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Friedman 1968 

• MV = PY 

• Monetary policy can: PY, P 

• Monetary policy cannot: Y, U forever 

• PY, P: Monetary policy is powerful! 

• Monetary policy can also: screw things up 

• Monetary policy should: control M. Rules vs. 
discretion. 



Photo courtesy Alberto Garcia 
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1968-2008 

• Friedman confirmation 
• Interest rates, not money 
• Taylor rule, not 4% rule 
• Rule vs. discretion? Inflation only? 



2008 and beyond 
Unconventional (!) policy innovation / expansion 
• (Crisis management, lender/bailouter of “last” resort)  
• Huge ($50b -> $2 Trillion) Quantitative Easing 
• Twist: Buy long sell short 
• Interventions: Long Treasuries, MBS, Commercial paper, PIGS debt, Equities? 
• Talk policy, forward guidance, managing expectations 
• Regulate whole financial system.  
• “Macro-Prudential” policy.  
• Diagnose and prick “bubbles”, “imbalances”, target many asset prices 
• Financial / transactions innovation  
 
Future 
• Interest on reserves/large balance sheet.  
• Do-what-it-takes financial dirigisme mixing regulation, intervention, talk.  
• Academics lose the rules vs. discretion debate for another 45 years 



Issues for us 

• What can / can’t / should new policies do?  
• Why? Analyze mechanisms, not policies 
• Three mechanisms to start 

1. MV=PY / QE / Open market operations 
2. Interest rates to PY, P 
3. Backing, asset demand, fiscal/monetary issues 

• Unconventional mechanisms follow  
 
 



Quantitative Easing / Open Market Operations 
Assets 

Liabilities 
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Why not?
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Quantitative Easing Theory 
• QE=OM. Exchange reserves for Treasuries. No helicopters 
• M policy rearranges the liquidity/maturity structure of a given amount of debt.   
• MM theorem (Neil Wallace 1981): No effect 
• Answer: MV=PY (not BV=PY) 

• OM=helicopter. What the CB buys does not matter.  
• Link to PY matters. Numeriare, medium of exchange, liquidity do not matter.  
• MV=PY is lost with asset demand, modern transactions technology 

• Answer: Credit/lending channel? 
• Conclusion: OM mechanism for QE is completely powerless at the lower bound, and 

likely above it as well  
• Implication: no stimulus. No inflation danger! No need to shrink balance sheet. 

Fed 
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• MV=PY now determines V. More M/less B? Sure, who cares? 
• Other stories (signal, bond markets)? Maybe, wait.  



Interest rate policy 

• IOR regime likely and good. 
• Theories of P: 1) MV=PY   2) Control of i -> P? 
• How does interest rate policy (i) determine P/PY without M? 
• Yes, 𝑖𝑡 = 𝐸𝑡𝜋𝑡+1 but what about 𝜋𝑡+1 − 𝐸𝑡𝜋𝑡+1? 
• Issues:  

1. Friedman “instability.” Sargent-Wallace “indeterminacy?”  
2. Mechanism?  

• Answers:  
1. Fed/old Keynesian 
2. New Keynesian 
3. A fiscal channel? 



How does interest rate policy control inflation? 

• Fed/old Keynesian: Rate → Demand → Output/Employment → Phillips → Inflation 

  𝑦𝑡  = −𝜎 𝑖𝑡 − 𝜋𝑡 − 𝑟             1  
𝜋𝑡 = 𝜋𝑡−1 + 𝛾𝑦𝑡−1                  2  
𝑖𝑡 = 𝑟 + 𝜑𝜋𝜋𝑡 + 𝜑𝑦𝑦𝑡 + 𝑥𝑡 3  

𝜋𝑡 𝑜𝑟 𝑥𝑡 →      𝑖𝑡 ↑ (3) →  𝑦𝑡 ↓ (1) →  𝜋𝑡+1 ↓ (2) 

• The Taylor principle stabilizes the economy 
• The Phillips curve replaces MV=PY as the central economics determining inflation  
• Problem: Phillips curve?  
• Problem: It’s wrong. Lucas, etc.  
 
• New-Keynesian, forward-looking. Changing dates changes everything.  

