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Abstract

This paper examines the determinacy implications of forecast-based monetary policy
rules which set the interest rate in response to expected future inflation in a Neo-
Wicksellian model that incorporates real balance effects. We show that the presence
of such effects in closed economies restricts the ability of the Taylor principle to pre-
vent indeterminacy of the rational expectations equilibrium, due to a cost channel of
monetary policy. The problem is exacerbated in open economies, particulary if the
policy rule reacts to consumer-price, rather than domestic-price, inflation. However,
we show that determinacy can be achieved in both closed and open economies with

the addition of monetary policy inertia.
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Introduction

The importance of forward-looking monetary policy has long been emphasized by researchers.
The need to conduct monetary policy in a forward-looking, or preemptive manner, arises
primarily because of the widely documented long and variable time lag after which a mon-
etary policy action takes effect in the economy (Friedman, 1968). But it has also been
theoretically rationalized on the grounds of central bank credibility, in order to anchor
private-sector expectations (see, e.g., Svensson, 1997; Batini and Haldane, 1999). Such
benefits have not been overlooked by policymakers. Empirical evidence suggests that many
central banks set the nominal interest rate in response to expected future inflation (see,
e.g., Clarida et al., 1998, 2000; Orphanides, 2001, 2004; Mihailov, 2006).

A key issue in the design of such forward-looking monetary policy then, when oper-
ationalized via simple instrument rules, is that the particular interest-rate feedback rule

adopted by a central bank should ensure a determinate equilibrium.!

That is, monetary
policy should be designed to avoid generating indeterminacy which can destabilize the econ-
omy through the emergence of sunspot equilibria and self-fulfilling expectations that result
in large reductions in the welfare of the economy.? It has been well established in the Neo-
Wicksellian (or New Keynesian) literature that under the Taylor principle, i.e., a policy
that adjusts the nominal interest rate by proportionally more than the increase in inflation,
a central bank can easily prevent the emergence of indeterminacy, provided it is not overly
aggressive in its response to expected future inflation; or alternatively, by also including
contemporaneous output into the feedback rule (see, e.g., Bernanke and Woodford, 1997;
Clarida et al., 2000; Woodford, 2003a). These forecast-based interest-rate rules - that also
respond to current output - have additionally been shown to perform well in terms of welfare.
They are a good approximation of the optimal monetary policy for a central bank that has

a quadratic loss function over inflation and output (see, e.g., Clarida et al., 1999), and for

a broad class of Neo-Wicksellian model economies, their welfare performance is robust (see,

IWe focus on simple instrument rules and not on optimal targeting rules. For a discussion on the benefits of
considering simple instrument rules see, e.g., Taylor (1993), Batini and Haldane (1999), Woodford (2001),
Taylor and Williams (2010). See Svensson (2003) for a consideration of optimal targeting rules.

2Qur interest is in real indeterminacy rather than nominal indeterminacy. By real indeterminacy we mean
that there exists a continuum of equilibrium paths, starting from the same initial conditions, which converge
to the steady state. Our attention rests solely with the consideration of local (real) determinacy as opposed
to global determinacy. For further discussion of these issues see Clarida et al. (2000), Carlstrom and Fuerst
(2001), Woodford (2003a), and Cochrane (2011).



e.g., Taylor and Williams, 2010) and in line with optimal targeting rules (see, e.g., Giannoni
and Woodford, 2005).> Recent studies have considered whether such interest-rate policies
are also consistent with equilibrium determinacy in open economies.* This literature has
found that the Taylor principle may not be as effective in preventing indeterminacy in open
economies if the central bank reacts to expected future consumer-price inflation, rather
than expected future domestic-price inflation, since in the former the Taylor principle now
becomes constrained by the economy’s degree of openness to international trade.” However,
if the policy rule also responds to the real exchange rate, this can help in alleviating the
indeterminacy problem for open economies (see, e.g., Linnemann and Schabert, 2006; Llosa
and Tuesta, 2008; McKnight, 2011a).

A general criticism of the above literature is the notable absence of monetary aggregates
from the determinacy analysis.® In these studies, the transmission mechanism of monetary
policy in a closed economy operates entirely through an aggregate demand channel: changes
in the nominal interest rate affect output via changes in the real interest rate, which results
in a change in inflation via a New Keynesian version of the Phillips curve.” In this paper
we show that money demand plays a crucial role for equilibrium determination even when
the interest rate is the monetary policy instrument. Indeed, there are strong intuitive
reasons for considering the real balance effects of money and their role in the monetary
transmission mechanism. Since the classical works of Von Haberler (1937), de Scitovszky
(1941), Pigou (1941, 1943), and Patinkin (1949, 1956), it has long been suggested that
changes in real money balances can affect consumption and output through changes in
individual wealth. Another real balance effect of money arises from facilitating transactions

services. As stressed by Woodford (2003a), if money is considered to provide transaction

3Levin et al. (2003) find that instrument rules responding up to a one-year ahead inflation forecast and to
current output are robust to model uncertainty, whereas rules with longer forecast horizons are less robust
and prone to generating indeterminacy.

4See, e.g., Zanna (2003), Batini et al. (2004), De Fiore and Liu (2005), Linnemann and Schabert (2006),
Benigno and Benigno (2008), Llosa and Tuesta (2008), Leith and Wren-Lewis (2009), Bullard and Schaling
(2009), McKnight (2011a, 2011b).

5This conclusion complements the studies of Clarida et al. (2002) and Gali and Monacelli (2005) who show
that an instrument rule that responds to domestic-price inflation welfare dominates a similar rule that
reacts to consumer-price inflation. However, Benigno and Benigno (2006) derive the conditions under which
consumer-price inflation can be a component of the optimal targeting rule under international monetary
policy cooperation.

6These studies either assume a cashless economy or adopt a money-in-the-utility function model with sepa-
rability between real money balances and other arguments.

7In the open economy there is an additional monetary transmission channel that arises through changes in
the terms of trade. Now changes in the nominal interest rate also affect output (and thus inflation) via an
expenditure switching effect towards/away from foreign goods.



services then the benefits of this service should be related to the individual’s volume of
transactions. Empirical estimates suggest that such effects, while small, are found to exist
in the data.®

