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I.  OVERVIEW 



Monetary Transmission Mechanism 

• The mechanism through which monetary 
developments have real (and other) effects. 



Possible Transmission Mechanisms 

• Intertemporal substitution (changes in the real 
interest rate affect C and I). 

• Credit channel (monetary changes affect spreads, 
ability of banks to make loans, etc.). 

• Relaxing liquidity constraints for some households by 
raising income (Cloyne, Ferreira, and Surico). 

• Redistribute income to high MPC consumers 
(Hausman, Rhode, and Weiland). 

• Information revelation (Nakamura and Steinsson). 



 

II.  CLOYNE, FERREIRA AND SURICO, “MONETARY POLICY 
WHEN HOUSEHOLDS HAVE DEBT:  NEW EVIDENCE ON 

THE TRANSMISSION MECHANISM” 



What is the main idea of the paper? 

• CFS believe the conventional interest-rate channel is 
important, but there is an another channel that is 
also. 

• It involves heterogeneity in the MPC related to 
balance sheets. 

• Proxies for balance sheets using housing status. 

• Why do they look at both the US and the UK? 



Data 

• Household-level consumption data 

• UK:  Living costs and food survey 

• US:  Consumer expenditure survey 

• Both survey have disaggregated consumption 
data, demographic variables, and information 
on mortgage payments or rent. 

• Group households according to housing status 
(owner, borrower, renter). 



Data (continued) 

• Monetary policy shocks for both countries 

• Updated Romer and Romer (2004) for US 

• Cloyne and Huertgen (2016) for UK 

• Concerns about the data? 



From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Monetary Shock Series 



Empirical Specification 

 

 

• Comments?  Concerns? 



From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Response of Non-Durables Expenditure 



From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Response of Durables Expenditure 



From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Response of Durables Expenditure, Same Age 



Inspecting the Transmission Mechanism 

• What is Cloyne, et al.’s preferred interpretation? 

• Income rises for all groups, but mortgagors and 
renters spend it, while outright owners do not. 

• Fits with mortgagors and renters being liquidity 
constrained. 



Cloyne, et al. and the Keynesian Cross 

Y* Y  

PAE1 

PAE Y=PAE 
PAE2 

Y2  

• What causes the initial rise in PAE? 

• Role of balance-sheet factors and heterogeneous MPCs. 



From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Response of Investment 



From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Response of Income 





From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Evidence that Mortgagors are Liquidity Constrained 



Were you convinced? 



Alternative Explanations 

• Mortgagors get a direct benefit from the decline in 
interest rates and that is why they spend. 



From:  Cloyne, Ferreira, and Surico, “New Evidence on the Transmission Mechanism.” 

Response of Mortgage and Rental Payments 





Alternative Explanations (continued) 

• Mortgagors get a direct benefit from the decline in 
rates and that is why they spend. 

• Different elasticities of intertemporal substitution. 

• Monetary shock causes a redistribution of wealth. 

 



Overall Evaluation 

• Nice paper! 

• What do you think of the appendix? 

• Possible implications for policy 



 

III.  HAUSMAN, RHODE, AND WEILAND, “RECOVERY 
FROM THE GREAT DEPRESSION:  THE FARM CHANNEL IN 

SPRING 1933” 



From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



Role of Devaluation 

• U.S. went off the gold standard in April 1933; dollar 
depreciated rapidly. 

• A kind of monetary shock. 

• HRW are interested in the direct effect of 
devaluation as something that raised farm income. 

• The transmission mechanism involves heterogeneous 
MPCs. 



How does HRW fit into the lecture? 

• Much in common with Cloyne, et al. 

• Both are about heterogeneous MPCs, and that size 
depends on debt. 

• But, the initial shock is quite different. 

• Related to a large literature on distributional effects 
as part of the transmission mechanism. 



Devaluation and Farm Prices 

From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



Behavior of Other Price Series 

http://fred.stlouisfed.org/graph/?g=l9j3


Daily Data on Farm Prices and Exchange Rate 

From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



Devaluation and Farm Income 

From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



Estimating the Response of Consumption to 
Agricultural Exposure 

 

 

 

• Are auto sales a good proxy for consumption? 

