2. Theory of crisis transmission - the Austrian theory of the business
cycle
3. The vector-autoregressive (VAR) model - a benchmark for analysing
transmission mechanisms
Digression: Global liquidity and the dynamic pattern of price adjustment: a VAR analysis for OECD countries
4. Monetary policy and the “zero bound” to nominal interest rates
Part VIII.
Monetary policy strategies

1. Strategy requirements
2. Monetary targeting (MT)
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3. Inflation targeting (IT)
4. Nominal income targeting (NIT)
5. The Taylor rule
6. The McCallum rule
7. Interest rate targeting
8. The monetary conditions index (MCI)
Digression I: How the ECB and the Fed set interest rates
Digression II: Does the ECB follow the Fed?
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Authors’ note

An old song has it that money makes the world go round. Indeed, money, the
universally accepted means of exchange, plays a pivotal role in turning
the wheels of an increasingly globalized world economy, characterised
by increasing cross-border trade in goods and services and international
financial transactions. Given the undeniable importance of money for
domestic and international economic dispositions, we therefore do not
heed the old saying The best advice about money is not to talk about it in this
book. On the contrary, we will talk about money quite extensively.
At the time of writing, the global monetary architecture experiences an unprecedented credit market turmoil, which started in the US
subprime mortgage market in July/August 2007 and spread to virtually
all major financial markets. The ultimate consequences of this unprecedented financial earthquake are hard to evaluate in terms of their impact on the global economy and its monetary order in the years to
come. Nevertheless, throughout our book the reader will find plenty of
analyses of the factors and events which may have sown the seeds of
the current crisis.
As indicated already by the title of our book, we venture a quite
new project in the sense that we try to combine a practicioner’s view
with a view from academics. We draw upon a couple of years of experience as members of a group of observers of the European Central Bank
(ECB Observer), permanently challenged by intriguing questions by
journalists. The objective of the ECB Observer is to analyse and comment on the conceptual and operational monetary policy of the European System of Central Banks (ESCB). The ECB Observer analyses
focus on the potential consequences of past and current monetary policy actions for the future real and monetary environment in the euro
area. We try to let our experience slip into this book.
With this book we do not enter uncharted territory. Our objective
is much more humble: We want to provide students with an integrated
overview about the major building blocks of monetary economics –
that are monetary theory, capital market theory and monetary policy
theory. In doing so, we will draw heavily on the work of many brilliant
leading scholars with the aim of strengthening and improving interest in
and understanding of monetary policy. On top of that, we will provide
numerous graphs and econometric examples, which may help illustrating, and thereby improving the understanding of, the theoretical issues
under review.
The book is aimed at second- and third-year undergraduate and
graduate courses in monetary economics and/or international finance.
Our goal is to develop a broad coherent framework for thinking about
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all of the fundamental problems in monetary economics. Our aim is to
show that one can address nearly all the core issues in monetary economics with a systematic modern approach which does not neglect
econometrics but that also pays attention to the nuances of micro
foundations. With an eye on the needs of the job markets in globalised
financial markets this should also serve best the job prospects of students of monetary economics and international finance.
We would like to thank Professor Dr. Dieter Gerdesmeier, and
the colleagues at the Frankfurt School of Finance & Management,
Frankfurt, Daniel Gros, PhD, Director Centre for European Policy
Studies, Brussels, Dr. Eduard Hochreiter, The Joint Vienna Institute,
Vienna, Professor Dr. Wim Kösters, University of Bochum, Dr. Jörg
Krämer, Commerzbank AG, Frankfurt, Professor Dr. Martin Leschke,
University of Bayreuth, and Andreas Rees, UniCredito Group, Munich,
for many fruitful discussions and invaluable support. We also are grateful for financial and intellectual support from the Oesterreichische Nationalbank (OeNB) where the first author stayed as a research professor
when the first drafts of this book were written. The quality of the book
profited most from the feedback by our students at the Universities of
Vienna, Stuttgart, Bayreuth, Frankfurt, Hohenheim and DuisburgEssen, Saarbrücken. Technical assistance by students from the Universities of Duisburg-Essen and Hohenheim, especially by Kai MüllerBerner and Markus Ortel is gratefully acknowledged as well. Needless
to say, we take full responsibility for any remaining shortcomings and
errors.
Frankfurt and Münster
August 2008
Ansgar Belke and Thorsten Polleit
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To our parents
Anita and Horst Polleit
Ursula and Winfried Belke

Monetary economics provides a framework for analyzing money in its functions as a medium of exchange, store of value, and unit of
account. It considers how money, for example fiat currency, can gain acceptance purely because of its convenience as a public good.
Questions (72). Publications (21,638).Â I am currently working on an empirical analysis in R. To give you some background information:
I want to estimate a VAR-model to subsequently develop IRFs from it (using cholesky decomposition). Monetary economics, as defined
in McCallumâ€™s (1989) textbook, "is concerned with the effects of monetary institutions and policy actions on economic variables
[such as] commodity prices, wages, interest rates, and quantities of employment, consumption, and production". The subject covers the
origin, functions and value of money, a large part of macroeconomics with an emphasis on monetary policy, central banking and
financial institutions and financial markets.