While there is a large literature that explores the determinacy properties of interest-rate
rules, our contribution is to consider the robustness of the Taylor principle in closed and open
economies when real balance effects of transactions services are explicitly modeled. Similar
to Woodford (2003a) and Kurozumi (2006), these effects are introduced via money-in-the-
utility-function (MIUF) where consumption and real money balances enter non-separably.’
Now there is an additional monetary transmission mechanism, a cost channel, where changes
in the nominal interest rate result in changes in the demand for money, which affects the
output and pricing decisions of firms, via changes in the real marginal cost of production.
The analysis therefore examines whether empirically plausible real balance effects can have
important implications for determinacy of the rational expectations equilibrium in both
closed and open economies. We begin by showing that, for closed economies, the presence
of real balance effects increases the severity of indeterminacy under the Taylor principle.
This is first demonstrated for feedback rules that set the nominal interest rate in response
solely to expected future inflation (strict inflation targeting), and then shown to be robust
when contemporaneous, or future output is also incorporated into the feedback rule (flexible
inflation targeting). Next, we investigate the determinacy implications of real balance
effects for open economies, where the feedback rule can respond to either domestic-price
or consumer-price inflation. Consistent with the empirical studies of Clarida et al. (1998,
2000), Orphanides (2004) and Mihailov (2006), we focus our attention on a feedback rule
that reacts to expected future inflation and contemporaneous output. In general, we find
that in the presence of real balance effects the problem of indeterminacy is more severe
for open economies than closed economies. When the indicator of inflation used in the
policy rule is domestic-price inflation, we find that the cost channel of monetary policy
increases the range of indeterminacy as the degree of trade openness decreases. However,
by reacting to consumer-price inflation, not only does the range of indeterminacy increase

sizeably - relative to reacting to domestic-price inflation - but the range of indeterminacy is

8See, e.g., Woodford (2003a) and Ireland (2004) using US data, Andrés et al. (2006) using Euro-area data,
and Kremer et al. (2003) using German data.

9 Alternatively, Andrés et al. (2009) generate real balance effects through the introduction of portfolio
adjustment costs (in terms of real money balances).



now increasing with respect to the degree of trade openness. Moreover, reacting also to the
real exchange rate cannot alleviate the indeterminacy problem associated with real balance
effects. Instead, we show that for both closed and open economies policy inertia can help
mitigate the indeterminacy problem either in the form of interest-rate smoothing or under
a speed-limit feedback rule, as originally proposed by Walsh (2003).

The current paper is related to the literature that has been studying the implications for
equilibrium determinacy in closed economies when the real balance effects of transactions
services are introduced through the assumption of non-separability of the utility function
(between consumption and real money balances). Under a contemporaneous inflation pol-
icy rule specification, Schabert and Stoltenberg (2005) and Kurozumi (2006) employing a
discrete-time MIUF model, and Benhabib et al. (2001) employing a continuous-time MIUF
model, all find that real balance effects have no implications for determinacy of the rational
expectations equilibrium. However, Kurozumi (2006) shows that real balance effects can
be destabilizing if the policy rule responds, in addition to current inflation, also to current
output.'®1 Our paper’s contribution to the existing literature is twofold. Previous stud-
ies have focused exclusively on the determinacy implications of real balance effects under
contemporaneous interest-rate rules. Therefore, the first contribution of this paper is that
it fills an important gap in the literature by examining the determinacy implications of
real balance effects under a variety of forecast-based, empirically motivated feedback rules
that should be of interest to policymakers. We show that the indeterminacy implications
of real balance effects are more severe when interest rate policy is forward-looking rather
than contemporaneous-looking. When policy is forward-looking, self-fulfilling inflation ex-
pectations can arise, via a cost channel of monetary policy, if the monetary authority is
overly-aggressive in responding to expected future inflation. The more flexible are prices
in the economy the narrower is the policymaker’s range of response to expected future in-
flation that can avoid indeterminacy. Secondly, under the cost channel adding a response
to output in the policy rule weakens the magnitude of the response of the nominal interest

rate to anticipated future inflation. Therefore, the lower bound on the inflation response

0Kurozumi (2006) also highlights that transaction frictions can play an important role in inducing indeter-
minacy. By extending the analysis of Carlstrom and Fuerst (2001) to allow for real balance effects, he shows
that different timing assumptions on how money balances enter the utility function can alter the conditions
for determinacy. A similar point is also made by Schabert and Stoltenberg (2005) and Stoltenberg (2012).

M For a similar feedback rule, Piergallini (2006) finds that when consumers are assumed to be finite-lived then
real balance effects could actually have a stabilizing effect on the rational expectations equilibrium.



coeflicient needs to be greater than the Taylor principle to prevent indeterminacy.

The second contribution of this paper is that we also consider the determinacy impli-
cations of real balance effects for open economies. This is a highly significant issue in the
design of interest rate policy, given the large and increasing trade share of many inflation-
targeting countries (De Fiore and Liu, 2005).12 Our results suggest that open economies are
particularly prone to indeterminacy with real balance effects when the central bank targets
consumer-price inflation in the conduct of forecast-based monetary policy. This is important
since, as discussed by Hammond (2012), all 27 inflation-targeting central banks currently
use a headline consumer-price inflation measure as their operational target. Furthermore,
in the presence of real balance effects the solution to alleviating the indeterminacy problem
lies not with policy responding to the exchange rate, but rather with the need for policy
inertia. Consequently, the remedies for restoring equilibrium determinacy under the Taylor
principle are the same for both closed and open economies alike. It is shown that both a
speed-limit rule that features a response to observed output growth or a policy of interest
rate smoothing can help ameliorate the indeterminacy problem.

The remainder of the paper is organized as follows. Section 2 outlines the model and
Section 3 discusses the linearized equilibrium system. The determinacy analysis for closed
economies is addressed in Section 4. Section 5 derives the conditions for determinacy in an
open-economy context and proposes an amendment to the feedback rules studied earlier,

which eliminates the identified indeterminacy problem. Finally, Section 6 concludes.

1 Model

The model is a two-country extension of the Neo-Wicksellian MIUF model employed by
Woodford (2003a) and Kurozumi (2006) for the closed economy. Within each country there
exists a representative infinitely-lived household, a representative final-good producer, a
continuum of intermediate-goods producing firms, and a monetary authority. Real balance
effects are introduced by assuming that the utility function of the representative household

is non-separable between consumption and real money balances. The representative final-

2De Fiore and Liu (2005) study the determinacy implications of feedback rules for small open economies in the
presence of transactions frictions represented by a cash-in-advance constraint. However, in stark contrast to
this analysis, they do not consider the role of transactions services, the importance of domestic-price versus
consumer-price inflation, nor the role of an output policy response in the feedback rule.



good producer is a competitive firm that bundles domestic and imported intermediate goods
into non-tradeable final goods. Intermediate-goods firms operate under monopolistic com-
petition and set prices in a staggered fashion according to Calvo (1983). Monetary policy
is governed by a Taylor-type rule where the nominal interest rate reacts to expected future
inflation. In line with the recent determinacy literature, we assume that the law of one price
holds, financial markets are complete, and that the degree of trade openness is proxied by
the inverse of home bias in preferences for traded inputs.!® Preferences and technologies
are symmetric across the two countries. We present the features of the model for the home
country on the understanding that the foreign case can be analogously derived, where an

asterisk denotes foreign variables.

1.1 Final-Goods Sector

The home final good (Z) is produced by a competitive firm that uses domestic (Zp) and
imported (Zr) intermediate goods as inputs according to the aggregation technology index:

1, 01 1 _6-17%—1
Zi=labzyf, + (- a)b 25 |7 1)

)

1 oy 1T 1 by 1T
%FUHWW4 , @:Umeﬂ , 2)
0 0

where 2z (i) and zp(j) are the respective quantities of the domestic and imported type ¢ and
j intermediate goods. The parameter § > 0 represents the constant elasticity of substitution
between aggregate home and foreign intermediate goods, 0.5 < a < 1 captures the degree of
home bias towards domestic intermediate goods, and ¢ > 1 is the elasticity of substitution
across individual home (foreign) intermediate goods.

