
American Economic Review 2018, 108(3): 697–743 
https://doi.org/10.1257/aer.20160042

697

* Kaplan: Department of Economics, University of Chicago, Saieh Hall, 5757 S. University Avenue, Chicago, 
IL 60637, and NBER (email: gkaplan@uchicago.edu); Moll: Department of Economics, Princeton University, 
Julis Romo Rabinowitz Building, Princeton, NJ 08542, and NBER (email: moll@princeton.edu); Violante: 
Department of Economics, Princeton University, Julis Romo Rabinowitz Building, Princeton, NJ 08542, CEPR, 
and NBER (email: glv2@princeton.edu). This paper was accepted to the AER under the guidance of John Leahy, 
Coeditor. We thank Yves Achdou, Mark Aguiar, Fernando Alvarez, Adrien Auclert, Jess Benhabib, Luca Dedola, 
Emmanuel Farhi, Mark Gertler, Narayana Kocherlakota, Keith Kuester, David Lagakos, Emi Nakamura, Larry 
Schmidt, Jón Steinsson, Mirko Wiederholt, and seminar participants at various institutions. Felipe Alves, Damien 
Capelle, and Julia Fonseca provided superb research assistance.

† Go to https://doi.org/10.1257/aer.20160042 to visit the article page for additional materials and author  
disclosure statement(s).

Monetary Policy According to HANK†

By Greg Kaplan, Benjamin Moll, and Giovanni L. Violante*

We revisit the transmission mechanism from monetary policy to 
household consumption in a Heterogeneous Agent New Keynesian 
(HANK) model. The model yields empirically realistic distributions 
of wealth and marginal propensities to consume because of two fea-
tures: uninsurable income shocks and multiple assets with different 
degrees of liquidity and different returns. In this environment, the 
indirect effects of an unexpected cut in interest rates, which operate 
through a general equilibrium increase in labor demand, far out-
weigh direct effects such as intertemporal substitution. This finding 
is in stark contrast to small- and medium-scale Representative Agent 
New Keynesian (RANK) economies, where the substitution channel 
drives virtually all of the transmission from interest rates to con-
sumption. Failure of Ricardian equivalence implies that, in HANK 
models, the fiscal reaction to the monetary expansion is a key deter-
minant of the overall size of the macroeconomic response. (JEL D31, 
E12, E21, E24, E43, E52, E62)

A prerequisite for the successful conduct of monetary policy is a satisfactory 
understanding of the monetary transmission mechanism—the ensemble of economic 
forces that determine how the actions of the monetary authority affect the aggregate 
performance of the economy. This paper follows the tradition of treating the short-
term nominal interest rate as the primary monetary policy instrument and is concerned 
with its transmission to the largest component of GDP, household consumption.

Changes in interest rates influence household consumption through both direct 
and indirect effects. Direct effects are those that operate even in the absence of any 
change in household disposable labor income. The most important direct effect is 
intertemporal substitution: when real rates fall, households save less or borrow more 
and, therefore, increase their demand for consumption. In general equilibrium, addi-
tional indirect effects on consumption arise from the expansion in labor demand, and 
thus in labor income, that emanates from the direct impact of the original interest 




