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Abstract

This paper reviews the monetary transmission mechanism in low-income countries (LICs). We use
the standard description ofmonetary transmission as a benchmark to identify aspects of the
transmission mechanism that may operate differently in LICs. In particular, the paper focuses on
the effects of financial market structure on monetary transmission. The weak institutional
framework prevalent in LICs drastically reduces the role of securities markets. Consequently,
traditional monetary transmission through market interest rates and market-determined asset
prices are weak or nonexistent. The exchange rate channel, in turn, tends to be undermined by
heavy central bank intervention in theforeign exchange market. The weak institutional framework
also has the effect of increasing the cost ofbunk lending to private firms. Coupled with imperfect
competition in the banking sector, this induces banks to maintain chronically high excess reserves
and to invest in domestic public bonds or (when possible} in foreign bonds. With the financial
system not intermediating funds properly, the bank lending channel also becomes impaired.
These factors undermine both the strength and reliability of monetary transmission, which has
important implicationsfor the conduct ofmonetary policy in LICs.
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Monetary Transmission inLow-Income Countries; Effectiveness and Policy Implications

White Milton Friedman was a great believer in the power of monetary policy to affect
aggregate demand, his perception that these effects were transmitted with long and variable
lags led him to be skeptical of the effectiveness of activist monetary policy. It is easy to
imagine that if in addition 10 being subject to long and variables lags, the ultimate effects of
monetary policy on aggregate demand had been perceived by Friedman as unpredictable, his
conviction that nonfeedback rules for monetary policy were superior to rules with feedback would
have been strengthened.

in contrast, the modern consensus that monetary policy should be conducted in accordance
with predictable rules is not predicated on the view that the effects of monetary policy on aggregate
demand tend to be uncertain. Instead, it is based on the perception that central bank credibility is
vital for the effective conduct of monetary policy, because only systematic central bank
behavior in accordance with an interpretable ule that embodies a commitment to price stability
can provide a reliable anchor for private sector expeclations.! As befits their different motivation,
modern monetary policy rules tend 10 be of the feedback variety. Taylor rules, for
example, incorporate feedback from both inflation and real activity to the setting of the monetary
policy instrument. These rules are formulated on the explicit premise that the monetary policy
instrument can exert systematic and predictable effects on aggregate demand, at least under
normal (that is, nonliguidity trap) conditions. In other words, these rules take as given a
reasonably reliable mechanism of menetary transmission.

This favorable view of the effectiveness of monetary transmission is the result of more than two
decades during which economists have deveted a substantial amount of attention to the
transmission mechanism. However, these efforts have typically been carried out in the analytical
and empirical context of economies with sophisticated and well-functioning financial
markets. Much less is known aboul monetary transmission in economies with more rudimentary
financial systems—not just quantitatively, but even qualitatively. This is particularly true in
low-income countries (LICs). Consequently, the link between the central bank's monetary
policy instruments and the behavior of aggregate demand in such countries remains
something of a black box. Since LICs have the same reasons to value rules-based monetary policy
credibility as do high-income economies, and since the optimal design of such rules depends
critically on the strength and reliability of monetary transmission (as suggested by the contrast
between Friecdmanesque constant-money-growth rules and more activist Taylor rules)
understanding the characteristics of monetary transmission in LICs is an important issue,
particularly since we have reason to believe that monetary transmission is strongly influenced
by financial structure. and that the financial structure of most LICs differs significantly from that
of most high-income countries.

| Goodfriend (2007) describes the evolution of this modem consensus
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This paper examines how the various conventional channels of monetary transmission are likely to
operate in the financial environment that tends to characterize LICs.> Not surprisingly, we find that
there are strong a priori reasons for believing that the monetary transmission mechanism in LICs
is fundamentally different from that in cconomics with more sophisticated financial systems.
More importantly, we conclude that there are similarly strong a priori reasons to believe that
monetary (ransmission maybe both weak and uprefiable in the context of LICs. and provide
some empirical evidence consistent with this view.3 We argue that this state of affairs hasiimportant
policy implications for the conduct of discretionary monetary policyin such countries, for the
desirability and design of inflation targeting, for the choice of exchange rate regimes, and for the
desirability of capital account restrictions.
The paper is structured as follows. The next section provides an overview of the monetary
transmission mechanism as it is conventionally understood lo operate ina general setting, with the
goal of highlighting the assumptions about the economy's financial structure that underpinthe
various channels of monetary transmission typically identified in descriptions of the transmission
mechanism. Section Il turns specifically to the empirical characteristics of financial structure in
LLCs, documenting the extent to which the stylized facts about financial structure in such countries
fail to match the assumptions identified in Section 1. These differences in financial structure soggest
that the bank lending channel is likely to be the dominant channel for monetary transmission in
LiCs, at leastin relative terms (that is, compared with other potential channels of transmission).

However. the effectiveness and reliability of this channel may itself depend on the economy's financial
structure. Section ILI provides a brief overview of the empirical literature on financial structure and
monetary transmission in the context of higher-income countries. To explore the potential
relevance af this issue for LICs, Section IV examines some cross-country cvidence on the
effectiveness of the bank lending channel, comparing the relationship between central bank policy
rates and bank lending rales in LICs, advanced. and emerging economies. The results are
consistent with this link being both weaker and less systematic in LICs than in the other country
ETOUpS.

2 We limit our analysis “typical” LICs. The usual definition of LICs refers to countries with PPP-udjusted
income per capita of less than USS1,000 per year. We usc this definition in a broad sense, considering thal
some countries with higher incomes per capita share many characteristics with typical LICs. Notably, we
exclude India and China from our analysis. This is mostly because these countries present economic and
institutional characteristics that are very different from the usual LICs, In addition. a vast and growing
literature is devoted to these countries.

3 By referring to monetary transmission in low-income countries as “weak” or “ineffective,” we mean
that the effect of monetary policy on aggregate demand is small: and by “unreliable.” we mean thet the
effect depends on country-specific structural and institutional Features and is likely to vary over time in
unpredictable ways.

We makea sirong distinctionin this paper between monetaryand exchange rate policies. While the trilernmn
tellsus that these are not independent instruments in the presence of high de facto capital mobility, this is
nol the silvation that prevails in most LICs. Monetary and exchange rate policy tend to be independent
instruments in the short run in most LICs, becouse credit market frictions that operate at the internation!
level ensure that these countries are genenlly characterized by very limited de facto eapital mobility,
even when their capita) accounts are open de jure (see Stulte. 2005), The implication is that fixing the
exchange r e  does not require these countries to surrender monetary autonomy.
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Monetary Transmission in Low-Income Countries: Effectiveness and Policy Implications

They are also consistent with the frequent finding in empirical research (surveyed in Mishra,
Spilimbergo,andMontiel, 2011) of weak monetary policy effects on output and prices in LICs.
Section V examines the policy implications of these results. The final section summarizes.

L Monetary Transmission: An Overview
The standard description of the monetary transmission mechanism proceeds as follows:

The Formulation of Monetary Policy
Monetary policy is usually taken to be formulated by an independent or quasi-independent central
bank in pursuit of broad macroeconomic objectives, rather than with the objective of
mecling the govemment's financing needs. In the United States, for example. this situation dates to
the Fed-Treasury Accord of 1951, which freed the Federal Reserve lo pursue its own macroeconomic
objectives, rather than simply pegging the interest rate on Treasury bills for fiscal reasons.’