Let py (i) and pp(j) represent the respective prices of zg (i) and zp(j) in home currency.
Cost minimization in final good production yields the aggregate demand conditions for home

and foreign goods:

—6 —6
P, P
Zugy=a ( gt> Zy, Zpi=(1—a) <—£tt> Zt, (3)

13Recent empirical studies find evidence that international financial markets are incomplete and the law of
one price assumption is rejected by the data (see, e.g., Rabanal and Tuesta, 2010). However, for analytical
tractability and comparative purposes we adopt the standard assumptions of the existing determinacy
literature.



where the demand for individual goods is given by

2w (i) = (%)‘“’ ZH t zri(j) = (%)‘“’ ZF . (4)

Since the final-good producer is competitive, its price is equal to marginal cost:
1

P = [ap;;;’ (- a)P;;"] s (5)

where P is the consumer price index and Py and Pr are the respective price indices of

home and foreign intermediate goods, all denominated in home currency

1 1

1 1—¢ 1 I—¢
Pue= | [omea] T peos | [t (6)
0 0

We assume that there are no costs to trade between the two countries and the law of one

price holds, which implies that
PH,t = StP;I,tv P;‘,t == (7)

where S is the nominal exchange rate. Letting Q = STI?* denote the real exchange rate,

under the law of one price the CPI index (5) and its foreign equivalent imply:

1-6

( 1 )“’ _ ( P, )“’ _ aPyy’ +(1—a) (StPf,) ®)

0O, * 1-6 :
@ SeFy a (StP;,t) +(1- Q)Pllijte

Hence, with home bias between intermediate goods (i.e. a > 0.5), the purchasing power
parity (PPP) condition fails to hold. The relative price of foreign goods in terms of home
goods, or the (home) terms of trade T, is defined as:

SP;

T .
Py




1.2 Intermediate-Goods Sector

Intermediate-sector firms hire labor & to produce output given a real wage rate w. A firm

of type ¢ has a linear production technology

yt(z) = ht(i), (10)

and given competitive prices of labor, cost minimization yields

P,
mey = Wy——, 11
=i ()

where mc = Alf—HC is real marginal cost. Intermediate-sector firms set prices according to

Calvo (1983), where in each period there is a constant probability 1 — ¢ that a firm will
be randomly selected to adjust its price, which is drawn independently of past history. A
domestic firm 4, faced with changing its price at time ¢, has to choose pg (i) to maximize

its expected discounted value of profits, taking as given the indexes P, Py, Pr, Z, and Z*:

nax Ee Y () Xewgs {[pra(i) — MCrys] [2ma4s(i) + 251,014 (0)] } (12)
H,e{t s=0
where
AN~
. " . 2 *
2H 4s(0) + 25,045 (1) = (ZJDH—M) (ZH s + Zhass)s
H,t+s

and the firm’s stochastic discount factor used to value random date t+s payoffs is 8° Xy 115 =
B2 lUc(Ciis, miys)/Uc(Ceymye)|(Pe/ Pigs). It follows that the optimal price-setting decision
is given by:

%2 Et Zzio(ﬁw)th,t+SP§1t+s (ZH,t-‘,-s + Z;I,t+s) MCt+s

paali) = -2 Dl : )
¥ By oo(BY) Xy s Phr oy (ZH7t+s + ZI*{,HS)

where the optimal price set is a mark-up % over a weighted average of expected future

nominal marginal costs.



1.3 Representative Household

The representative household chooses real consumption C', domestic real money balances

m = M/P, and labor h to maximize expected discounted utility:'4

- M
max Fj ZBtU (Ct, ?t, ht) ;
t

t=0

where the discount factor is 0 < 8 < 1, subject to the period budget constraint
1
Et{Ft,t+lBt+1} + Mt =+ PtC't S Bt + Mtfl =+ ththt + / Ht(l)d(l) =+ Tt. (14)
0

The household carries M;_; units of money and B, units of nominal bonds into period t.
Before proceeding to the goods market, the household visits the financial market where
a state-contingent nominal bond B;;1 can be purchased that pays one unit of domestic
currency in period ¢ + 1 if a specific state is realized at a period ¢ price I'; ¢+11. During
period t the household supplies labor to the intermediate-sector firms receiving real income
from wages wy, nominal profits from the ownership of domestic intermediate-sector firms
I1;, and a lump-sum (net) nominal transfer Y; from the monetary authority. The household
then uses these resources to purchase the final good.

The period utility function is assumed to be non-separable between consumption and

real money balances but additively separable with respect to labor:'®
U(C,m,h) =u(Cr,my) — v (h). (15)

The first-order conditions from the home household’s maximization problem yield:

Ue (Cog1, Mig1) } ue (Cp,my) 1
FE, = — 16
= { s PR (16)
Um, (Ct, mt) . Rt -1 (17)

uc(ctumt) B R

14T, facilitate comparison with the vast majority of the existing literature, we adopt the traditional conven-
tion that end-of-period real money balances enter the utility function. Assuming an alternative timing-
assumption on money could have important consequences for equilibrium determinacy, as discussed by
Carlstrom and Fuerst (2001), Kurozumi (2006), McKnight(2011b), and Stoltenberg (2012).

15As is standard, we assume that u(C,m) is concave and strictly increasing in each argument and both
consumption and real money balances are normal goods. It is further assumed that v(h), the disutility of
labor supply, is an increasing, convex function.
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Up, (I’Lt)

7’[}/0 (Ct7mt) = Wt (18)

where R; denotes the gross nominal yield on a one-period discount bond defined as R, L=
Ei{T't1+1}. Equation (16) is the consumption Euler equation, (17) defines the money
demand function, and (18) determines labor supply. Optimizing behavior further implies
that the budget constraint (14) holds with equality in each period and the appropriate
transversality condition is satisfied. Analogous conditions apply to the foreign household.

Letting (R})™! = E{Tt141 S'Stl} denote the price of the state-contingent bond denom-

inated in foreign currency, then no-arbitrage implies the following uncovered interest rate

parity (UIP) condition:

S,
RE AT 41} = RIE, {rt,m ;fl } (19)
t

Finally, combining equation (16) with its foreign equivalent, and using the definition of the

real exchange rate, the following international risk sharing condition can be obtained:

Uex (Czﬁv m?)

Qt =qo UC(Ot,mt) )

(20)

which follows from the assumption of complete asset markets, where the constant ¢y =
uc(Co,mo)

Qo el .

