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Chapter 23

Monetary Policy, 
Output, and Inflation 

in the Short Run

23-2

The Monetary Policy Transmission 
Mechanism

• The Traditional Channels: Interest Rates 
and Exchange Rates
• the traditional channels of monetary policy 

transmission aren’t very powerful 
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The Monetary Policy Transmission 
Mechanism

• Asset Price Channels: Investment and 
Wealth
• a fall in the interest rate tends to push stock 

prices up 
• A fall in interest rate target it drives the 

mortgage rate down leading to higher demand 
for residential housing, driving up the prices of 
existing homes

• Higher asset prices mean increased 
wealth and higher consumption 
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The Monetary Policy Transmission 
Mechanism

• Bank Lending and Balance Sheet Channels
• By altering the supply of funds to the banking system, 

policymakers can affect banks' ability and willingness 
to lend. 

• an open market purchase has a direct impact on the 
supply of loans, increasing their availability to those 
who depend on banks for financing.

• as interest rates fall, the supply of loans increases 
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