The Policy Instrument :

Although the Finance Ministry may hold periodic auctions of government securities to finance
deficits and refinance maturing debt (the primary market for government securities), these are
assumed to be purchased by the domestic or foreign private sectors or by foreign official institutions,
rather than by the domestic central bank. The central bank conducts monetary policy by buying and
selling short-term government securities in a well-functioning secondary market. In doing so, its
objective is to control the value of some financial market variable (for example, the inicrbank
interest rate, the stock of unborrowed reserves, the monetary base, or the money stock)
as an intermediate target. In recent years, central banks in advanced and emerging economies have
most commonly- targeted an interbank rate (for example, the federal funds rate in the United States).
The value of this intermediate target is assumed to influence aggregate demand through the
transmission mechanism and thus to affect the central bank’s ultimate macroeconomic
objective(s) (typically, price stability and/or full employment). The intermediate target is
accordingly typically set through a feedback rule (suchas a Taylor rule) that depends on the observed
values of the ultimate macroeconomic objective(s).

The Transmission Mechanism

The iransmission mechanism from open market transactions by the central bank to aggregate
demand can be described as follows (consider for concreteness the example of a central bank
purchase of government securities):

® From central bank inlervention in the market for short-term government securities to interest rates
in the interbank market for reserves.

The rok of centre] bank independence in monetary transmission (ss opposed to monetary policy
f o rmu la t i on )is discussed later in this section (see foomote 11)

14 BETA J i tnalThoughts oe Bening and Fiatee .
he
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The sellers of short-term government securities to the central bank hold the proceeds in commercial
banks (these sellers are often the commercial banks themselves), thereby increasing commercial
banks’ free reserves. The increased stock of reserves causes a reduction in the interbank rate.

# From interes rates in the interbank market to interest rates on short-term government securities,

Arbitrage in commercial bank portfolios between the interbank market and bank holdings of very
short-term government securities creates an equilibrium relationship between the return on those
securities and the interbank rate. When the interbank rate is low relative to the prevailing rate on
short-term government securities, banks reallocate their asset portfolios away from reserves,
which can be used for lending in the interbank market, and into purchasing short-term Treasury
bills, which lowers the rate of return on those bills (and vice versa when the interbank rate is high).
The arbitrage condition between the return on short-term government securities and the interbank rate
leads to the following relationship:

ir = i  4)

where iy is the interest rate on very short-term government securities and iR is the interbank rate.
Notice that this arbitrage condition describes the relationship between the two interest rates,
but does not pin down the value of either rate.

To see how the central bank can set iR. note that banks purchase short- term Treasury bills by
issuing deposits on themselves, but for financial market equilibrium te hold, these new deposits
must be willingly held by the nonbank public. For this 10 be the case, the rate of relurn on
alternative assets has to fall. These alternative assets are precisely short-term Treasury bills, Write the
demand for deposits as D(iT. Y). whereY denotes real income and D1<(), D230. Let rr be the required
reserve ratio, er the ratio of excess reserves to deposits (taken to bea decreasing function ofthe
differential between the Treasury bill rate iT and the return on reserves iR, with er equal to some
equilibrium value er* when that differential is zero), equilibrium in the market for reserves
requires;

H= frreenip= ig) Diy, YY), @

where H is the supply of reserves. Using Equation (1), this becomes:

H=(rr+er®) Diig Y),

To hit a desired target for the money market rate, say * , the central bank therefore has to set:

H = (rr+er’) Pd(i%y Y),

This “liquidity effect” creates the first channel through which monetary policy may affect aggregate
demand. Under sticky prices and rational expectations, the short-run expected rate of inflation is
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unaffected by the central bank's intervention in the Treasury bill market, so the effects of open-
market operations on the interest rate on shon-term Treasury bills should be reflected in the
short-term real interest rate, which (at least potentially) affects aggregate demand directly by
altering the intertemporal profile of household consumption(in formal terms through the Ecler
equation). The effectiveness of this channel, which is one component of the interest rate channel,
depends on the degree of intertemporal substitutability in consump- tion as well as on the extent to
which houscholds are rationed in credit markets.® The higher the degree of intertemporal
substitution in consumption and the less prevalent is credit rationing, the more effective this channel!
is likely to be. As we shall discuss below, there is a separate component of the interest rate channel
which affects spending on durable goods by households and firms. Accordingly. to be precise, we can
refer to this first channel as the short-term interest rate channel,

e From the interbank rate to bank lending rates.

In principle, an increase in the size of banks’ deposit base should increasethe volume of resources that
banks intermediate (but sce below), thus increasing banks® supply of loanable funds. Competition
among banks would be expected to cause this increased supply of funds to reduce bank lending rates as
well as to increase the availability of credit for mtioned borrowers, ifany. This induces a second
effect on aggregate demand, as the reduced interest rates on bank loans and greater availability of
bank credit induces an increase in spending by bank-dependent agents (typically small, opague
firms}. This second channel of monetary transmission is referred to as the bank lending channel,
one component of a broader credit channel. The effectiveness of this channel depends on the extent
thal an expansion of reserves does increase the supply of bank loans, and thal an increase in
the supply of bank loans reduces the cost and/or availability of finance for the nonbank sector.’

Why might the supply of bank loans not be affecied? There are two reasons. First, on the ligbility
side of banks’ balance sheets, banks may be able to attract resources not just by issuing deposits, but
also by issuing their own short-term secusities (for example. negotiable CDs in the United
States).®

Thus, when their supply of deposits increases, they may simply cut back on the securities they issue,
leaving the asset side of their balance sheets unchanged. This happens when shoni-term securities and
deposits are close substitutes.”

® The interest rate channel is sometimes referred 10 as the "money™ channel

7 Ihe bank lending channel may operate whether or not banks ration credit to bunk- dependent customers.
To the extent thet they do, the channel would operate through the availability ofcredit 1o rationed borrowers.
But even if banks do not ration credit, the channel would operate through the cost of credit to bank-dependent
borrowers,

¥ Not everyone agrees that the role of securities and large CDs necessarily weakens the bank lending channel in
advanced economies. For a conirzry view, see Keeton (1993).

% Notice that this implies a very high elasticity of demand for money —that is, a very fat LM curve.
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Second, on the asset side of banks’ balance sheets, when their deposit base increases, banks may
simply purchase more securities, rather than make more loans. This would be more likely to happen
when securities and loans are close substitutes (in the portfolios both of banks and their
customers}—in other words, when bank lending is not “special” in the usual sense. The strength of
that channel depends on the degree of competition among banks (which determines the response
of banks’ lending rate to banks" cost of funds). In a noncompetitive environment (because of regulation
or collusion), banks will not pass on their reduced costs of funding to their loan rates.

® From short-term government securities to the exchange rate.

