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The Puzzle of Asymmetric Monetary Policy Transmission in Economic Cycles:
A Perspective of Trade Credit and Credit Constraints
ZHOU Shang-yao', XIONG Chen’, QU Shen’
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Abstract: Understanding the variations in monetary policy transmission efficiency during
economic cycles is one of the key issues in improving the monetary policy framework. Existing
empirical studies indicate that the efficiency of monetary policy transmission exhibits asymmetry over
the economic cycle, with weaker efficiency during economic downturns. However, conventional
monetary policy transmission theories based on bank credit fail to adequately explain this phenomenon.
Addressing this asymmetry in monetary policy transmission efficiency across economic cycles is a key
research focus.

Given the crucial role of trade credit in financing, conventional credit constraints and bank lending
channels may not fully explain the actual dynamics of monetary policy transmission in China. This
study constructs a micro-founded dynamic decision model for firms that incorporates both credit
constraints and endogenous trade credit behavior to explore the asymmetry in monetary policy
transmission efficiency. Additionally, the study integrates firms’ dynamic decision-making into a multi-
sector new Keynesian model, employing nonlinear simulation and counterfactual analysis to investigate
the impact of trade credit on monetary policy asymmetry.

The findings reveal that firms’ investment behavior is influenced by both the conventional credit
constraint channel of monetary policy and an opposing trade credit channel. The significance of the
trade credit channel depends on the tightness of credit constraints, becoming notable only when credit
constraints are binding. This characteristic explains the weaker transmission efficiency during economic
downturns. Quantitative results show that the model effectively replicates the weaker effects of
monetary policy shocks during recessions, with trade credit identified as the fundamental cause of this
asymmetry.

This study offers important policy implications for refining the monetary policy framework. Key
recommendations include adopting dynamic monetary policy rules that adjust with economic cycles to
replace static, uniform rules; enhancing multi-tier financial support systems to reduce overall corporate
financing constraints, thereby weakening the link between monetary policy transmission efficiency and
firms’ trade credit decisions; and implementing counter-cyclical macroprudential policies targeting
corporate credit to mitigate the cyclicality of credit constraints and improve monetary policy efficiency
during recessions. By introducing occasionally binding credit and trade credit constraints and their
interactions, this study addresses gaps in conventional theories that overemphasize bank lending. It
provides a robust explanation for the weaker monetary policy transmission efficiency during economic
downturns and contributes valuable insights for improving the monetary policy framework.
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