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ALTERNATIVE THEORIES OF MONETARY POLICY

Abstract: The outcomes of quantitative eas-
ing (QE) programs post-Great Recession 
have challenged the conventional theory of 
monetary policy. Alternative theories have 
offered their explanations for why expan-
sionary policies did not produce inflation. 
In this context, this paper will apply a the-
oretical analysis to two alternative views of 
QE programs and their policy implications: 
the Fiscal Theory of Price Level (FTPL) and 
the Market Monetarism (MM). FTPL offers 
an explanation based on the intertempo-
ral-government-budget equation in which 
the price level is a relative price of nominal 
government debt in terms of real resources 
government can extract via taxation (present 
value of expected budget surpluses). FTPL 
claims that QE basically substitutes one type 
of government liabilities for another type of 
government liabilities – (interest bearing) 
reserve money for government bonds, so 
the overall effect of the program may not be 
inflationary. The Market Monetarism (MM) 
is another alternative view to monetary pol-

icy. Although based on the quantity-theo-
ry-of-money equation, MM explains why the 
FED policy during the Great Recession (par-
ticularly during 2008 and 2009) was in fact 
tight (relative to increased real demand for 
money). According to MM, the increase in 
base money due to QE programs was in fact 
offset by a decrease in money multiplier and 
a fall in velocity of money. But the key policy 
implication of the MM is that inflation tar-
geting should be replaced by nominal GDP 
targeting. In this framework, monetary ag-
gregates should be replaced by asset market 
prices, as indicators for the monetary policy 
stance and as policy targets. The paper will 
include assessment of the implications of the 
two theories for the issue of coordination be-
tween monetary policy and fiscal policy. 

KEY WORDS: MONETARY POLICY, FIS-
CAL THEORY OF PRICE LEVEL, MAR-
KET MONETARISM, QUANTITATIVE 
EASING. 
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