Under floating exchange rates and perfect capital mobility, arbitrage between domestic and foreign
short-term government securities causes incipient capital flows which change the equilibrium
value of the exchange rate required lo sustain uncovered interest parity, This triggers a third channel
of transmission, the exchange rate channel. With sticky prices, this change in the nominal exchange
rate is reflecied in a real exchange rate depreciation that induces expenditure switching between
domestic and foreign goods. The effectiveness of this channel depends on the cenuul bank's
willingness to allow the exchange raie to move (which may be constrained by “fear of Aoating™),
on the degree of de facto capital mobility (fora given change in domestic short-term interest rates,
there will be less movement in the exchange rate the lower the degree of capital mobility), on
the strength of expenditurc-swiitching effects (this depends on the commodity composition of
production and consumption), on the importance of currency mismalches (because adverse balance
sheet effects could create negative expanditure- reducing effects that may offset or even dominate
expenditure-switching effects on aggregate demand), and on the degree of exchange rate pass-
through (because what induces expenditure switching is a change in the real exchange rate, which is
tess likely to follow from a change in the nominal exchange rate when pass-through is large),

® From interest rales on short-term government secur i t ies10 interest rateson long-term government
securities.

An expectation mechanism operating on the term structure ties interest rates on short-term securities
to rates on longer-term securities. The effectiveness of this mechanism depends, among other
things, on the perceived per- manence of the change in short-term rates—that is. on the
information content of a change in the current short-term rate for expected future short- term rates.
Changes in long-term interest rates in tum give rise to two additional channels.The long-term
inlerest rate channel operates through the effects of changes in long-term interest rates on firms
and households™ purchases of durable goods.

0 For examp le ,If the banking sector is oligopolisticand individual banks believe they face a “kinked” demand
cu rvefor loans, they would be unlikely 10 pass small changes in their marginal cost of funds on to their lending
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While the short-term interest rate affects mostly household consumption, the long-term real
mterest rate affects firms’ spending on investment through the cost of capital and household
spend- ing on durables.’ 1?

Monetary Transanission in Low-Income Countries: Effectiveness and Policy Implications

® From long-term interest ra tes10 asset vajues.

Changes in long-term interest rates affect the discount factors applied to future income streams,
including those from long-maturity bonds, equities, and real assets.

The ass¢1 channel operates through the implications of changes in long-term interest rates for
the prices of such assets, which exert wealth cffects on private consumption. The effectiveness of
this channe} depends on the sensitivity of asset values to changes in long-term rates, on the ratic of
these components of wealth to household incomes. and possibly on the distribution of these assets
among households if the marginal propensity 10 consume oul of wealth varies across households, |

® From asset values (0 external finance presiums [

Changes in asset values affect the collateralizable net worth of firms and households, Because the |
availability of collateral reduces the severity of the moral hazard problem that is associated with |
external finance for firms and households, it reduces the premium that lenders charge such
borrowers over the risk-free interest rate, known as the external finance premium. Fluctuations in |
asset values are therefore negatively correlated with fluctuations in the external finance premium.
This creates a mechanism that reinforces the effects of changes in interest rates on the cost of externa}
financing: higher interest rates reduce asset values amd therefore increase the external finance
premium. This financial accelerator is a manifestation of a distinct component of the channel for
monetary transmission, the balance sheet channel. |

Underlying Assumptions

Note that this conventional description of monetary transmission relies on effective arbitrage along
several margins: between different domestic short-term securities, belween domestic  shori-term |
and long-term securities. between long-term securities and equities, between domestic and forzign |
securities, and between domestic financial and real assets. It is therefore clearly intended 10
apply to an economy with a highly developed ond competitive financial system. As such, it
implicilly assumes the following institutional setup, which is typically taken for granted in
discussions of monetary transmission in OECD countries:

1" Why does central bank independence matter from the perspective of monetary transmissionas opposed
10 that of policy formulation?The answeris that, as suggested in the previous paragraph,the ransmission from
short-term interest cates to longer-term rates depends on agents” interpretation of what an unanticipated
change in monctary policy indicates about future monetary policy. This in tum depends on their
understanding of the central bank's “true” policy reaction function—that is, on the central bank's credibility,
Because the degree of central bank independence affects the nature of the central bunks policy reaction Function,
it may thus be expected to also affect agents’ interpretation of the implications of current monetary policy
actions for expected fuure monetary policy.

2 Given the central role of expectations about future monetary policy in this channel, i i  is sometimes referred 10
as the “expectations” channel.
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Monetary Transmission in Low-Income Countries: Effectiveness and Policy Implications

® A strong institutional environment, so that loan comiracts are protected and financial
intermediation is conducted through formal financial markets.

® Anindependent central bank.

# A well-functioning and highly liquid interbank market for reserves.

® A well-functioning and highly liquid secondary market for government securities with a broad
range of maturities,

¢ Well-functioning and highly liquid markels for equities and real estate.

® A high degree of international capital mobility.

® A floating exchange rate.

As we shall argue below, these conditions are rarely satisfied in LICs. This raises doubts about the
relevance of the standard description of monetary transmission for such countries.

The question is how far off the mark the standard description of monetary transmission is in a
“typical” LIC.

IL. The Monetary Policy Environment in LICs

To the extent that financial structures in LICs depart from the assumptions listed at the end of the
last section, we should expect the transmission mechanism in those economies to differ from the
standard description. In this section we will examine the extent to which the conditions listed above
are satisfied in LICs, and will consider the implications both for the channels of monetary
transmission that are likely to be dominant in LICs and for the likely effectiveness of those channels.

Size of the Formal Financial Sector

Financial intermediation may be carried out either inside or outside the formal financial sector.
Informal finance may involve transactions between related parties, reliance on specialized
moneylenders, or the use of informal credit cooperatives. All of these have in common that they rely
on informal means to overcome asymmetric information and contract enforcement problems,
and they are likely to play a dominant role in financial inter- mediation when the formal
institutional environment is weak. Under these circumstances the formal financial sector is likely to
be small and to conduct a relatively minor fraction of total domestic financial intermediation.

Panel A of Table | suggests that this is indeed the case in LICs. Relative to advanced and emerging
economies, LICs exhibit substantially smaller ratios of deposit money bank assets to GDP as well
as of nonbank financial intermediary assets to GDP." The ratio to GDP of assets held by deposit
money banks and other formal financial institutions in advanced economies is 1.24, while in LICs
it is only 0.32. Thus, relative to what is typically the case in advanced economies, the formal
financial sector is a relatively much smaller player in LICs.

“he data are from Beck,Demigure-Kunt, and Levine (2010).
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How should this be expected to affect monetary transmission? The transmission mechanism can be
decomposed into two steps: from central bank actions to financial variables suchas those described
in the last section, and from financial variables to aggregate demand. When the forma! financial sector
is small, much of the economy does not interact with the formal financial sector. Consequently,
any effects of monetary policy on formal financial sector variables {for example. on bank loan
rates} would tend to have weaker effects on aggregate demand than wouid be true where formal
financial imiermedintion is extensive. In other words, the second step in the iransmission mechanism,
which depends on the elasticity of the IS curve with respect to formal-sector financial variables,
would tend to be weak when the formal financial sector is small.
Central Bank Independence
Amone, Laurens, and Segalotio (2006) constructed a measure of central bank independence for a
group of 145 advanced, emerging. and low-income economics. Pane! B of Table 1 provides a
comparison of this measure for groups of countries classified into each of these categories.
The key observation is that central banks in both emerging and low-income countries appear
10 be significantly less independent than those in advanced economies, with LIC central banks being
roughly half as independent by this measure as these in emerging economies. As indicated before, this
affects not just the scope for the exercise of monetary policy. but also the effects of that pelicy,
because it influences the perceived implications of any current monetary policy action for future
monetary policy.

