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Abstract:

Central banks commonly raise the rate at which banks borrow reserves in order to bring
down inflation. This paper examines the trade-off involved in such operations when all
prices are flexible. In the model economy, entrepreneurs borrow bank money (deposits)
as a means of paying for labour and capital; banks hold fiat money as reserves to meet
liquidity demand and a nominal government bond as collateral for borrowing reserves.
The aggregate fiat money-bond portfolio, which the central bank adjusts through Repo
or open market operations, determines the interbank rate and the price level at once.
The interbank rate enters banks' marginal lending costs and thereby their lending rates,
which in turn govern the real wage and capital rental rate and affect the equity price.
A nominal operation that raises the interbank rate does bring down the price level:
With a 10% rise of the interbank rate, the price level falls by more than 10%. However,
it lowers the real wage and capital rental rate, and hence the real income of every
household; it also depresses the equity price and hence households' wealth. It increases

banks' share of a diminished national output.