• How do they measure agricultural exposure? 



Car Sales and Farm Population Share 

From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



Checking for Pre-Trends 

From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



What have HRW shown so far? 

• Farm prices rose more than other prices following 
devaluation. 

• Farm incomes rose following devaluation. 

• Auto sales rose more in states more exposed to 
agriculture. 

• Do you believe the story so far? 



Were the effects of devaluation on farm prices 
expansionary for the entire economy? 

• All of the results so far are about relative changes in 
consumption. 

• Three mechanisms by which higher crop prices could 
have been expansionary for the whole US economy: 

• Differential MPCs (related to debt burdens) 

• The banking system 

• Inflationary expectations 



Differential MPCs 

• Similar to Cloyne, et al. 

• Devaluation transferred income to high MPC farmers 
and away from workers or businesses paying more 
for farm products. 

• How do they test this? 



From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 



From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 

Behavior of Bank Deposits 



From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 

Farm Prices and Expected Inflation 



Aggregation 

• Paper estimates how much of the growth in cars sales 
right after devaluation was due to the farm channel. 

• Basics of the calculation are the upward shift in PAE 
caused by the redistribution times a multiplier. 

• Get the upward shift in PAE from their regression (effect 
of farm population share on sales times farm population 
share). 

• Use an aggregate multiplier from other studies. 

• Conclude that the farm channel accounts for about 1/3 
of the increase in auto sales in spring 1933. 



From:  Hausman, Rhode, and Weiland, “Recovery from the Great Depression.” 

Aggregate Effect of the Farm Channel 



Evaluation 



Overall, what do we learn from the first two 
papers? 

• The transmission mechanism for monetary shocks is 
more complicated than just the effects of interest 
rates working through intertemporal substitution. 

• Different MPCs related to debt burdens may be a 
fundamental feature of the economy and of the 
transmission mechanism of monetary (and other) 
shocks. 

• Redistribution effects of monetary developments 
could be important. 



 

IV.  NAKAMURA AND STEINSSON:  “HIGH-FREQUENCY 
IDENTIFICATION OF MONETARY NON-NEUTRALITY:  THE 

INFORMATION EFFECT” 



Starting Point 

• The Fed may have information about the economy 
that isn’t known to private agents. 

• And since the Fed bases policy on its information, 
monetary policy actions can reveal some of its 
additional information. 



If the Fed Has Additional Information, What We Mean 
By a “Monetary Shock” Is Ambiguous 

1. An unexpected change in monetary policy (may be 
correlated with Fed information). 

2. A random change in monetary policy (done 
independently of Fed information, but that isn’t known). 

3. A random change in monetary policy that’s known to be 
random. 

• With definitions 1 and 2, some of the subsequent 
behavior of the economy is the result of the fact that the 
Fed has additional information. 

 



Nakamura and Steinsson’s Approach 

• Look at relatively high-frequency responses of 
nominal and real interest rates, expected inflation, 
and expected output growth to unexpected changes 
in monetary policy. 

• Show that the responses are inconsistent with 
standard models if they lack the information effect. 

• Build a model incorporating the information effect, 
estimate its key parameters, and analyze its 
implication for the size of the information effect. 



Data for the High-Frequency Analysis 

• Sample periods: ≈ 1995 until recently. 

• Fed funds futures; eurodollar futures. (Very high 
frequency.) 

• Other interest rates; TIPS (starting ≈ 2000); inflation 
swaps. (Roughly daily.) 

• Times of Fed announcements. (Using scheduled 
FOMC meetings only.) 



Some Subtleties Involving the Data 

• Their “policy news shock” is the first principal 
component of the unanticipated change in: the funds 
rate, the expected funds rate immediately following the 
next FOMC meeting, and expected 3-month eurodollar 
interest rates at horizons of 2, 3 ,and 4 quarters. 

• Going from interest rates on bonds of various horizons to 
implied expected instantaneous forward rates. 