Quality of the Institutional and Regulatory Environment
The small size of the formal financial scetor inmany LICs is undoubtedly due in large part to the
serious deficiencies in the institutional and regu- latory environment that characterizes many of
these countries. As indicated in Panel © of Table 1, LICs score substamially lower than both
advanced und emerging economies on the full range of the Kaufmann. Kraay, and Masmuzz
{2009} governance indicators. This poor institutional environment affects not just the overall size of
the formal financial sector, but also the environment in which thal secter operates. Political
instability. poor account- ing and disclosure standards, weak property rights, limited government
accountability, u weak regulafory environment, a poorly Rinclioning legal system, and the
prevalence of corruption would all lend to contribute lo high costs of financial intermediation.

Money and Interbank Market Development
While we know of no comprehensive data set on this issue, substantial case study evidence suggests
that money and interbank markets are poorly developed or nonexistent in many LICs
{see IMF 2005). The poor institutional environment provides a plausible reason. In the
absence of an institutional infrastrecture that promotes bank transparency, with a weak regulatory
and supervisory structure, amd with the occasional inability 1o enforce contracts, mutual distrust
causes banks to avoid lending to each other. Moreover, these same institutional deficiencies also
make lending to the nonbank sector an expensive proposition, which means that unlike banks in
advanced economies, which sometimes demand or supply excess reserves, banks in many LICs have
chronic excess reserves. With all potential participants on one side of the market, there is no
demand for interbank transactions.
" Saxepaned (2005). for #xample, estimated that excess reserves emocnted Io over

13 percent of deposi tsan pvemge ht opb-Saharen banking sypendsin 2004,
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Monetary Transmission in Low-Income Countries: Effectiveness and Policy Implications

Secondary Market for Government Securities

The secondary markets for government securities tend to be poorly developed in LICs.
Pancl D in Table | provides some evidence for this observalion. For example, the index of
securities market development presented in the last column attains only half of its average advanced
country value in LICs."”® The implication of poor securities market development is thal central
banks cannot conduct monetary policy through open market ransactions in liquid secondary
markets, Instead, monetary policy instruments lend io consist of purchases of Treasury
bills in primary auctions (which effectively give the central bank contrel overthe share of new
Treasury issues thal mustbe held by the public} and of the amounts and terms of credit extended by
the central bank to the commercial banking system (rediscounts).'®

Competition in the Banking Sector
*

Banking sectors in LICs tend to be only imperfectly competitive, partly because the banking
industry is characterized by a small number of banks and by an important role for government-owned
banks, but also because the industry faces weak competition from nonbank financial
intermediaries. As shown in Panel E of Table 1. banking sectors in LICs on average exhibit both
larger net interest margins and higher degrees of concentration than those in advanced and
emerging economies. As shown in Panel A, the size of the nonbank financial sector is very small
compared with those in advanced and emerging economies not only in absolute terms, but also
relative to the size of the banking sector.

The relevance of this observation for monetary transmission concerns the connection between policy
rates and market rales: when the banking system is imperfecily competitive, changes in policy
interest rates (for example, the central bank's rediscount rate} may have weak effecls on market rates,
since imperfectly competitive banks may nol pass on changes in policy rates. If so, changes in policy
rates may largely affect banking spreads. rather than market rates.

“The index is drawn from the IMF structural reform databese. [i relates lo securities markets and covers
policies Lo develop domestic bond and equity markets, inclading (i) the creatlon of basic Frnmeworks such as
the auctioning of T-bills, ur the establishment of a securities commission: (ii) policies to further establish
securities morkets such es tax exemptions. introduction of medium- and long-term government bonds
to establish ou benchmark for the yield curve, ar the inireduction of a primary dealer system; (iii) policies 10
develop derivative markets or lo create an institutional investor base: and (iv) pol ic iesto permit access10
the domestic stock market by nonresidents.

In contrast to advanced cconomics, discount credit is used very commonly as 0 monetary policy
instrumeat in LICs. As a rough indicator. npproximately three-quarters of our LIC sample of (09 countries
report at lenst five yeurs of monthly data on discount rates, and there is significant variation in discount rates
over time. A simple variance decomposition excreise suggests that 95 percent of the variation in discount res
in out sample is within countries (as opposed to across countries). Buzenecs and Maina (2007) report that,
while no advanced countries in the IMF's Information Systems for Instruments of Mooetary Policy ((SIMP)
database used discount credit ns a monetary policy Instrument, 69 percent of low- income countries did si.
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Financial Repression

The flexibility of market rates may also be reduced by legal restrictions on the interest rates that banks
can apply both to their liabilities and to their assets. This is one component of financial repression,
a set of restrictive policies toward the financial system that was formerly quite common in
developing countries. Since the late 1980s, financial liberalization has greatly reduced the incidence
of financial repression among LICs. Nevertheless, as shown in Panel F of Table 1, while financial
liberalization has been undertaken widely in LIC, this process is not complete.” Restrictions on the
role of the market in setting bank loan rates remain somewhat more common in LICs on average
than in advanced or emerging economics.

Maturity of Government Obligations

As documented in the “original sin” literature (sce Eichengreen and Hausmann, 1999),
governments in LICs are typically unable to issue long- term domestic currency-denominated bonds.
The absence of long-term government bonds means that there is no observable market-based erm
structure. This implies more uncertainty about future short-term interest rates than would be the
case with a well-developed lerm structure, since in the absence of long-term securities agents are
unable to.contract in the present for the interest rate that will prevail over the life of an asset and are
forced to finance such assets by rolling over short-term loans at whatever interest rate prevails at the
f im,

In principle, the effects of the absence of long-term securities on monetary transmission are
ambiguous. On the one hand, because the average maturity of financial contracts is shorter, it
means thal monetary policy can have a more significant short-run impact on the cash-flow positions
of firms and households. On the other. because long-maturity assels are scarce, wealth effects
operating through changes in the value of such assets are likely to be weaker (Kamin, Turner, and
Van't dack, 1998).

Stock Markel Size and Liquidity

Many LICs are characterized by the complete absence of a domestic stock market, or where such a
market is present, by = small number of listed firms and minimal turnover in the market. Panel G of
Table ] indicates that stock market capitalization relative to GDP is significantly smaller in LICs than
in ¢ither advanced or emerging economies. and both the ratio of value traded 10 GDP and the
mrpover ratio in the market are dramatically smaller in LICs than in the others, The implication
is that the value of physical capital in place is nol easily marked to market in LICs, and the tliquidity
of physical capital may shornt- circuit the asset channel working through equity prices.

