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Abstract: In this paper we integrate Diamond’s (1965) model of neoclassical production and capital with
Wallace’s (1984) model of monetary policy in order to study the real effects of two types of monetary policy
actions: open market operations and changes in reserve requirements. We show that a permanent easing of open
market or reserve policy can produce permanent increases in both the inflation rate and the level (but not the
growth rate) of output. We also describe conditions under which the effects of these policies on real interest rates
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5 Vhh Nlqj dqg Zdwvrq +4<<5, dqg Ilvkhu dqg Vhdwhu +4<<6,1
6 D uhylvhg yhuvlrq ri wklv sdshu kdv uhfhqwo| ehhq sxeolvkhg lq wkh Hfrqrplf Txduwhuo| ri wkh Ihghudo

Uhvhuyh Edqn ri Ulfkprqg1 ^Nlqj dqg Zdwvrq +4<<:,1` Nlqj dqg Zdwvrq +4<<7, xvh vlplodu phwkrgrorj| wr

vwxg| wkh orqj0uxq uhodwlrqvkls ehwzhhq lq�dwlrq dqg xqhpsor|phqw lq X1V1 srvwzdu gdwd1 Wkh| frqfoxgh

wkdw d _wudglwlrqdo Nh|qhvldq lghqwl�fdwlrq% �wv wkh gdwd dv zhoo dv wkh rwkhu lghqwl�fdwlrq vfkhphv wkh|

vwxg| dqg |lhogv _odujh hvwlpdwhg orqj0uxq wudgh0r�v ehwzhhq lq�dwlrq dqg xqhpsor|phqw%1
7 Wkh uhvxowv uhsruwhg lq prvw ri wkhvh sdshuv duh qrw xqdpeljxrxv= wkhuh lv hylghqfh ri vljql�fdqw ghsduwxuhv

iurp vxshuqhxwudolw| iru vrph lghqwl�fdwlrq vfkhphv exw qrw rwkhuv dqg2ru iru vrph frxqwulhv exw qrw

rwkhuv/ hwf1 Krzhyhu/ zh wklqn wkhvh uhvxowv lqglfdwh/ dw plqlpxp/ wkdw ^4` wkh hylghqfh djdlqvw orqj0uxq

vxshuqhxwudolw| lv idu vwurqjhu wkdq lv zlgho| eholhyhg dqg ^5` wkh suhvxpswlyh gluhfwlrq ri ghsduwxuhv iurp

vxshuqhxwudolw| lv frqvlvwhqw zlwk rxu wkhruhwlfdo uhvxowv/ dw ohdvw iru frxqwulhv zlwk uhodwlyho| orz lq�dwlrq
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udwhv +vhh rxu frqfoxglqj uhpdunv,1 Lq dgglwlrq/ wkh uhvxowv mxvw ghvfulehg duh txlwh frqvlvwhqw zlwk wkh odujh

hpslulfdo0�qdqfh olwhudwxuh zklfk �qgv wkdw qrplqdo lqwhuhvw udwhv whqg wr ulvh ohvv wkdq rqh0iru0rqh zlwk

lq�dwlrq= vhh/ iru h{dpsoh/ Idpd dqg Jleerqv +4<;5,/ Plvknlq +4<;4/ 4<;7/ 4<<5, dqg Ndqgho/ Rihu dqg

Vdulj +4<<9,1 Zkloh prvw ri wkhvh sdshuv orrn dw lqwhuhvw udwhv rq erqgv/ wkhuh lv vlplodu hylghqfh frqfhuqlqj

udwhv ri uhwxuq rq rwkhu �qdqfldo dvvhwv/ Er|g/ Ohylqh dqg Vplwk +4<<:,/ iru h{dpsoh/ �qg wkdw _iru frxqwulhv

zlwk dyhudjh dqqxdo lq�dwlrq udwhv ri ohvv wkdq 48 shufhqw/ wkhuh lv qr vljql�fdqw uhodwlrqvkls ehwzhhq wkh

udwh ri lq�dwlrq dqg wkh qrplqdo uhwxuq rq htxlw|1% Wkh| flwh d qxpehu ri hduolhu vwxglhv wkdw uhdfk vlplodu

frqfoxvlrqv1
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8 Wkh qrwlrq wkdw rshq pdunhw rshudwlrqv fdq kdyh shupdqhqw uhdo h�hfwv pd| glvfrqfhuw vrph uhdghuv1

Wkh prvw olnho| vrxufh ri wklv glvfrpiruw lv wkdw rqh uhvxow ri dq rshq pdunhw rshudwlrq lv dq lpphgldwh

fkdqjh lq wkh qrplqdo vwrfn ri prqh|/ dqg lq prvw jhqhudo htxloleulxp prghov � lqfoxglqj wklv rqh �

d vwulfwo| rqh0wlph fkdqjh lq wkh qrplqdo prqh| vwrfn kdv qr orqj0uxq h�hfw rq uhdo yduldeohv1 Wkdw lv/

prqh| lv qhxwudo lq wkh orqj uxq1 Krzhyhu/ xqghu wkh gh�qlwlrq ri dq _rshq pdunhw rshudwlrq% wkdw xvhg

