
Exploring the Economic Trinity of Money, Asset Prices
and In�ation

University of Kent, University of Rome Tor Vergata and University of
Cambridge

J. S. Chadha, L. Corrado and S. Holly

16th November 2007

J. S. Chadha, L. Corrado and S. Holly () Exploring the Economic Trinity of Money, Asset Prices and In�ation16th November 2007 1 / 21



Main Results

In a variation of the McCallum and Goodfriend (2007) model we consider
the money, asset price, in�ation nexus

Financial spreads are determined by an interaction of asset prices, liquidity
constrained consumers, the banking sector and policy rules

Money is found to be a good indicator of spreads when �nancial shocks are
dominant

This feeds into demand via IS type relationships and so may overturn the
Poole nostrum

We illustrate the results in a stylised IS-LM-LR setting, DSGE simulations
and impulse response analysis
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Motivation

Is money reducible/decomposable? In standard NK complete markets
framework - yes (Woodford�s defence)

So we examine the money-interest rate nexus in a dynamic model with
banking (Goodhart�s critique)

Banks produce loans from deposits on the basis of collateral and monitoring
work

Cash in advance - money tends to give us early warning on consumption

Liquidity constrained agents may be better able to consumption smooth
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Evidence to Treasury Committee on �MPC of the Bank of
England: Ten Years On�
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Money, Asset Prices and In�ation

­150

­100

­50

0

50

100

150

Jan­70 Jan­75 Jan­80 Jan­85 Jan­90 Jan­95 Jan­00 Jan­05

core inflation
m2
S&P 500

Quarterly
moving

average (US)
data

­30

­20

­10

0

10

20

30

40

50

Jan­70 Jan­75 Jan­80 Jan­85 Jan­90 Jan­95 Jan­00 Jan­05

core inflation
m2
S&P 500

2­year moving
average (US)

data

J. S. Chadha, L. Corrado and S. Holly () Exploring the Economic Trinity of Money, Asset Prices and In�ation16th November 2007 5 / 21



Money and External Finance Premium
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Households

•Aggregate Demand

•Supply of Labour n
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Productivity Shock: An IS-LM-LR Perspective
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Monitoring Shock: An IS-LM-LR Perspective
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Productivity Shock in the MG Model

Productivity Shock ­ Inflation Targeting
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Monitoring Shock in the MG Model

Monitoring Shock –Inflation Targeting
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Negative Collateral Shock in the MG Model

Negative Collateral Shock –Inflation targeting
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Negative Velocity Shock in the MG Model

Negative Velocity Shock –Inflation targeting
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Information from Money for EFP

Shock Sign Shock Ht EFP t Info
Productivity + + + �
Monitoring + + � p

Collateral � � +
p

Velocity � + + �
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Simulation of Time Series from MG with all shocks

Money, Asset Prices and In�ation for all shocks (lhs)

Money and EFP for all shocks (rhs)
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Simulation of Time Series from MG with Monitoring and
Collateral Shocks

Money, Asset Prices and In�ation for banking shocks (lhs)

Money and EFP for for banking shocks (rhs)
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Sensitivity of Money-EFP to Banking Sector Shocks
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Impact on Welfare
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Concluding Remarks

Unlike NK consensus, models with banking sector allow

a Range of interest rate spreads
b Allowing a further propagation mechanism
c Determined by the interaction between liquidity constrained consumers
and a banking sector which makes collateralised loans

Financial conditions matter when setting monetary policy

Under some conditions money has good information content for
�nancial conditions

Φm :
v1σ

2
mon +v2σ

2
col

v3σ2prod +v4σ2vel
> Φc

m

Systematically the dominance of productivity shocks militates against
money as information...but under certain episodes money may
resuscitate!
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Annex I: Variables
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Annex II: Calibration
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