I" Financial repression is measured by controls ob interest rates, including whether (he govemtoent directly
controls interest rates or whether floors, ceilings or imezest rate bands ex i s t .The index is wken from the [IMF
structural reform database and is normalized betweenzero and ope, with higher values indicating less financial
repression and higher degrees of liberalization,
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Efficiency of Real Estate Markets

The data on the functioning of real estate markets in LICs are notoriously difficult to obtain.
Nevertheless, there is substantial indirect evidence that such markeis are poorly developed and
highly illiquid. Many LICs are characterized by poorly defined property rights. which inhibits the
buying and selling of real estate. While property rights have many dimensions, at bottom they
require a low risk of predation, either by the government or by other private agents. A poor
institutional environmentis likely to be associated with a high risk of predation. and thus with
de facto weak property rights. As panel C in Table | indicates, in this respect LICs are far worse
than advanced economies. The implication is that, like the market for shares in productive firms,
the real estate market is also likely to be highly illiquid and market prices for real estate poorly
defined. Again, the implication for monetary policy is that a potentially important channel for
arbitrage is weakened, diminishing the power of the asset channel.

International Financial Integration

PanelH of Table | reports the ratio of the sum of gross external assets and liabilities (net of foreign
exchange reserves on the asset side and of official borrowing on the liability side) to GDP, an
indicator of de facto international financial integration. This indicator provides evidence that
LICs are characterized by a significanlly smaller degree of de facto integration with
intemational capital markets than are advanced economies, and by a smaller degree of integration
than emerging economies as well, This affects another important arbitrage margin: that between
domestic and foreign financial assets. The implications of imperfect capital mobility for monetary
transmission depend on the exchange rate regime. Under fixed exchange rates, the weakening of this
arbitrage margin allows at least some degree of monetary autonomy, and thus allows the
functioning of an interest rate channel. Under floating rates, it imp l iesa smaller change in the
exchange rate for a given change in the domestic interest rale, and thus weakens the exchange rate
channel,

Exchange Rate Flexibility

The very presence of an exchunge rate channel depends on the exchange rate regime adopled by the
country. Here again, LICs lend to differ from advanced and emerging cconomies. As
indicated in Table |, whether classified by their official (de jure) announced regimes (Panel [), or
by de facto exchange rate behavior {Panel J), LICs tend to restrict exchange rate Aexibility to a
much greater extent than do either advanced or emerging economies. This reduced exchange rate
flexibility leaves relatively limited scope for an exchange rate channel.

Summary

The evidence presented above has important implications for the channels of monetary transmission
ina “typical” LIC. First, the complete absence or poor development of domestic securities markets
suggests that both the short-run and long-run interest rate channels should be weak. Second, small
and illiquid markets for assets such as equities and real estate would tend to weaken the asset channel.

BATA Jounal Thougtes un Bankise andFimassp 1/4
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Third. in countries that are imperfecily integrated with international financial markets and end (0
maintain relatively fixed exchange rates, the exchange rate channel would lend to be completely
absenl, or relatively weak. In general, therefore, the financial structure of LICs should lead us
to expect the interest rate, asset, and exchange rate channels to be weak or nonexistent in such
countries. By a process of elimination, the bank lending channel remains as the most viable -
general mode for menelary Iransmission in LICs.™ |

111. Financial Structure and Monetary Transmission
Although we argue on a prieri grounds that the banking lending channel is likely to be relatively
more important than the other channels, this does nol necessarily imply that strong monetary
transmission should be expected through the bank lending channel in LICs. A large empirical
literature for advanced economies suggests that the strength of the bank lending channel depends
on the specificities of the banking sector—in particular, the institntional environment in which
iLoperates, its regulation, the degree of substitulability among different sssets in bank portfolios
and the degree of competition in the banking sector. The empirical literature has focused on some of
these dimensions ta identify the potential strength of a bank lending channel. This section provides a
brief review of that fteralure to sugges) whal might be expected regarding the effectiveness of the
bank lending channel in LICs.

The evidence on Lhe strength of the bank lending channel in the United States is primarily
based on varialion across banks’ characteristics.For example, Kashyap amd Stein (20003 find that
the impact of moretary policy on bank lending is stronger lor banks wilh less liquid balance sheets
{that is, banks with lower ratios of securities to assets), and thin this pattern is largely attributable to
smalier banks. The implication is thal small banks with highly liquid balance sheets are unlikely to
pass on changes in policy irlerest rates to their lending rates.

Cecchetti (1999) und Mihov (2001) provide some cross-coumry evidence from countries in the euro
area, lhe United States, and Japan. They find that the strength of monetary transmission varies
systematically across countries with differences in the size, concentration and health of the banking
system, as well as with differences in the availability of primary capital market financing.
Specifically, the bank iending channel is likely to be stronger in countries in which small banks are
relatively more important, the banking systems are less healthy, and firms have little access to
nonbank sources of finance.’ Similarly, Angelani and others (2003) summarize the evidence from a
number of individual country studies From the euro area, and find that bank liquidity position
seems to be an important determinant of the strength of the bank lending channel. However, they find
less evidence that bank size and bank capital play significant roles. In a similar vein, Ehrmann and
others {2001}, in a comprehensive study of the structure of banking and financial markets in the euro
area, find that the effect of monetary policy on the supply of bank loans is most dependent on the !
ligeidity of individual banks, though the size of banks is not a significant determinant.

¥ The strength of this channel may be influenced by balance sheet effects on the cost und availability of bank
credit—thai Is, by the operation of the balance sheet channel

® Ceochetti (1999) traces these differences in fingncial siucture 10 differences in countries” logul systems.
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An important observation that emerges fromthis lilerature is that where banks opt to remain highly
liquid, the bank lending channel tends to be weak. Since the level of portfolio liquidity is a
decision variable for banks. the appropriate interpretation of this finding is that those characteristics
of their environment that induce banks to hold high levels of liquidity also tend to be conducive to
weakness in the bank lending channel. This is important for our purposes for two reasons, Firsl, the
evidence of the last section provides reason to suspect that the variation in the environment in which
banks oper- ate between low- and higher-income countries may be substantially larger than that
among higher-income countries themselves. Second, the banking sectors of many LICs indeed
tend 10 maintain high levels of liquidity, compared with those of banks in higher-income
countries. If instiwtional environment and financial structure indeed matter for monetary
transmission through bank lending, and if high levels of bank liquidity are the telltale sign of
environmental characteristics that tend 10 weaken the bank lending channel, these two
observations together imply that we should expect to find significant differences in the functioning
of this channel when comparing LICs to higher-income economies. The next section takes up this
issue.

IV. The Bank Lending Channel in LICs: Some Cross-Country Evidence

The central role of the bank lending channel in LICs implies that the strength and reliability of the
monetary transmission mechanism in these countries depend critically on the effectiveness of this
channel. However, us shown in the previous section, there is evidence that the strength ofth is
channel differs from country to country, even among industrial countries, depending on the
environment in which banks operate and on the structure of each country’s banking system.
Section Il showed that in LICs banks tend to operate in an environment characterized by poor
institutional development and limited competition. This makes the functioning of the bank lending
channel potentially quite different in LICs from what is observed in advanced economies, implying
that the strength and reliability of this channel cannot be taken for granted in LICs. Since Section
11 also indicated that the bank lending channel is likely to be the dominant channel for
monetary transmission in LICs, weaknesses in the bank lending channel are likely 10 imply overall
weakness in monetary transmission.

