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Empirical non-leaner Fisher Effect Research by threshold VECM
model
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Abstract
Since Irving Fisher proposed the interest rate hypothesis in 1930, it has evoked numerous
discussions and widely divergent perspectives among scholars. Fisher thought that the real interest
rate is influenced by real factors and is independent from nominal interest rate and expected

inflation rate, and nominal interest rate and expected inflation rate possess a linear relatiopship.

However, in most cases around the world, there is no one-to-one correspondence betweg
interest rate and expected inflation rate. This is called “Partial Fisher Effect.”To find%a better

explanation, some scholars tried non-linear model to analyze the reason behindithegpartial fisher

effect.

hold variable and the

In Oscar et al (2005), researchers used error correction term as th@

adjustable VECM model to explain the cause of partial fishemeffect. The analysis revealed that
%ﬂ the state of high inflation, and

when error correction term is lower than threshold, the eco

economic entity tends to hold a stronger money illysi %h results in a flat or slow nominal
interest rate adjustment, and vice versa. In is K7 al (2007), analysts used LASTAR and
ESTAR models with inflation rate as the threshold *variable to explain the change of relationship
between nominal interest rate and ipflagi c;le to various monetary policies. The study showed
that when inflation rate is higher %ain threshold, central bank will interfere in market with

monetary policy to suppress {in n, and it will strengthen the correlation between nominal

interest rate and inflation

ate, and vice versa.

@

hold variable to explain partial fisher effect. Our hypothesis is that central

Unlike other papers, search applied 3-regime threshold error correction model with error
correction te <
nt monetary policies based on the levels of inflation: low, medium, and high.
T‘k Qm results show that based on the quarter data from Taiwan and the 5 out of 7 OECD
membd®s (England, Netherlands, Ireland, Italy and Belgium), central banks would adopt the tight
monetary policy to increase nominal interest rate during high inflation (low error correction value)
to increase savings interest and decrease consumption which will gradually suppress inflation. In

this case, nominal interest rate is adjusted slower.

Governments often can tolerate inflation in medium range and will not interfere in the money
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market. When inflation is low (high error correction value), governments will be in pursuits of
economic growth without the concern on price increase. Therefore, central bank will adopt
expansionary monetary policy to lower nominal interest rate to stimulate consumption which will
increase production and job opportunities. In this scenario, nominal interest rate is usually adjusted
faster. The research result also confirmed that due to monetary policy interference, nominal igterest

rate has higher correlation with inflation rate when the market experiences high or lowy

the other hand, nominal interest rate is more independent from inflation rate when inflati®

tolerable range because governments will not intervene in the open market 0pe®.
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