1.4 Monetary Authority

Monetary policy is specified as a Taylor-type rule in which the nominal interest rate is a

function of expected future inflation and current or expected future output:

R -% <Et:§rl}>u” (Et{;Jrk})#y . R-TF <Et{7;t+1}>“” (Et{;Jrk})#y . (21)

where fir, py > 0,k = 0,1, and R,Y, 7", and 7 respectively denote the steady state nominal
interest rate, output, and the domestic-price, or consumer-price, inflation rate. As discussed
by Hammond (2012), the vast majority of inflation-targeting central banks currently use
headline consumer-price inflation as their operational target. However, Clarida et al. (2002)

and Gali and Monacelli (2005) show that there are potential welfare gains from switching to

11



domestic-price inflation. Hence, we consider two-versions of the Taylor rule in (21), where
the monetary authority can adjust the (gross) nominal interest rate in response to expected

H or in consumer-price inflation .

changes in domestic-price inflation m

Our motivation for adopting forecast-based interest rate rules of the form (21) is two-
fold. First, there is evidence to suggest that real economic activity is used to help forecast
expected future inflation. In particular, the empirical studies of Clarida et al. (1998, 2000),
Orphanides (2004), and Mihailov (2006), all find evidence that current output is used in the
conduct of monetary policy for Germany, Japan, US, and UK. Second, Taylor rules of the
form (21) have been shown to perform well in terms of welfare and are robust to a variety
of modeling assumptions.!® For example, as shown by Clarida et al. (1999), a forecast-
based interest rate rule that also responds to current output is a good approximation of the

optimal policy rule for a central bank that has a quadratic loss function over inflation and

output.

1.5 Market Clearing and Equilibrium

The home aggregate output index is defined as: Y; = fol y+(i)di. Market clearing for home
intermediate-goods requires
)

. . * . (2
i) = 20200 + 371 (0) = (224
H ¢

-
) Zra+ 231,

for each firm 4. Inserting the above condition into the definition of home aggregate output

yields:
1 N
)
Y, = [ZH,t + Z;Lt} /0 <piTt(t)> . (22)

Total home demand must equal the supply of the final good
Zt = Otv (23)
and the labor market, the money market

Y= M, — M;_y, (24)

16See Taylor and Williams (2010) for an excellent summary of the literature.

12



and the bond market all clear

B+ B; =0. (25)

Definition 1 (Rational-Expectations Equilibrium): Given an initial allocation of By,, By, ,
and My, 1, M, a rational-expectations equilibrium is a set of sequences {Cy, Cf, My,
My, hyy by, By, Bf, Ry, Ry, I'v, I'y, MCy, MC}, wy, wy, Yy, V", St, Qi, Pr, P, Pry,
Pii v Pri, Pryy Zey Zf5 Zr, Zrgs Zipygs Zig} for all £ > to characterized by: (i) the
optimality conditions of the representative household, (16) to (18), the budget constraint
(14) is satisfied and the transversality condition holds; (i) cost-minimization (11) and
price-setting behavior of intermediate-sector firms (13), and the aggregate version of the
production function (10); (74) the final good producer’s optimality conditions, (3) and (5);
(i) all markets clear, (22) to (25); (v) the monetary policy rule is satisfied (21); along with

the foreign counterparts for (i)-(v) and conditions (7), (8), (19), and (20).

2 Local Equilibrium Dynamics

2.1 Linearized Model

As is common in the literature, the model is log-linearized around a zero-inflation symmetric
steady state. In what follows, all hatted variables denote percentage deviations from the

steady state. Linearizing (16) yields the IS equation for the home country:
Co=ECi1—0 [ﬁt — EyTip1 + x (Bygyr — M) |, (26)

where ¢ = —u./u..C > 0 is the intertemporal elasticity of substitution in consumption
and Y = Muem/ue is the degree of non-separability between consumption and real money
balances. For analytical tractability, the ensuing analysis follows Kurozumi (2006) in im-

posing;:
Assumption 1 0< y < (.0) ' ©0<1—nox=0<1,

which, as discussed in Section 3.2 below, is of most empirical relevance.

13



Linearizing the price-setting equation (13) and using (6) yields the AS equation, or New

Keynesian Phillips Curve (NKPC), for the home country:

7 = BETL L + Amcy, (27)
where A = w > 0 is the real marginal cost elasticity of inflation and real marginal
cost is given by:

. s, 1 - =
mey = wY; + ;Ct —xmi+ (1 —a)Ti, (28)

after combining the linearized versions of (5), (7), (9), (10), (11), and (18), where w =
hvpn /vn, > 0 is the output elasticity of real marginal cost. Domestic output follows from
the linearized versions of (3), (5), their foreign equivalents, (7), (9), and the market clearing

conditions (22) and (23):
Y; = 2a0(1 — a)T; + aCy + (1 — a)C}. (29)
Linearizing equation (17) yields the LM equation
my = ncat - ﬁRﬁt, (30)

where 7.,nr > 0 are the consumption elasticity and interest rate semi-elasticity of money

demand, which are defined as follows:

ot ( Ié] )( 1 >
77c—X+U7711, R = 1_ﬁ X+O.’I7L1 ;

= —MUmm/Um, O = ClUpme/Um, and x = 5,0, where s, = My, /u.C, with all

—1
where o,

partial derivatives evaluated at the steady state.
Linearizing equations (7), (8), (9), (19), and (20) yields expressions for the UIP condi-

tion, the terms of trade, and the consumer-price inflation differential:

Ry — R = EAS; 4 (31)

14



#—7r=(2a—1) G —7F) +2(1 - )AS, (33)

where EtAgtH = Et§t+1 — §t is the expected depreciation of the home currency from ¢
to t + 1. Note that an important consequence of assuming non-separability of the utility
function is that real money balances enter the IS equation (26), the AS equation (27), and
the terms of trade condition (32).

The linearized equilibrium system is given by equations (26)-(30), their foreign equiva-

lents, and equations (31)-(33), along with linearized versions of the interest rate rule (21):
Et = uﬂEﬁfil + NyEtﬁ—i-k; or Rﬁ = U BT + lllyEti/\;H-k; (34)

and their foreign equivalents, where y, is the inflation response coefficient and p, is the
output response coefficient.