To get a sense of the cmpirical relevance of these issues, this section presents some
cross-country evidence bearing on the effectiveness of various steps in the bank lending channe! in
countries at different income levels. Specifically, we examine broad cross-country differences in the
links between central bank policy actions and bank lending rates by computing some simple
correlations among the relevant financial variables in advanced, emerging, and low-income
economies. We focus on the association between central bank policy rates and money market rates, as
well as that between money market rates and bank lending rates. In doing so, we seek to unearth
suggestive empirical regularities, rather than to identify specific causal relationships.

X See Mishra, Montiel, and Spilimbergo (2010).
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Policy Rates and Money Market Rates

The first step of the transmission mechanism relates changes in policy rates to changes in money
market rates. We therefore begin by iocking at the correlation between policy rates and money market
rates across altemative country groups,

Recall from foolnote 16 that discount credit is used as a monetary policy instrument in the vast
majority of LICs. Accordingly, we use the discount rate as a proxy for the policy rate. Consistent with
our observation in Section II. liquid money markets are not common in LICs. Out of a total of 109
LICs in the sample used lo develop the stylized facts in that section, only 29 report data on both
discount rates and money market rates. Of the 109 LICs in our sample, 83 report discount rates, but
only 45 report money market rales.

Since direct central bank lending to commercial banks is more often used as a policy instrument in
LICs than in countrics with more sophisticated financial systems, we would expect changes in
discount rales to be more closely associated with changes in money marke! rates in LICs (where such
markets exist) than in advanced and emerging economies. Table 3 reports statistics on the relationship
between discount rates and money market rates in advanced, emerging, and low-income economies,
where such rates are available?!

The second column of Table 2 reports the average contemporancous correlations between
changes in discount rates and changes in moncy market rates in all three types of economics. Despite
the likelihood that the discount rate represents a better indicator of the monetary policy stance in
the LIC context, this correlation actually tums out to be somewhat lower on average in LICs than in
advanced and emerging economies. Columns 3 and 4 report the average short- and long-term
correlations between the policy rate and money market rates. These comrclations are calculated
by estimating the equation  ¥;, = 0tyy—; + Bivie=2 + Yi;  + Oxy + Nix;-> + €, (where y is change
in the money market rate and x the change inthe discount rate) for each country. The short-term
effect reported in column 3 is the average estimated ¥: the long-term effect reported in column 4 is
calculated as the average +8; +1;11-6- B,. If imerpreted causally, these results would suggest that
an increase in the policy rate by | percentage point would be associated with a 0.82 percentage
point increase in the money market rate in advanced economics within one month, but only with
a 0.29 percentage point increase in LICs. In the long run, the increase in the policy rate would be fully
transmitted to an increase in the money market rate in advanced economies, but only partially
transmitted (0.40) in LICs. This suggests a much weaker link between the policy instrument and
market rates in LICs, both in the short and in the long run.

=" Only countries w i t hat least 60 observations are included in the sample. For s imp l i c i t ywe use the same
specification for all countries. Similar results are obtained if we use different specifications, including differnet
lag structures,

These results are not driven by outliers. Taking the medians rather than the means of the various income
groups gives qualitatively similar results.
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Money Market Rates and Bank Lending Rates

The second step in the bank lending channel is the link between the money market rate and bank
lending rales. A necessary condition for the channel 10 be operative is that the lending rate charged
ty banks is responsive 10 the money market rate, where that rate exists. Forty-two LICs in oor
sample report data on money market and bank lending rates,” Table 3, which follows the same
structure as Table 2, shows a strong contemporaneous correlation between money market rates and
bank lending rates in advanced and emerging economics, but a much weaker correlation in LICs.
The short-term partial comrelation between money market rates and lending rates is also significantly
weaker among LICs than among either advanced or emerging economies (column 3), and while
differences in long-term effects are not as pronounced, they remain weaker in L1Cs. Most
importantly, note that changes in money market rates explain a much smaller proportion of the
variance in lending rates in LICs than in either advanced or emerging economies.

We consider these findings to be important, since they suggest that the links between the policy
instrument controlled by central banks and the mechanism for transmission to the economy's 1S
curve that is likely ta be most relevant in LICs may actually be relatively loose and unreliable,

Table 2. Correlation Between Changes in Discount Rate and Changes
in Money Market Rate

Conterporaneous | Shon-Term Long-Term R-squared Number of
Correlation Effect Effect Countries

Advanced 0.28 0.32 0.95 0.32 25
Emerging 0.31 0.72 0.59 0.93 26
LICs 0.22 029 0.40 0.31 29

Mote: The discount rate corresponds to IFS line 60 and the money market rate to IFS line 60b.
The data are monthly from January 1960 to December 2008. where available. The secand through the fifil columns
report Lhe avernge of each variable for the number of countries reported in the Tast column.

Possible explanations, as alluded to before, are instimtional deficiencies that discourage bank
lending activity and/or noncompetitive behavior by banks. To explore these explanations, we first
run pancl regressions in which monthly changes in bank lending rates are regressed on changes in
discount rates, a measure of bank concentration, and interaction terms between changes in
discount rates and the index of bank concentration for cur full sample of countries.The fiest column
of Table 4 shows that 1 percentage point increase in the discount rate is associated on average with a
contemporaneous

BZ Almost all theLIC in our sample report at least five years of dan. on bank lending rates.
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0.31 increase in the lending rate. The second column of the table shows that the partial correlation
between discount and lending rates indeed appears 10 be affectedby the degree of bank concentration
{this index is equal to one if the index of bank concentration is higher than the median and 0
otherwise). However, this result is not robust to the introduction of an index of transparency
{column 3). our proxy for institutional quality.

As shown in column (3). improved transparency increases the correlation of changes in policy rates
with lending rates, suggesting that the institutional deficiencies thal discourage bank lending may be
more important than bank concentration in explaining the limited pass-through from policy rates
to lending rates in LICs. However, the specification in column 4 shows that a dummy variable for
LICs interacted with changes in the policy rate is highly significant in explaining the weak
correlation between the policy rate and the lending rate in LICs, even afier controlling for our
measures of bank concentration and institutional quality. Thus, although bank concentration and
transparency appear to be part of the story, other unidentified factors may also play a key role in
explaining the difference between LICs and other countries.2s

Table 3. Correlation Between Changes in Money Market Rate and Changes in
Lending Rate

Contemporancous | Short-Term Long-Term R-squared Number of
Correlation Effect Effect Countries

Advanced 0.33 0.19 0.35 0.41 25
Emerging 0.35 0.38 0.61 0.65 27
LICs 0.18 0.09 0.29 0.16 42

Note: The lending mie corresponds to IFS line 60p and the money market rate to IFS line 60b.

