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ABSTRACT

An Empirical Study of the Cyclical Effects of
Monetary Policy in Spain (1977–1997)*

In this Paper, we provide empirical evidence for the Spanish economy, over
the period 1977–97, on whether monetary policy shocks have had different
effects on real output growth depending on the state of the business cycle. To
do so, we adopt an extension of Hamilton's (1989) Markov Switching Model,
as recently proposed by García and Schaller (1995), where shocks to an
interest rate policy rule followed by the Bank of Spain are allowed to affect
both the growth rate of output and the transition probabilities of moving from
one phase to another. The analysis is carried out both at the aggregate level
and the sectorial level, with the aim of addressing the following questions: (i)
Does monetary policy have the same effect regardless of the current phase of
economic fluctuations? (ii) Does monetary policy only have an incremental
effect on output growth rate within a given state or does it also affect the
probability of state switch? (iii) How do the aggregate and sectorial results
compare?
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NON-TECHNICAL SUMMARY

The empirical analysis of the potentially asymmetric effects of monetary policy
shocks on real aggregate activity has traditionally focused on testing for
differential effects on output depending on the ‘sign’ and ‘size’ of the shocks
and possibly on a combination of both features. The familiar Keynesian
assumption that nominal wages are flexible upwards and rigid downwards
implies that ‘positive’ shocks in nominal demand are bound to be neutral while
‘negative’ shocks will be associated with lower output and employment, giving
rise to the ‘sign’ asymmetry. Likewise, the underlying motivation behind the
‘size’ asymmetry stems from models with menu-costs in price-setting whereby
‘big’ monetary shocks will be neutral whereas ‘small’ shocks are deemed to
have real effects. Finally, there is the possibility of having a ‘hybrid’ asymmetry
in models that combine menu-costs and a positive trend inflation rate which, in
the presence of negative shocks, would bring the actual price closer to the
optimal price, generating real effects and conversely so for positive shocks
either large or small.

Besides the previous cases, there is, however, a further type of asymmetry,
which, despite its potential relevance, has seemingly received far less
attention in the empirical literature. It is the so-called ‘state’ asymmetry that
relates to the issue of whether monetary policy affects real activity differently
in different phases of the business cycle. A strong theoretical argument that
justifies this type of asymmetry is the credit or lending channel view of the
monetary policy transmission mechanism which predicts that, if financial
markets face information asymmetries, monetary policy changes will have
stronger real effects in recessions than in expansions.

In this Paper, we provide evidence on how monetary policy affects real activity
depending on the state of the economy, using Spanish quarterly data over the
period 1977–97 both at the aggregate and the sectorial level. For that
purpose, we elaborate on the methodology developed by García and Schaller
(1995) which is based upon the use of Hamilton’s Market Switching models,
extended to a multivariate context. In this way, this approach will allow us to
examine a number of interesting issues ranging from whether monetary policy
shocks have different effects on output depending upon the current phase of
the business cycle or on the phase where the shock took place, to whether
changes in the monetary policy stance are also able to alter the transition
probabilities from a downturn to an upturn and conversely. To measure the
stance of monetary policy in Spain, we emphasise changes in the marginal
rate of intervention of the Bank of Spain in the daily interbank market. Further,
to allow for the potential endogeneity of such a rate, we consider a measure



based on innovation from a small structural VAR that includes the interest rate
as one of the variables in the system.

Proceeding in this way, we obtain several interesting results. First, we find
evidence in favour of ‘state’ asymmetries at the aggregate level whereby, for
instance, following an unexpected increase of 50 basis points in the interest
rate, annual output growth can decrease by about 0.2 percentage points at the
thought of a recession, whereas it only falls by 0.04 percentage points at the
peak of an expansion. Second, we find that those shocks also seem to affect
directly the transitional probabilities. For example, an unanticipated increase
of 50 basis points in the interest rate in each of three successive quarters
increases the probability of moving from an expansion of 0.32 to a recession
of 0.44. Finally, we find that the previous asymmetries seem to be particularly
relevant for Construction and Services, two sectors that are especially
sensitive to the financial constraints highlighted by the credit channel
approach.
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