It is important to stress that in the above system there are three channels of monetary
policy transmission. Using (28) and (29) to eliminate me¢; and Y; from (27) and combining
this AS equation with its foreign equivalent and the terms of trade condition (32) generates
the following expression for the domestic-price inflation differential (in deviations from the

steady state):
R RT = B, (71— F) + se + srco] (Co— C7) = s+ wrG) (7 — 5) , (35)

where k7 = 2A(1 — a)[1 + 2awl] > 0, ke = Aw(2a —1)+1/0] > 0, (¢ = [0(2a —1)]7! > 0,
Ky = Ax > 0,and ¢, = x/(2a—1) > 0. There is the conventional aggregate demand channel,
where a relative increase in the home country’s interest rate lowers home consumption and
reduces the domestic-price inflation differential, the sensitivity of which depends on the
coefficient k. A second transmission channel of monetary policy operates via the demand
for money, which affects the cost of production of intermediate-sector firms. With real
balance effects, the differential demand for money enters into (35) as a negative cost-push
shock. Here an increase in the relative interest rate generates a relative reduction in the
demand for domestic money, which results in an increase in real marginal cost and, given the
coeflicient x,,, an increase in the domestic-price inflation differential. Finally, there is a terms

of trade channel, where a relative increase in the interest rate leads to an improvement in
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Table 1: Linearized system of equations

Aggregate System

EtC i = CW + oRW —oEmY | + oxEiml, —oxm” 1SV

= n.CY —nrRY LMY
%t = BEFY, + YW 4+ 20 — aml” ASW
YW CW Output™”’
R =BT, + quthJrk Taylor rule"’

Difference System

E,gC'tJr1 = C + URR oEl | + oxExmf — oxmi IS%

Sl s ag e
7o = BEm, +2X\(1 - a)T; + 2CF
- Axmt + /\wYtR R ASE

YR = =4af(1 — a)T; + (2a — 1)CE Output?
RE = AE,S, UIP
(2a — )T} = %CtR — xmPE ToT

~ (20— )AR‘H 4201 — a)AS, Inflation®
132,5 = quﬁtRJr(fl ") + /ALyEtﬁik Taylor rulef: PPI
R = i Bl + py B YR, Taylor rulef*: CPI

Notes: The index W refers to world aggregates where 7"V = ﬁ = M. The

index R refers to the difference between home and foreign varlables e.g., AR(H =

(7 —7").

the terms of trade, which has two separate effects on the domestic-price inflation differential.
On the one hand, an improvement in the terms of trade, via an expenditure switching effect
to foreign intermediate-sector goods, reduces the domestic-price inflation differential to an
extent determined by k7(c, whereas on the other hand, it increases the inflation differential
(because of real balance effects) through relative changes in real marginal cost depending
on k(.7

Since we are interested in obtaining analytical conditions for determinacy under both the
closed and open economy dimensions of the model, it will be convenient to use the method of
Aoki (1981) to split the linearized equilibrium system into two decoupled dynamic systems:
the aggregate system that captures the properties of the closed world economy and the
difference system that portrays the open-economy dimension. This decomposition of the

XW_X

linearized model into worldwide aggregates + 2* and cross-country differences

17Clearly, in a closed economy both these terms of trade effects are absent since k7 =0 as a = 1.
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Table 2: Benchmark parameter values

5] Discount factor 0.99

o Intertemporal elasticity of substitution in consumption 6.4

w Output elasticity of (real) marginal cost 0.47

P Degree of price stickiness 0.5 or 0.75

X Degree of non-separability of utility function 0<x<0.03
Ne Consumption elasticity of money demand 1

R Interest rate semi-elasticity of money demand 28

0 Elasticity of substitution between home and foreign goods 1

1 —a Degree of trade openness 0.15or 0.4

XR = X — X* is summarized in Table 1. The determinacy properties of the closed-economy
dimension of the model are fully characterized by the aggregate system.'® However, for the
equilibrium to be determinate in the open economy it must be the case that there is a

unique solution for both cross-country differences and world aggregates.'?

2.2 Parameterization

It will be useful to illustrate our results using the benchmark values for the parameters
specified in Table 2. Parameter 3 is standard in the literature and w is taken from Woodford
(2003a). Consistent with the empirical estimates of Mankiw and Summers (1986), we set
the consumption elasticity of money demand 7. = 1. Following Woodford (2003a) and
Kurozumi (2006), we set the interest-rate semi-elasticity of money demand nr = 28 and
the intertemporal elasticity of substitution in consumption ¢ = 6.4. The latter is consistent
with Rotemberg and Woodford’s (1997) estimate of o = 6.37 for the US economy and
implies a value of the risk aversion coefficient of 1/0 ~ 0.16.2° Consistent with recent
empirical estimates by Woodford (2003a), Ireland (2004), and Andrés et al. (2006), we only

consider values for the degree of non-separability 0 < x < 0.03.2! As noted by Benhabib

18Note that the measure of inflation targeted in the interest-rate feedback rule is irrelevant in the aggregate
system, since in a closed economy domestic and consumer-price inflation are identical concepts, i.e., 7" =

man®  nH o+ F
2 = 2 :
9Determinacy of the aggregate and difference systems implies determinacy at the individual country level

sinceX:XW—i-XTR and X* :XW—XTR.

20Woodford (2003a) argues that a low risk aversion coefficient is justified on the grounds that the intertem-
poral substitution elasticity of consumption is significantly higher once investment in capital and consumer
durables are considered.

21 These values for x satisfy Assumption 1.
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and Eusepi (2005) and Huang et al. (2009), empirical estimates of ¢ vary considerably. We
set 1 = 0.50,0.75, which imply that prices are fixed on average for two, and four, quarters
respectively. Consistent with Bergin (2006), we set # = 1. Finally, for illustrative purposes,
two alternative values for the degree of trade openness are also chosen, which are roughly

consistent with the ratio of imports to GDP of the USA (a = 0.85) and Canada (a = 0.6).

3 Determinacy Analysis for the Closed Economy

This section considers the issue of local determinacy of the rational expectations equilibrium

for the closed economy.

3.1 Policy Response to Expected Future Inflation

We first consider the determinacy implications for an interest-rate feedback rule that re-

sponds only to expected future inflation (i.e. p, =0 in (34)).

Proposition 1 If the policy rule reacts only to expected future inflation, then given As-
sumption 1, the necessary and sufficient conditions for local equilibrium determinacy in a

closed economy are:

1< pr <min{l'}, T3} or max{1,T'}} < pr < min{l'}, T3} (36)
where
= i F1:Q(1+ﬂ), F1:2Q(1+ﬂ)+)\(ﬂ+aw)
L prAwoy’ 27 pr\woy 57 ONQ+ ow(l + 2nrY)]

Proof. See Appendix A.

Note that with separability of the utility function (i.e. x = 0) the bounds I'} and I'} no

longer apply, while I'} reduces to I%,X:O =1+ )\2((11_:05 Uj). Hence, the determinacy conditions

summarized in Proposition 1 collapse to:

2(1+ 8)

1<pr <14 ——7—=.
a +/\(1+0w)
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Figure 1: Determinacy region under a strict forecast-based inflation rule