The last three columns in Table 4 assess the robustness of these results, Column (5) reports
regression results using the same specification as in column (4) hut restricting the sample to
observations in the period after 2000. This is done to allow for the possibility that the persisience
of financial repression in earlier years may have affected our results, The results confirm that, even
in the absence of pervasive financial repression, transparency and the “LIC dummy” continue to
play arclevant role in explaining the link between the discount and lending rales, The same results
hold when we drop high-inflation countries and emerging-market economies from the post-2000
sample. The motivation for doing sois that correlations between lending cates and policy rates may
be contaminated by the large swings in nominal interest rales associated with inflation
stabilization, or with stabilizing exchange rates in the face of speculative attacks (arising either
indigenously or as contagion from crises in other emerging economies). Note particularly that both
bank concentration and transparency are statistically significant in column (7), but they do not
eliminate the significance of the LIC dummy.

# The index of transparency is from the World Rank.
5 As suggested below, such factors may include limited central bank credibility and informal doflarization.
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As a final robustness check, Table 5restricts the sample 10 countries with flexible exchange rate
regimes, to allow for the possibility that the weak relationship between policy rates and bank
lending rates in LICs may in part reflect the greater prevalence of fixed exchange rates among those
countries. As can be verified by a comparison of Tables 4 and 5, this does not seem to be the case.
While the number of countries in Lhe sample is reduced sharply in this case and some statistical
precision is lost. the resulls inthis table are qualitatively very similar to those of Table 4.

Thecross-country evidence presented above should be interpreted with caution, mainly owing to the
poor quality of data for LICs.2® Nonetheless, the main message from the cross-country evidence
isthat there is indeed reason to suspect that bank concentration and weak institutional quality may
adversely affect the strength of the link between pelicy rates and bank fending rates in LICs, raising
questions about the strength of the first link in the bank lending channel (between policy rales and
bank Tending rates)”

Coupled with the suspicion that the small size of the formal financial sector would imply a weak
effect of bank lending rates on aggregate demand, there are even stronger reasons to question the
effectiveness of the bank fending channel in EICs and therefore the overall effectiveness of
monetary lransmission in these countries,

There is indeed a large VAR-based empirical literature examining the effects of monetary policy
innovations (us measured through a variety of monetary policy variables incliding. bul not limited
0, policy interest rates) on aggregate demand {as indicated by the behavior of cutpul andlor prices)
in a large number of individual LICs. This lilerature does not restrict the specific channels
throegh which monetary policy may affect aggregate demand. Tt broadly finds weak and
imprecise effects of monetary policy on output and prices in such couniries.™ We consider our
findtings in this paperas offering an interpretation of those results: specifically, monetary policy
innovations have weak effects on output and prices in LICs because the typical financial structure
in LICs renders channels of monetary transmission other than the bunk fending channel inoperative,
while a poet institutional envirenment and high levels of bank concentration, possibly in conjunction
with other factors, combine 10 make the bank lending channel both weak and unreliable.

Onc complicatlng factor, lor example, is the rok of doliorization in developing countries, To the extent
that a significans share of bank loans ix denominmted in foreign currency, the domestiv-curmency lending miles
used in our imbles may measurethe tue cost of bank Joans with cron. Since we would expect arhilroge by
banks between foreign- and domestic-currency lending 10 weaken the link between policy mies and
domestic-currency bank lending rates, the sign and significance of the LIC dummy may partly reflect the effects
of dollarization. Unfonunalely, we leck the cross-country dala with which io tesi this hypothesis.

FT In addition @ the LIC-specific fuctors cmphasized in this section, the link between policy rates and bank
lending rales muy olso be offecled by Factors that apply in other coumrics as well, such as the exwent of
central bank credibility. If altering lending rates is perceived by banks ax costly, Tor saample, and the central
bank lacks credibility, then banks may be reluctant fo alter their lending rates in response to changes in the policy
rate, in the expectelion thay such a change may be reversed in the near future,

* For u survey of Ibis lirsture, sce Mishm, Montiel, amd, Spilimbergo (2011)
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V. Policy Implications

As just noted, we interpret the evidence of the previous sections, as well as that of the broader
VAR-based literature, as creat inga strong presumption that in the financial environment that tends
to characterize many LICs, monetary policy is likely to have both weak and unreliable effects
on aggregate demand, If this is true, the implications for policy in such countries are far-reaching. In
this section we review some of these implications, concerning the discretionary use of
monetary policy for stabilization purposes, the desirability and design of inflation-targeting
regimes, the choice between fixed or Aoating exchange rates, and the desirability of capital account
restrictions,

Stabilization Policy

Consider a simple policy model, based on Blinder’s (1998) adaptation of Brainard (1967). The
structure of the economy is given by:

y=yp +um+ (3)

where y denotes aggregate demand, m is a monetary policy instrument, a is a parameter that captures
the effect of monetary policy on aggregate demand, and e is a shock to aggregate demand. We assume
that ot is a random variable with Efa) =p, and Var(a) = 62 When monetary policy is “weak
and uncertain,” ns suggested by our previous finding, pg is small and oF is large. Similarly, ¢ is a
random variable with £(€) = 0 and Varfe) = G2, We assume that a and € are uncorrelated, so &a-
Hae = 0. The expected value of y is given by E(y) = yp +lLgm and its variance by Efy-E(v))? = oan’
+62

The central bank has to set monetary policy before il observes the. realized values of g and €. Its
objective is to stabilize aggregate demand around a desired value y* —that is, to minimize Efy-y*£.
Using Equation (1), we can write the central bank's loss function as:

Lim} =Efy-y*P=Efyytamee-y*)=E{(yg+am+&)
-2y Hyp am+E) EyeJ)= E(yytam+€)2=2y Hy Hilom)y®. (4)

Minimizing Equation (4) with respect to m we can derive the optimal value of m with stochastic
a, which we denote m" :

5 -5  oM pect OMe: 5)

Motice that if a is nonstochastic (that is, if it has a degenerate distribution around Ef) = ply 50 that
a= 0), meaning that the effects of monetary policy on aggregate demand are nol uncertain, we
would have

my = (v*- yo Mia

4 BATS Ys ral Thouybes on Bankiae aidFinaner
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where m®yis the optimal value of min the nonstochastic case. That is, monetary policy would
be used actively to stabilize the economy by adjusting the monetary policy instrument so as to set
Ety) = v*. In this case, weaker monetary policy (smaller pu) implies more policy activism (larger
my). When the effects of monetary policy are uncertain, however. optimal monetary policy is
fess activist, closing only part of the gap between £(y) and the target y*, This can be verified by noting
that:

msim = 1/1 HO M)<l: (6)

The reason for this result is that when a is stochastic, higher values of m—more aggressive
monetary policy—increase the ex ante variability of aggregate demand. This cost of activist policy
has to be traded off against its benefit in the form of closing the gap between actual and desired
aggregate demand, This tradeoff suggests less activist use of monetary policy the weaker
monetary policy is (the smaller po) and the more uncertain it is (the larger 02). To see the
intuition. consider first the effect of smaller f q .