  𝑦𝑡  = 𝑬𝒕𝒚𝒕+𝟏 − 𝜎 𝑖𝑡 − 𝑬𝒕𝝅𝒕+𝟏 − 𝑟       1  
𝜋𝑡 = 𝜷𝑬𝒕𝝅𝒕+𝟏 + 𝛾𝒚𝒕                                2  
𝑖𝑡 = 𝑟 + 𝜑𝜋𝜋𝑡 + 𝜑𝑦𝑦𝑡 + 𝑣𝑡                    3  



How do interest rates affect inflation? New-Keynesian model 

𝑖𝑡 = 𝑟 + 𝐸𝑡𝜋𝑡+1 
𝑖𝑡 = 𝑟 + 𝜑𝜋𝜋𝑡 + 𝑥𝑡 
𝑥𝑡 = 𝜌𝑥𝑡−1 + 𝜀𝑡 

𝐸𝑡𝜋𝑡+1 = 𝜑𝜋𝜋𝑡 + 𝑥𝑡 

0 5 10 15
-1

-0.5

0

0.5

1

1.5

2

2.5
Inflation response to -1% interest rate shock

In
fl
a

ti
o
n

• The Phillips curve can be absent!  
• The Taylor principle destabilizes the economy to give (local) determinacy 
• Fed: Jump to the equilibrium we like or we induce hyperinflation 
 







M Policy in the shadow 
of sovereign debt 
 
Revenue: $2.5T 
Expense: $3.5T 
Debt: $16T 
Promises:Gazillions 



What can monetary policy do? 
In a time of debt/deficits? 

• Monetary policy cannot control P without fiscal backing 
• Scenarios:  

• ECB if the South defaults.  
• US tightening: 5% = $900 billion. Raising rates is a fiscal policy! 
• Fed cannot tighten. Control over rates less than we think. Anchoring?   

• Theories of inflation  
1. MV = PY. Reserves are “special,” linked to PY in a way bonds are not 
2. Control of nominal interest rates alone determines inflation 
3. Money is valued as an asset, “backing” or intrinsically valuable. (Pay taxes) 

• Volker tightening, Sargent/Wallace forecast? 
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Monetary/fiscal policy 
• Volker tightening, SW forecast: a fiscal view. 
• Fiscal channel of interest rate policy effects?  

1. Higher interest costs cause primary deficit reductions. 
2. IOR as fiscal policy!  

• What can change the price level? 
1. Currency reform / join Euro 
2. FX peg (historically, gold peg) 
3. Helicopters  

• All are fiscal policy commitments. 
• No need to fear deflation, no need for a positive inflation target 
• M policy with 100% D/Y is a lot different than with 20% D/Y! 
• Lots for central bank (maturity management) to do even with a 

completely fiscal-dominant regime.  
•  𝑖𝑡 = 𝐸𝑡𝜋𝑡+1  
• Maturity controls the timing of inflation / AD 

• Better ways to communicate fiscal commitments of stable p? 



Unconventional policy mechanisms 
• Interest on reserves.  

• Optimal quantity of money!  
• Financial stability 
• Once MV=PY is not in charge of P, no reason to starve 

• QE to affect bought assets in “segmented” markets. 
• Theory. How? How long? How big? How does R affect PY?  
• Evidence: Tiny and from announcements.  

• “Macroprudential” policies.  Diagnose and prick “bubbles.” 
Capital controls, target asset prices.   
• Can monetary policy affect asset risk premiums? No theory. 

• Use vastly expanded regulatory power to direct lending. 
• Talk policy.  

• “Manage expectations” “Announce higher inflation target” 
“Forward guidance” “Commit now to hold rates lower than 
we know we will want when the time comes.” QE as signal. 

• Precommitment needs a rule that actually limits power ex post.  
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Rules, discretion, mandates  
• 2007: inflation target? Short rate instrument. Almost Taylor rule 
• Now:  

• Mandate, targets expanded enormously 
• Instruments expanded enormously 
• Policies have huge fiscal, allocational, consequences 
• “Do what it takes” not instrument rules (mandate ≠ rule)  
• Great political independence (for now) 

• Toxic stew must end badly 
 

• Limited power is the price of independence 
• Functions in separate institutions with different independence/political 

accountabilty 
• Regulation, systemic regulation, and monetary policy 
• Discretionary fine-tuning, credit allocation, etc. to Treasury 
• Price-level policy: independence is important 
• Central bank 

• ECB: common currency with sovereign default.  
 



Summary: Central banks 

or ? 



The End 
 
 

Questions? 
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Bad news (or rumor!) 

“Financial crises are always and everywhere 
the result of short term debt” 

Bankrupt! 
Default/inflate 

Pay back? 

Default/inflate? 
Long term debt 

Short term debt 

Short term debt: Future problems cause crisis today 