It is clear from (36) and (37) that while the Taylor principle (i.e. pr > 1) is a necessary
condition for equilibrium determinacy, it is not sufficient. The numerical analysis suggests
that, with very small, empirically plausible values for y, real balance effects play a signif-
icant role in reducing the upper bound on the inflation response coefficient p. Using the
parameter values summarized in Table 2, Figure 1 illustrates the regions of determinacy
and indeterminacy for combinations of u, and the degree of price rigidity ¢ for alternative
values of x = 0,0.01,0.02,0.03. The top, left-hand corner of Fig. 1 shows the determinacy
properties of the model under separability of the utility function. In this case, the Tay-
lor principle easily induces determinacy of equilibrium. The other three panels of Fig. 1
show the indeterminacy implications of real balance effects as y is increased. It is evident
from Fig. 1 that real balance effects exert a destabilizing effect on the rational expecta-
tions equilibrium. By inspection, the upper bound on u, is tighter, the higher the degree
of non-separability, and the lower the degree of price stickiness. Consequently, the Taylor
principle is now weakened in its effectiveness in preventing indeterminacy. For example,
setting x = 0.03, then the interval of inflation response coefficients that induce determinacy

isonly 1 < pur < 1.15 with ¢¥» = 0.50.
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Existing studies (e.g., Kurozumi, 2006) have found that real balance effects have no
implications for determinacy when the interest-rate feedback rule responds only to contem-
poraneous inflation. Therefore, why do real balance effects play a significant role for equilib-
rium determination when the interest-rate rule reacts to expected future inflation? For some
intuition, first note that the relevance of real money balances arises because changes in the
nominal interest rate influence real marginal cost: TTL\CZV =lw+1/0—xn] CA'tW + XnRI/EXV .
Following an increase in expected future inflation, 1 Et{%K/H}, the monetary authority
responds under the Taylor principle by raising the nominal and real interest rate. The in-
crease in the nominal interest rate exerts upward pressure on n/"fctw via the cost channel of
monetary policy, whereas the corresponding rise in the real interest rate exerts downward
pressure on n/"fctw by reducing current consumption via the aggregate demand channel of
monetary policy. If the cost channel is sufficiently strong then real marginal cost can rise
and the initial increase in inflationary expectations can be self-fulfilling. When policy is
forward-looking, RV = prE {7}, then the NKPC (27) for the closed economy can be
expressed as:

7V = 8+ Mg BT+ Aw + 1/0 — xn] CF

For the initial increase in inflation expectations to be self-fulfilling requires: 1 7 >7
Ey{7i+1}. This is more likely, the larger is x, A (i.e. the lower is ¢), and p,.?2 However,

under a contemporaneous feedback policy rule, EXV = 7}V, then the NKPC becomes:

o —
1= Axneia

Aw+1/0— ch]éw

Bl + 1 — Axnrpu
s

By changing the parameter triplets (x, A, pr) the cost channel of monetary policy cannot
be strengthened without also strengthening the aggregate demand channel. Consequently,
inflationary expectations cannot be made self-fulfilling and indeterminacy is not possible

under the Taylor principle.??

22This cost channel is absent in models that ignore real balance effects (x = 0). As illustrated in Fig. 1, a
significantly higher parameter pair (ux, A) is consequently required to induce indeterminacy.

23In this case indeterminacy can only arise, through the aggregate demand channel of monetary policy, if the
central bank follows a passive policy response, pur < 1.
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3.2 Policy Response to Output

We now consider the determinacy implications for the closed economy if output is also
included in the interest-rate feedback rule. Proposition 2 derives the determinacy conditions
when the feedback rule responds to contemporaneous output (i.e. k& = 0 in (34)) and

Proposition 3 when expected future output enters the interest rate rule (i.e. kK =1 in (34)).

3.2.1 Policy Response to Expected Future Inflation and Contemporaneous

Output

We first examine the policy response to contemporaneous output. As previously discussed,

this rule explains well how monetary policy is conducted for a number of countries.

Proposition 2 If the policy rule reacts to expected future inflation and contemporaneous
output, then given Assumption 1, the necessary and sufficient conditions for local equilibrium

determinacy in a closed economy are:
max{0,I'}} < pir < min{T3, T3} or max{0,I3, T3} < pr < min{l'3,T3} (38)

where I‘ZZ, 1 =2,3,4, are given in Appendiz B, and

o (1 —B—Arx)
L= AMQ + ow) Hy-

P%E

Proof. See Appendix B.
Note that with y = 0 the bounds I'} and I'3 no longer apply and the determinacy conditions
summarized in Proposition 2 collapse to:
o(l—

Rrroayf <ve <t

21+ P) o(1+p)
AL+ ow) AL+ ow)v

max {o, 1— (39)

Now the lower and upper bounds on the inflation response coefficient i, given by (38)
and (39), are a function of the output policy response coefficient y,. For the benchmark
parameter values, Figure 2 illustrates the regions of determinacy and indeterminacy for
combinations of i and p, under ¢ = 0.75, whereas Figure 3 considers the indeterminacy

implications when a lower value for the degree of price stickiness is chosen ¢ = 0.50. The
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top, left-hand corners of Figs. 2 and 3 show the determinacy properties of the model un-
der separability of the utility function. When x = 0, the Taylor principle easily induces
determinacy of equilibrium. By responding to current output, the lower bound on g, is
reduced below unity and consequently determinacy is also attainable under a passive mon-
etary policy (i.e. ur < 1). The other three panels of Figs. 2 and 3 show the indeterminacy
implications of real balance effects as the extent of non-separability of the utility function is
increased. The profound impact real balance effects have on the determinacy implications
of the Taylor principle is evident: as x increases, the lower bound on p, given in (38)
pivots clockwise around the p, = 1 point. As prices become more flexible, then the upper
bound on . given in (38) additionally shifts anti-clockwise. From inspection of the bottom,
right-hand corner of Fig. 3, the combined effect is a significant reduction in the region of

determinacy.

3.2.2 Policy Response to Expected Future Inflation and Expected Future Out-

put

For completeness, we now examine the policy response to expected future output. This
specification of the interest rate rule is commonly considered in the determinacy literature

(see, e.g., Bullard and Mitra, 2002; Llosa and Tuesta, 2008; Duffy and Xiao, 2011).

Proposition 3 If the policy rule reacts to expected future inflation and expected future
output, then given Assumption 1, the necessary and sufficient conditions for local equilibrium

determinacy in a closed economy are:
max{0,T%} < yr < min{T5, T3} (40)

where T3, i = 1,2,3, are given in Appendiz C.

Proof. See Appendix C.
Note that with x = 0, the bound I'y no longer applies and the determinacy conditions
summarized in Proposition 3 collapse to:

o(1-7)
Al 4 ow)

“y} <pm < 1 )\2((11—:_0603) - Aa(gljai)) Hy: (41)

max {O, 1-—-
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Figure 4: Determinacy region under a forecast-based inflation and output rule (¢ = 0.75)

