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Monetary Policy Transmission Channel under

Balance of Payment Restriction

Seonghoon Cho*

Abstract

This paper assesses the role of net foreign assets on the exchange rate
determination and on the monetary policy transmission channel in a small open
economy. The net foreign asset position imposes a restriction on the dynamic
paths of the trade balance, real exchange rate and interest rates. Such a
restriction provides an additional channel through which monetary policy
shocks affect inflation, the output gap and the real exchange rate. Most open
economy models predict that a contractionary monetary policy shock raises the
interest rate, leading to real appreciation and lower inflation. Higher interest
rates, however, require a debtor country to run trade surpluses over time to
avoid excessive accumulation of net foreign debt, leading to depreciation and
higher inflation. On the other hand, a creditor country needs to avoid
excessive accumulation of net foreign assets, leading to appreciation and lower
inflation in the future.

Key Words: net foreign asset, BOP channel, monetary policy
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