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In large industrial economies, changes in monetary policy affect real economic activity in the
short run but only prices in the long run. In transition economies, the question of whether monetary-
policy variables affect output in the short run is open. In this paper, we examine the real effects of
monetary policy in Russia, Ukraine, Belarus, and Kazakhstan using time-series methods. We find
mixed evidence that money matters in these countries, although the effects are greater in Russia.
Hence, we conclude that activist monetary policy will have only a limited scope in these countries
in the near term.Journal of Comparative Economics 33 (3) (2005) 441–461. American University,
4400 Massachusetts Avenue NW, Washington, DC 20016.
 2005 Association for Comparative Economic Studies. Published by Elsevier Inc. All rights re-
served.
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1. Introduction

In recent years, the benefits of shifting from traditional discretionary monetary policy to
arrangements that favor commitment to price stability and international economic integra-
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tion, e.g., inflation targeting, monetary unions, currency boards, or dollarization, have been
discussed widely. An advantage of discretionary policy is that the monetary authority can
use policy instruments to offset adverse shocks to output by pursuing expansionary policy
when output is below its potential and contractionary policy when output is above its po-
tential. For example, a policy-controlled interest rate can be lowered to reduce commercial
interest rates and stimulate aggregate spending in the below-potential situation. In addition,
the liquidity of the banking system can be increased in an attempt to increase bank lend-
ing and again stimulate spending. Alternatively, a monetary expansion that lowers the real
exchange-rate may improve the competitiveness of the country’s products in domestic and
world markets and, thereby, boost demand for national output. In principle, countercyclical
monetary policy can also be practiced with inflation targeting, although such a policy must
be flexible rather than strict, asGhironi and Rebucci (2000)andMishkin (2002)argue.
However, non-traditional policy regimes limit the ability of the monetary authorities to use
policy to offset output fluctuations.

The extent to which a given country can use monetary policy to affect output in the
short run is an open question. Consensus findings for the US indicate that a decline in the
key interest rate controlled by the Federal Reserve tends to boost output over the next two
to three years, but the effect dissipates thereafter so that the long-run effect is confined to
prices only, asChristiano et al. (1999)report. Debates remain about precisely what factor
or combination of factors account for this real effect, with the lead candidates being sticky
prices, sticky wages, and imperfect competition.1 This evidence of real effects in a mature
developed economy is supportive of the idea that monetary policy can be used to counter
aggregate shocks.

In other economies, the potential for using policy in this manner is less clear. In coun-
tries that have experienced high inflation or in which labor markets are chronically slack,
prices and wages are unlikely to be particularly sticky so that monetary-policy changes
may pass quickly through to prices and have little real effect, asGagnon and Ihrig (2004)
demonstrate. In addition,Barro and Gordon (1983)andKydland and Prescott (1977)ar-
gue that, if monetary policy is not credible, the public’s understanding of the government’s
incentives to enact monetary surprises undermines the scope for using such surprises to
boost output and raises average inflation instead. Moreover, the globalization of financial
markets may erode the ability of small, open economies to determine interest rates inde-
pendently of world markets, which further undercuts the potential value of independent
policy, asDornbusch (2001)andFrankel et al. (2004)discuss.

Several studies investigate whether the short-run effects of monetary policy on output in
other countries are similar to those in the United States.2 Hayo (1999)studies the money–
output relation in seventeen industrialized countries using Granger-causality tests; he finds
considerable variation in results across both countries and time periods and by model spec-
ification. In a study of twelve middle-income developing countries,Agenor et al. (2000)
find no evidence of Granger-causality from money to output, regardless of the measure of

1 Walsh (2003)provides a general discussion, andGrilli and Roubini (1996)present models in which money is
non-neutral due to liquidity effects in open economies.

2 As Barro and Gordon (1996)andBullard and Keating (1997)argue, the long-run neutrality of money, at least
when inflation is neither very high nor very low, is an accepted result.
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