A policy rule that also reacts to expected future output greatly increases the range of
indeterminacy under the Taylor principle. For the benchmark parameterization with ¢ =
0.75, Figure 4 illustrates the regions of determinacy and indeterminacy for combinations of
tr and p, for alternative values of x = 0,0.01,0.02,0.03. The top, left-hand corner of Fig.
4 shows the determinacy properties of the model under separability of the utility function,
and the other three panels show the implications for determinacy as the degree of non-
separability of the utility function is increased. By inspection of Fig. 4, indeterminacy is
generated if the monetary authority is overly aggressive in its setting of the output response
coefficient. Indeed, for high enough values of p, equilibrium determinacy is impossible
regardless of the value of p1,. As Fig. 4 shows, not only is the upper bound on u, decreasing
with respect to both x and p,, but in the presence of real balance effects, such a feedback rule
is unlikely to render the equilibrium determinant. For instance, with y = 0.03 determinacy
is impossible for all p. if pu, > 0.08. The sensitivity analysis suggests that the region of
determinacy further decreases as prices become less sticky. For example, for v» = 0.50

determinacy is impossible under x = 0.03 if p, > 0.016.
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What is the intuition behind these results? First note that the upper bounds I'?, i =
2,3,4, given in Proposition 2 are a combination of the upper bounds 1"31-, 7 =1,2,3, given
in Proposition 1 for the strict inflation forecast targeting rule, plus the additional margin
now generated by also reacting to current output. This helps reduce the indeterminacy
problem, since in response to a rise in the real interest rate, current output falls, which
helps to offset the upward pressure on marginal cost generated via the cost channel of
monetary policy. Conversely, if forward-looking output enters into the policy rule then this
strengthens the cost channel by increasing the upward-pressure on expected future marginal
cost making indeterminacy more likely. However, when the policy rule also reacts to either
current or future output the Taylor principle is violated in the presence of real balance

effects. To see this, first rearrange the lower bound given in either (39) or (41) as: u, +

o(l1-p8
A((1+ow)) Hy

> 1, which as discussed by Woodford (2003a) is the long-run version of the Taylor

principle i.e. each percentage point of permanently higher inflation implies a permanent

o(1-5)

NiTow) Percentage points. Hence, in the absence of real balance effects

increase in output of
setting pu. > 1 easily prevents indeterminacy. With real balance effects, rearranging the
(empirically relevant) lower-bound I'?(= I'$) < p, yields: pr + % ty > 1. Under
the benchmark parameterization, 1 — 8 — Anrx < 0 implying that permanently higher
inflation reduces output. Thus, reacting to either current or future output in the policy rule
reduces the magnitude of adjustments in the nominal interest rate to changes in inflation.

Consequently, 1 > 1 no longer guarantees determinacy and the monetary authority has to

be more aggressive than the Taylor principle.

4 Determinacy Analysis for Open Economies

This section considers the issue of local determinacy of the rational expectations equilibrium
for the open economy. We wish to answer the following question: Do the determinacy
conditions for open economies differ from the conditions for closed economies in the presence
of real balance effects? We restrict our focus to feedback rules that react to expected future
(domestic or consumer-price) inflation and current output (i.e. k = 0 in (34)), since this

has most empirical relevance.
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4.1 Reacting to Expected Domestic-Price Inflation

Let us first consider the determinacy conditions for the open economy when the feedback

rule reacts to expected future domestic-price inflation.

Proposition 4 If the policy rule reacts to expected future domestic-price inflation and con-
temporaneous output, then given Assumption 1, the necessary and sufficient conditions for

local equilibrium determinacy in an open economy are:

max{0,T%, 1} < ptr < min{T'%, T3, T3} or max{0,T} T1,T2} < ytr < min{l'3,T5,T% T3}
(42)

where T'2

17

i1 =1,2,3,4, are defined in Proposition 2, F;l-, 7 =2,3, are given in Appendix D,

and
[(1=8)[0(2a—1)? + Q4ab(1 — a)] — Aonrx(2a — 1)]

4 = j—
=1 Aow(2a — 1)2 + QA1 + 4abw(1l — a)]

Moy -

Proof. See Appendix D.

Under domestic-price inflation targeting, whether indeterminacy is a relatively more serious
problem in open economies than closed economies depends on the magnitude of the lower
and upper bounds on p, given in (42). For the benchmark parameterization, the numerical
analysis suggests that I's < I's and '] < '3, implying that there is no change in relation to
the upper bounds on p,. Therefore, indeterminacy can only be greater in the open economy
if the additional lower bound I'f > I'?. Figure 5 illustrates the regions of determinacy and
indeterminacy under ¢ = 0.75 for combinations of p, and pu, for a low degree of trade
openness (a = 0.85) and a high degree of trade openness (a = 0.6).2* The top, left-
hand corner of Fig. 5 shows the determinacy properties of the model under separability of
the utility function, where the bold line depicts the closed economy case for comparative
purposes. When x = 0, increases in the degree of trade openness pivot the lower bound
clockwise around the p, = 1 point, thereby increasing the range of indeterminacy. This
corresponds with the standard conclusion in the open-economy literature: as the degree
of openness to international trade increases, the range of indeterminacy increases (e.g. De

Fiore and Liu, 2005). Consequently, the more open the economy, the greater the response

24The sensitivity analysis suggests that the following conclusions are robust to variations in the degree of
price stickiness.
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Figure 5: Determinacy region under a domestic-price inflation rule (¢» = 0.75): a = 0.85
(—) vs.a=0.6(---)

to output is needed by the monetary authority.2> The remaining three panels of Fig. 5 show
the indeterminacy implications as the degree of non-separability of the utility function is
increased x = 0.01,0.02,0.03. By inspection, in the presence of real balance effects, the
lower bound I'} is now decreasing with respect to the degree of trade openness. Indeed,
with @ = 0.6, I'f < I'} and thus the determinacy conditions for closed and open economies
are identical. Rearranging the lower-bound I'f <y yields:

(1—-5) [0(2a —1)* + Q4ab(1 — a)| — Aonrx(2a — 1)
Aow(2a — 1)2 + QA[1 + 4abw (1 — a)]

Since under the benchmark parameterization (1—4) [0(2a — 1)? + Q4af(1 — a)| —Aonrx(2a—
1) < 0, as the degree of trade openness is increased (i.e. | a) this reduces the amount output
falls in response to a permanent increase in inflation. Intuitively, when x > 0 activating the

cost channel of monetary policy, production spillover effects between the two countries are

25This arises because in the benchmark parameterization o > 6, so that home and foreign bundles are
complements in the utility function, which implies positively correlated production spillover effects between
the two countries following terms of trade changes. Therefore, output fluctuations result in a greater change
in domestic-price inflation, as the degree of trade openness increases.
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now negatively correlated in response to terms of trade adjustments. Thus, as the degree
of trade openness increases, output fluctuations result in lower changes in domestic-price

inflation, thereby reducing the output response needed by the monetary authority.

4.2 Reacting to Expected Consumer-Price Inflation

We now consider the determinacy implications when the feedback rule reacts to expected
future consumer-price inflation. As discussed earlier, there is sizable evidence that headline
CPI is the actual indicator of inflation used by central banks in the setting of monetary

policy (see, e.g. De Fiore and Liu, 2005; Hammond, 2012).

Proposition 5 If the policy rule reacts to expected future consumer price inflation and
contemporaneous output, then given Assumption 1, the necessary and sufficient conditions

for local equilibrium determinacy in an open economy are:

max{0,T7,I'7} < pr < min{l'3,T5,T3,T5} or

max{0,T%,T3,T% T3} < pr <min{l'3,T5, 1% T3} (43)

where T2, i = 1,2,3,4, are defined in Proposition 2 and F?, j = 1,2,3,4, are given in

Appendiz E.