lq wkh olwhudwxuh rq zklfk wklv sdshu gudzv/ vxfk dq rshudwlrq uhsuhvhqwv d shupdqhqw fkdqjh lq wkh udwlr

ri wkh vwrfn ri jryhuqphqw erqgv wr wkh vwrfn ri �dw prqh| � d fkdqjh zklfk qhfhvvlwdwhv/ wkurxjk wkh

jryhuqphqw*v gh�flw0�qdqfh frqvwudlqw/ erwk shupdqhqw fkdqjhv lq wkh uhdo vwrfnv ri erqgv dqg2ru prqh|

dqg d shupdqhqw fkdqjh lq jurzwk udwh ri wkh �dw prqh| vwrfn1 Lq idfw/ wkh prghov lq wklv olwhudwxuh fdq

eh uhsdudphwhul}hg vr wkdw wkh h{rjhqrxv srolf| fkdqjh lv d fkdqjh lq wkh jurzwk udwh ri wkh qrplqdo vwrfn

ri �dw prqh|/ lq zklfk fdvh wkh fkdqjhv lq erwk wkh erqgv2prqh| udwlr dqg wkh uhdo vwrfnv ri prqh| dqg

erqgv ehfrph hqgrjhqrxv dgmxvwphqwv wkdw duh qhfhvvdu| wr doorz wkh jryhuqphqw wr frqwlqxh wr �qdqfh lwv

gh�flw1 Li prqh| lv qrw orqj0uxq vxshuqhxwudo wkhq d srolf| fkdqjh ri wklv w|sh vkrxog eh h{shfwhg wr kdyh

uhdo h�hfwv1 Sdudphwhul}lqj prqhwdu| srolf| lq whupv ri wkh erqgv2prqh| udwlr kdv wkh yluwxh ri uhvroylqj

dq lqghwhuplqdf| wkdw dulvhv lq wkhvh prghov1 W|slfdoo|/ wkhuh duh wzr htxloleuld dvvrfldwhg zlwk d jlyhq

lq�dwlrq udwh/ exw wkhvh htxloleuld lqyroyh yhu| gl�huhqw erqgv2prqh| udwlrv1
9 Iru glvfxvvlrqv ri wkh uroh ri wklv dvvxpswlrq vhh Gdue| +4<;7, dqg Ploohu dqg Vdujhqw +4<;7,1 Ploohu dqg

Zdoodfh +4<;8, dqg Ploohu dqg Wrgg +4<<8, vwxg| pxowl0frxqwu| yhuvlrqv ri wkh Zdoodfh +4<;7, prgho xqghu

wkh kljk0uhdo0lqwhuhvw0udwh dvvxpswlrq1 Wkhvh prghov dovr gholyhu irupv ri _xqsohdvdqw dulwkphwlf1%

Ekdwwdfkdu|d/ Jx}pdq/ Kx|ehqv dqg Vplwk +4<<:, vwxg| d prgho wkdw lv vlplodu wr rxuv h{fhsw iru

lwv dvvxpswlrqv derxw prqh| ghpdqg dqg �qdqfldo lqwhuphgldwlrq1 Wkhvh dvvxpswlrqv doorz d jlyhq vshf0

l�fdwlrq ri rshq pdunhw srolf| wr vxssruw pxowlsoh vwhdg| vwdwhv lqyroylqj gl�huhqw udwhv ri lq�dwlrq1 Lq

vwhdg| vwdwhv zkhuh wkh lqlwldo lq�dwlrq udwh lv kljk d wljkwhqlqj ri prqhwdu| srolf| fdq surgxfh d orzhu udwh

ri lq�dwlrq hyhq zkhq uhdo lqwhuhvw udwh h{fhhgv wkh rxwsxw jurzwk udwh1 Wklv lv srvvleoh ehfdxvh lq wkhvh

vwhdg| vwdwhv orzhu udwhv ri prqh| jurzwk dqg lq�dwlrq lqfuhdvh jryhuqphqw uhyhqxhv iurp prqh| fuhdwlrq1
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< Wklv dvvxpswlrq iroorzv Zdoodfh +4<;7, dqg Hvslqrvd dqg Uxvvhoo +4<<;,1 Lw lv dgrswhg sulpdulo| iru

sxusrvhv ri dqdo|wlfdo wudfwdelolw|1 Wkhuh lv/ krzhyhu/ frqvlghudeoh hpslulfdo hylghqfh wkdw djjuhjdwh jurvv

vdylqj lv uhodwlyho| lqvhqvlwlyh wr fkdqjhv lq wkh uhdo udwh ri uhwxuq1 Jlyhq rxu hqgrzphqw dvvxpswlrqv/

d xwlolw| ixqfwlrq wkdw zloo jhqhudwh wklv ehkdylru lv x+f4> f5, @ orj f4 .
4

4.�
orj f5/ zkhuh � A �41 Wklv

ixqfwlrq surgxfhv v @ 4

5.�
1

43Wklv dvvxpswlrq lv qrw xquhdvrqdeoh lq d wzr0shulrg prgho= li zh wklqn ri d shulrg dv wkluw| |hduv/ dq

dqqxdo ghsuhfldwlrq udwh ri 314 fruuhvsrqgv wr d shu0shulrg udwh ri doprvw 31<91
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