






















�

�

�

�



 

 

7

Chapter 2 

2. Literature Review 

2.1 Introduction 
This chapter reviews literature on the effect of a monetary policy change in the 
economy. Different studies on the transmission mechanism of monetary policy 
were reviewed, and Bernanke and Blinder (1992:901), Taylor (1995:2), Mishkin 
(1995:4), Meltzer (1995:51), Smal and De Jager (2001:6), Mies and Tapia 
(2003:2), and Lopez (2008:67) among others, share a common theoretical 
explanation on how the economy responds to changes in monetary policy. The 
basic assumption as stated by Mohohlo (2009:19) is that “an increase in the 
policy interest rate results in an increase in other market interest rates and 
adjustment of the exchange rate, to the extent it is flexible. These developments 
change the real monetary conditions and, consequently, the desire for 
borrowing, which affects aggregate demand. The response of firms to lower 
demand determines the margin of the output gap and inflation”. This study 
assumes that this basic assumption holds. 

The theoretical literature offers different explanations on how monetary policy 
affects the economy. This provides insight into the relationships between 
economic variables, challenges faced and possible solutions when determining 
these relationships. In this chapter, section 2.2 deals with the theoretical 
consideration relating to the study. A brief overview is given of the seminal IS-
LM contribution by Hicks (1937), and the various channels through which 
monetary policy is transmitted. Section 2.3 provides a review of channels of 
monetary policy transmission mechanism. This provides insight into the 
mechanisms of the effects of monetary policy.  

2.2 Theoretical Foundation 
The main interest of this research is to find out the effectiveness of the policy 
interest rate in affecting inflation.  The term effectiveness is associated with the 
magnitude and direction of the impact of the policy interest rate on inflation, as 
well as the duration of the effect of the short-run interest rates in the economy 
(Mies and Tapia, 2003:2). In this context, the monetary policy will be effective 
if inflation responds to changes in the short-run interest rate in the direction 
predicted by economic theory, as will be discussed below. 

According to Meltzer (1995:51), the IS-LM model introduced by Hicks (1937) 
is a strong pillar to explain how monetary policy is transmitted in the economy. 
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underlying structure of the economy but rather for concentrating on the inter-
relationships of economic variables (Cimadomo, 2002:5).  However, 
Amarasekara (2006:5) indicates that this should not be a problem since VARs 
are applied to analyse the relationships between variables and not to explain the 
structure of the economy.   

Moreover, as Cimadomo (2002:5) observes, VARs have been criticised to be 
one-sector specific when determining the shocks which affect the economy, 
rather than considering the shocks that affect the whole economy. He explains 
that the heterogeneity problem is primarily caused by considering different 
sectors to determine economic shocks, because vectors of policy shocks vary 
across sectors (Cimadomo, 2002:5). Therefore, one can conclude that being one-
sector specific reduces the heterogeneity problem.  

In summary, VARs have been argued to be more advantageous to adopt as they 
provide a useful tool for analysing the effects of a monetary policy, especially in 
conditions where there are data problems, macroeconomic instability, and 
significant structural changes. For this reason, VARs are considered to be 
appropriate in analysing the monetary policy transmission mechanism in 
developing countries, of which Botswana is no exception.   

3.3 Types of VAR s 
Stock and Watson (2001:101) describe three types of VAR models as the 
reduced form VAR, the recursive VAR and the structural VAR. They explain 
that the reduced form VAR “expresses each variable as a linear function of its 
own past, the past values of all other variables being considered and a serially 
uncorrelated error term”. A recursive VAR model also presents “a variable in 
terms of its lagged values and lagged values of other variables in the system, but 
it imposes restrictions so that the error term in each regression equation is not 
correlated with the error term in the past equation within the system”. In this 
respect, Amasekara (2006:5) points out that the restrictions are imposed by 
using arbitrary mechanical methods. For example, in a recursive system, 
variables can be ordered in the model starting with the most endogenous. The 
structural VAR model, on the other hand, imposes restrictions based on 
economic theory to identify the simultaneous links between variables. As noted 
by Tangarides (2010:36), recursive VARs impose restrictions to avoid having a 
contemporaneous effect between the variables concerned, while structural 
VARs relax this restriction but impose restrictions according to economic 
theory.   
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Chapter 4  

4. Empirical Results: Data Analysis and Estimation Results  

4.1 Introduction  
This chapter presents empirical results from the model discussed in the previous 
section. The results include the time series trend of the main variables used in 
the model, the unit root test for all variables included in the model, the lag 
length determination, the stability tests, the serial correlation test, the impulse 
response and finally the variance decomposition. The results are based on tests 
using the E-views 5 package. 

4.2 Time series trend  

As the objective of the paper is to find out how the monetary policy change 
affect the inflation, only a graphical representation of the movements of the bank 
rate and inflation are presented below to give a better visual understanding of 
their trends over time and the type of relationship they display. 

Figure 1  

   

Figure 1 reflects that inflation was declining from 1996Q1 to 1998Q2. Over this 
period, the monetary policy rate (the bank rate), was easing (declining) as 
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4.7.1  The Interest Rate Channel  
 

Figure 4: Impulse response of the interest rate channel  
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Table 4. 5.1: Variance Decomposition of the Interest Rate Channel  
 
 Period S.E. D(LBOTSCPI) D(LREALGDP) D(LM2) D(RPRM) D(BOBR) 

       
        1  0.010761  100.0000  0.000000  0.000000  0.000000  0.000000 

 2  0.011415  91.73104  0.004803  0.902026  0.000289  7.361838 
 3  0.011570  91.09029  0.262317  0.947674  0.493981  7.205742 
 4  0.012262  81.11235  0.380275  0.974994  2.393425  15.13895 
 5  0.012501  78.58895  3.104676  1.123513  2.599524  14.58334 

 
 

Figure 4 shows the results of an estimated interest rate channel in Botswana. 
These reflect that a monetary policy shock leads to a decline in the real interest 
rates in the first quarter. The decline in real interest rates after a monetary policy 
shock is not predicted by economic theory. The response can be explained by a 
more rapid increase in inflation than in the nominal interest rates. Thereafter, the 
real interest rates increase as predicted by economic theory in the literature 
section, reaching a peak at the end of the third quarter.     

Figure 4 also shows that inflation responds to a real interest rate shock with a 
one quarter lag. It declines at the beginning of the second quarter, as the rising 
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