• The expectations theory doesn’t hold perfectly. For 
example, the 1-year interest rate equals the average 
expected daily rate over the coming year plus a term 
premium. N&S need to worry about the possibility that 
premiums change over their 30-minute windows. 



A General Issue in Using High-Frequency 
Financial Market Data 

• How much expertise do we think there is in financial 
markets about whatever it is we’re trying to learn 
about? 

• Consider, for example: (1) the differential impact of 
the Trump tax cut on corporate profits of firms of 
different types, vs. (2) the slope of the Phillips curve. 



From:  Nakamura and Steinsson, “The Information Effect.” 



Digression: The Rigobon Approach—Overview 

• The  issue: Unless we look at very short windows, 
some of the movements in i aren’t coming from 
monetary policy, so we can’t just run a regression of 
∆s on ∆i to estimate the impact of monetary policy. 

• Rigobon: Assume that the “background noise” 
(movements in i and s coming from sources other 
than monetary policy) is constant over time. 

• Allows us to use information from observations 
without monetary policy developments to correct for 
the background noise. 



Digression: The Rigobon Approach—Mechanics 
• Assume ∆𝑖𝑡 =  η𝑡 + θ𝑡, where η and θ are nonmonetary and 

monetary influences on ∆𝑖, and ∆𝑠𝑡 =  𝛽η𝑡 + 𝛾 + υ𝑡 θ𝑡 +
δ𝑡 . Everything relevant is assumed to be uncorrelated and 
homoskedastic. 

• Notes: (1) Think of 𝛽 as reflecting a projection of ∆𝑠 on η, not 
a causal effect. (2) υ is included to allow ∆𝑠 to have greater 
variance for observations with policy actions. 

• Implications: For nonpolicy observations, Variance ∆𝑖 = 𝑉η, 
Covariance ∆𝑖,∆𝑠 = 𝛽𝑉η; for policy observations, 
Variance ∆𝑖 = 𝑉η + 𝑉θ, Covariance(∆𝑖,∆𝑠) = 𝛽𝑉η + 𝛾𝑉θ. 

• So, we can estimate 𝛾 as the difference in the covariance 
between policy and nonpolicy days divided by the difference 
in the variance between policy and nonpolicy days. 



From:  Nakamura and Steinsson “The Information Effect.” 



Are the ∆i’s in  N&S’s Regressions (∆𝑠𝑡 = 𝛼 +
𝛾∆𝑖𝑡 + 𝜀𝑡) Conventional Monetary Policy 

Shocks? 

• If so, we’d expect private sector forecasts of output 
growth to fall when there’s a contractionary shock. 

• Test: Regress change in private sector forecast of 
growth over the coming year on the shock. 

• The change is over an entire month. Is this a 
problem? 



From:  Nakamura and Steinsson “The Information Effect.” 



Nakamura and Steinsson’s Illustrative Model 
Incorporating a Fed Information Effect 

• Starting point is the standard 3-equation new 
Keynesian model (new Keynesian IS curve, new 
Keynesian Phillips curve, interest rate rule). 

• Includes internal habits in the IS curve and a 
backward-looking component in the Phillips curve. 

• The “natural rate of interest,” �̂�, varies over time, the 
Fed has some information about �̂�, and the Fed 
moves the real rate in response to that information. 



Estimation of the Model 

• All parameter values are fixed, except: the fraction of 
shifts in the intercept of the interest rate rule that the 
private sector interprets as conveying information 
about �̂� (that is, the strength of the information effect); 
the slope of the Phillips curve; and two parameters 
governing the dynamics of the interest rate rule. 

• Choose those parameters to match the response of 
real rates, expected inflation, and expected output 
growth at various horizons to the policy news shock as 
well as possible. 

• “Simulated method of moments.” 



From:  Nakamura and Steinsson “The Information Effect.” 



From:  Nakamura and Steinsson “The Information Effect.” 

Behavior after an Unexpected Change in Monetary Policy 



From:  Nakamura and Steinsson “The Information Effect.” 
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