Note that we can express the monetary authority's loss function as:

E(y- y*) =0§ nl+0%+(yg+am-y"} : (7)

This expression shows that the central bank's loss function can be expressedas the sum of the
variance of y and the square of the gap between the expected and target values of ». Natice that
changes in m play two roles in Equation (7): they affect the variance of v (the first term on the
right-hand side of equation (7)) as well as the gap between the expected and targel values of y (the
third term on the right-hand side). The marginal benefit of increasing m after a reduction in
Mg is given by vy  + pgm-y*)i,. which captures the effect of higher m in reducing the larger
negalive gap between expected y and target y, that would be created by a reduction in fg. This
marginal benefit depends on the size of the gap, which is decreasing in m. The marginal cost, on the
other hand, is given by 202m, which captures the effect of higher m in increasing the variance of
¥.and is increasing in m. It is precisely because increases in mare subject to increasing marginal
costs through their effects on the variance of y that it would not be optimal for the central bank to
pursue such increases to the point where their marginal benefit is zero—that is, where they would
fully eliminate the gap between the expected and targeted values of aggregale demand. The upshot is
thal weaker monetary policy encourages less activist policy when the effects of policy are uncertain,
Similarly, f o ra given value of jlo. an increase in 6 increases the uncertainty penalty associated with
cach unil increase in the value of the monetary policy instrument (the first term on the
right-hand side of equation (7)) and thereby also discourages monetary activism. In short, weak and
uncertain monetary policy transmission calls for less activism in monetary policy,

Inflation Targeting

The adoption of formal inflation targeting involves the central bank putting its reputation on the line
by making a public announcement of its objectives and being held accountable for achieving them.
The desired result is for the private sector to form inflation expectations that are consistent with
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the central bank’s inflation target. Weak and uncertain monetary transmission undermines this
objective in two ways. First, unreliable transmission is likely to undermine the effectiveness of
public announcement and central bank accountability as a commitment device. because the
probability that the central bank would miss its mark would create uncertainty as to whether it is
irying to manipulate monetary policy or is genuinely missing the mark— that is, unreliable
tranymission gives plausible cover to the central bank for deviating from its announced intentions
without being caught. which undermines the credibility of monctary policy ex ante. Second. even
i l  the commitment device associated with the public announcement and central bank accountability
is effective—that is, even if the central bank is expecied to behave in accordance with its announced
objective—its inability to reliably attain that objective in the presence of uncertain monetary
transmission loosens the link between the central banks announcement and the inflation outcome that
the private sector would be led wo expect, thereby reducing the benefits to be expected from adopting
inflation targeting. The implication is that the adoption of inflation targeting is Jess desirable when
monatary transmission is weak and uncertain.

Alernatively, if inflation targeting is to be adopted in a context in which monetary transmission is
weak and unreliable, these characteristics of monetary transmission have implications for the
optimal design of the IT regime. In particular. since the central bank would be less confident in hitt-
ing its target, avoiding the additional social loss associaled with a loss of reputation would suggest
lengthening the horizon over which the target is to be attained and widening the band within which
the central bank commits itself to delivering actual inflation.

Exchange Rate Regimes

An important argument for floating exchange rates is that, when capital mobility is high, the
trilemma implies that the adoption of fixed exchange rates involves the sacrifice of monetary
autonomy. When a country is subject to asymmetric shocks, when domestic wages and prices ure
sticky, when fiscal policy is inflexible. and when it does nol enjoy a migration safety valve,
this sacrifice of monetary autonomy can be costly, becanse it deprives the economy of its only
available stabilization policy tool. Bul the value of monetary autonomy in allowing the use of
monetary policy to stabilize the economy in response 10 shocks that are asymmettic to those of a
couniry’s wading partners depends on the effectiveness of monetary policy as a stabilizatien
policy instrument. If monetary policy is unreliable, so that the optimal policy involves restricting
the exercise of monetary autonomy. the value of that autonomy is impaired and the case for floating
exchange rates is thereby weakened.

The value of monetary autonomy can be interpreted as the reduction in the central bank's loss
function that can be achieved by setting monetary policy optimally, compared with eschewing
the use of monetary policy altogether. The latter can be derived by setting m = 0 in Equation (7).
while the former is determined by setting m = ms. The gain from monetary autonomy,
therefore, given by L(0)-L{m*s ). is:

LUOFLimes) = [GF +(vo-y* {OE m 2+ G2{ ype  YP
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‘After some algebra this can be writien as:

LO) - Lmi*s) = (vg - WJ (1+ (Cp MoS): 8)

Notice that in the absence of uncertainty about monetary transmission (0, = (3), the gain from monetary
autonomy would be given by (y,-y*)2. since monetary autoncmy would allow the entire gap between the
actual and target levels of aggregate demand to be eliminated. Uncertainty about monetary transmission,
however (sad0), reduces the value of monctary autonomy, and this loss of value is greater the
preater the level of uncertainty and the weaker the effects of monetary policy.

Capital Account Restrictions

Similarly. suppose that a country places a high value on exchange rate verifiability, so that it judges a
fixed exchange rate regime to be optimal, In this case, the optimality of capital account
restrictions depends on the value placed on monetary autonomy. Capital account restrictions would
tend to be viewed as more desirable the more prized is monetary autonomy. By a similar analysis to
that just completed. the lower the effectiveness of monetary policy, therefore, the weaker
the case for capital account restrictions.

Summary

The implications of the analysis in this section are that a setting in which domestic monetary policy
is weak and unreliable is one in which the central bank should restrain activist impulses and
should either postpone the adoption of policy regimes that raise the stakes associated with
attaining publicly announced price level objectives or modify the design of those regimes to reflect
the uncertainty about monetary policy effects. In addition, this setting strengthens—but by no
means clinches—arguments favoring fixed exchange rates and unrestricted capital movements.

VI. Conclusions

It has long been recognized thal, while the general outlines of monetary transmission share
many common features across economies, specific channels of transmission are highly
country-specific, and depend among other things on each economy’s financial structure. There are
significant differences across economies in financial structure, even among those at very advanced
stages of financial development. These differences are even more pronounced between economies at
advanced stages of financial development and those—such as many LICs—that have long suffered
from financial repression and have only recently liberalized their financial systems. Unfortunately,
research on mechanisms of monetary transmission has traditionally been focused on countries with
advanced financial systems, leaving a significant gap in our understanding of monetary
transmission for contexts that are more typical of LICs. This situation is particularly serious
because monetary policy is often the only countercyclical policy tool available in such countries,
making its effective operation a very high priority.
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This paper has provided an overview of the reasons why we might expect monetary transmission 10
be different in an LIC context from whal we are familiar with in industrial countries. We have
argued that at lower levels of financial development. the transmission mechanism is likely to
be dominated by the bank lending channel. Yet in many LICs a combination of institutional
deficiencies that restrict bank lending. as well as high levels of bank concentration, lack of central
bank credibility, and informal dollar- ization may make the transmission from central bank
monetary policy actions to bank lending rates both weak and unrelinble. We have pro- vided
some simple cross-country evidence thal is consistent with this proposition.

This situation has important policy implications. When domestic monetary policy is weak
andl unreliable activist policy is less desirable, and the adoption of policy regimes thal raise the stakes
associated with attaining publicly announced monetary objectives should be postponed or their design
should be modified to ke  the uncertainty about monetary policy effects into account. In

-addition, weak and unreliable monetary transmission weakens arguments for floating exchange
rates as well as for capital account restrictions under fixed exchange rates.
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