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Abstract

This paper extends Bernanke and Blinder’s [Am. Econ. Rev. 78 (1988) 435] “credit-channel” model to the
open economy. In particular, it examines whether the monetary policy results predicted by the popular
textbook Mundell-Fleming model [e.g., Can. J. Econ. Polit. Sci. 29 (1963) 475; IMF Staff Pap. 9 (1962)
369] change with the open-economy version of the Bernanke and Blinder credit-channel model. This
examination is important to consider in light of the popularity of the Mundell-Fleming model at the
policymaking level and in light of recent empirical findings giving strong support to the credit channel as a
monetary policy transmission mechanism. The main conclusion is that monetary policy is much more potent
under the open-economy version of the Bernanke and Blinder model than under the standard Mundell—
Fleming model.
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1. Introduction

It is well known that, at least in the short run, monetary policy affects real economic activity. The
monetary economics literature highlights two mechanisms through which this happens—the “money
channel” and the “credit channel.” The standard textbook money channel emphasizes that, through
open-market operations, central banks can directly affect real interest rates (in the short run), thus the
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cost of capital. The credit channel emphasizes that open-market operations also directly affect banks’
loan supply schedules. Thus, the central bank not only affects the interest rates of government
securities, but also the effective spread between bank loan rates and the rate of government
securities.'

One of the more celebrated theoretical papers that emphasizes the credit-channel view is that of
Bernanke and Blinder (1988) (henceforth referred to as BB). They extend the standard IS—-LM
model by explicitly modeling the loan market independently from the money market. By separating
the loan and money markets, they are able to show that an increase in the money supply increases
output not only through the standard money market, but through the loan market as well. As a
result, their model predicts that expansionary monetary policy has a more potent effect on output
than that which the standard IS-LM model predicts, without necessarily affecting the level of
interest rates.

The purpose of this paper is to extend BB’s model to the open economy. In particular, I examine
whether the monetary policy results predicted by the popular textbook Mundell-Fleming model (e.g.,
Fleming, 1962; Mundell, 1963) (henceforth referred to as MF) change with the open-economy version of
the BB model. This examination is important to consider in light of the popularity of the MF model at
the policymaking level and in light of recent empirical findings giving strong support to the credit
channel as a monetary policy transmission mechanism.

The main conclusion is that monetary policy is unambiguously more potent under the open-
economy version of the BB model than under the standard MF model. This result comes about
because of two reasons. First, just as in the BB model, separating the loan from the bond market
makes aggregate investment much more directly responsive to changes in the money supply. Second,
the credit channel makes the balance of payments more sensitive to interest rate fluctuations. This last
result depends on the share of foreign bonds that the domestic banking sector invests in as part of its
portfolio.

The approach taken here to model the open-economy version of the BB model is inspired by Freixas
and Rochet’s (1997) version of the standard IS—LM model. I use their version for the sake of simplicity
and clarity.

This is not the first paper that has investigated this issue. In a recent article, Wu (1999) examines
the role of monetary policy under a fixed-exchange regime with an operative credit channel. His main
conclusion is that monetary policy can be effective in stimulating output even under a fixed exchange
rate regime. His results, however, hinge on the critical assumption that the amount of foreign
exchange reserves is kept constant in the model. This assumption is incorrect because the quantity of
foreign exchange reserves becomes endogenous under a fixed exchange rate regime. Ramirez (2001)
shows that when this assumption is relaxed, the ineffectiveness of monetary policy in stimulating
output under a fixed exchange rate regime is restored, even though the credit channel is operative in
the model.

' There is a large empirical literature (in fact, too large to list here), which suggests that the credit channel is an important
mechanism through which monetary policy affects output. Example of papers that not only provide evidence, but also survey
some of the empirical literature, are Bernanke and Blinder (1992), Bernanke and Getler (1995), and Kashyap and Stein (1994,
1997), to name just a few.
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