Proof. See Appendix E.

In order to gain some further insight, we illustrate condition (43) using the benchmark
parameter values summarized in Table 2. Figure 6 shows the regions of determinacy and
indeterminacy for combinations of p, and p,, for alternative values of x = 0,0.01,0.02,0.03
when a = 0.85, whereas Figure 7 considers the indeterminacy implications under a higher
degree of trade openness a = 0.60. The top, left-hand corner of Figs. 6 and 7 show
the determinacy properties of the model under separability of the utility function. When
x = 0, and in stark contrast to the closed economy, equilibrium determinacy is no longer
guaranteed under the Taylor principle. Now the upper bound on pu, decreases as both the
output response coefficient and the degree of trade openness are increased. The other three
panels of Figs. 6 and 7 show the indeterminacy implications as the degree of non-separability

is increased. By inspection, as y increases, the lower bound on the inflation
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(a=0.60): »p =0.75 (—) vs. v =05 (- --)
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response coefficient pivots clockwise around the p, = 1 point, whereas the upper bound
pivots in an anti-clockwise direction. Compared with the closed economy (see Figs. 2
and 3), the range of indeterminacy is clearly higher for open economies, and increases
significantly as the degree of trade openness and non-separability of the utility function are
both increased.?6

To get some intuition behind this result, first note that in an open economy the ex-
pected consumer-price inflation rate depends on both the rate of expected domestic-price
inflation and expected changes in the terms of trade: E{7;%,} = Et{%gEF*} +2(1 -
a) (Et{ftﬂ} — ﬁ) Since an increase in the real interest rate results in a current improve-
ment in the terms of trade (ft 1), even in the absence of real balance effects, indeterminacy
can arise provided the upward pressure on consumer-price inflation, generated by the ad-
justments in the terms of trade, is sufficiently strong to offset the reduction in domestic-price
inflation, generated via the aggregate demand channel of monetary policy. As the degree
of trade openness determines the weight of influence of terms of trade adjustments on
consumer-price inflation, the higher the degree of trade openness ({ a), the more prone is
the economy to indeterminacy. With real balance effects, the indeterminacy problem is ex-
acerbated in two ways. First, because of the cost channel of monetary policy, the downward
pressure exerted on domestic-price inflation via the aggregate demand channel is lower.
Secondly, the greater the degree of non-separability (i.e. 1 x), the larger the improvement

in the terms of trade in response to real interest rate rises.

4.3 Reacting to the Real Exchange Rate

There have been recent debates in the literature on whether central banks in open economies
need to additionally respond to the real exchange rate (e.g. Taylor, 2001; Kirsanova et al.,
2006; Bergin et al., 2007; Benigno and Benigno, 2008). For studies that ignore the demand
for money, Linnemann and Schabert (2006), Llosa and Tuesta (2008), and McKnight (2011a)
have shown that indeterminacy can be reduced if the central bank places a small weight

on its real exchange rate response coefficient. Following this literature, we next study

26The numerical analysis suggests that, for the baseline parameter values, the (empirically relevant) lower
bound is higher in the open economy (F% < F?) and the (empirically relevant) upper bound is lower
(Fi < FZ) when a = 0.85. For a higher degree of trade openness a = 0.60, the numerical analysis suggests
that the lower bound on pr is the same as in the closed economy (since F‘? < F%) but the upper bound is
now significantly lower (I'; < I'?).
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Figure 8: Determinacy region with a policy response to the real exchange rate (a = 0.60,
¥ =0.75, and x = 0.03)

whether incorporating the real exchange rate into the policy rule can help ameliorate the
indeterminacy problem previously identified with real balance effects. Consider the following

log-linearized feedback rule:
Ry = pin B + 11y Yy + 11gQs, (44)

where fir, fty, ttg > 0.27 We simply report some numerical results for the case of (44). Figure
8 plots the regions of determinacy and indeterminacy for a = 0.6, ¢ = 0.75, and x = 0.03
for four values of the real exchange rate coefficient ;1y = 0,0.3,0.6,1.0. The top, left-hand
corner of Fig. 8 shows the determinacy properties of the model when py = 0. Fig. 8
illustrates that reacting positively to the real exchange rate has a very marginal impact
on the regions of (in)determinacy.?® The numerical analysis suggests that there is only a
minimal increase in the upper bound on pu, for determinacy (and no effect on the lower
bound). Even when the interest rate reacts one for one to real exchange rate movements

(g = 1), the large regions of indeterminacy robustly persist in the presence of real balance

27For the foreign country’s rule, the response coefficient of the real exchange rate is the negative of that for
the home country.
28The sensitivity analysis indicates that this conclusion is robust to variations in x, 1, or a.
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effects. Thus, the indeterminacy problems associated with real balance effects cannot be

mitigated by extending the interest rate rule to include the real exchange rate.

4.4 Ameliorating the Indeterminacy Problem

In this subsection we offer two possible solutions to the indeterminacy problem that arises
in the presence of real balance effects in both closed and open economies. It has been
well-established in the determinacy literature that interest-rate rules that introduce history
dependence (or inertia) via the inclusion of lagged endogenous variables can help to deliver
determinacy of the rational expectations equilibrium (see, e.g., Walsh, 2003; Woodford,
2003b; Bullard and Mitra, 2007). We first introduce policy history dependence by analyzing

a speed-limit rule of the type originally proposed by Walsh (2003):
Bi = o B+ py (Vi = Vi) (45)

where fir, 1ty > 0. Now the policy rule (45) responds to the observed rate of change of
output, rather than to its level as in (34).2° Figure 9 plots the regions of determinacy
and indeterminacy under the benchmark parameterization for y = 0.03 and ¢ = 0.5. The
top panels of Fig. 9 show the determinacy properties for the closed economy, and the
bottom panels depict the determinacy properties for the open economy with a degree of
trade openness a = 0.6. In both cases, we show the indeterminacy implications if the policy
reacts to contemporaneous output (the left-hand side panels) and if the policy rule reacts
to output growth (the right-hand side panels). By inspection, for both closed and open
economies, the speed-limit policy rule rotates the lower bound on the inflation response
coeflicient anti-clockwise until u, = 1. This suggests that the speed-limit rule restores the
Taylor principle as a necessary condition for determinacy. In terms of the upper bound on
the inflation response coefficient, the speed-limit policy rule rotates the upper bound in a
clockwise direction. While the upper bound can still bind for sufficiently low values of p,,

resulting in indeterminacy, the cost-channel of monetary policy is significantly weakened

290utput growth, in the context of optimal targeting rules, has been shown to be an important component
of the optimal policy. For closed economies, Giannoni and Woodford (2005) show for a variety of envi-
ronments that optimal policy can be formulated as a linear relation between inflation and the change in
the output gap. In an open-economy context, Benigno and Benigno (2006) find that the optimal targeting
rule for cooperating policymakers also involves domestic output (gap) growth, as well as domestic-price and
consumer-price inflation rates.
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with such history dependence in the policy rule. Therefore, by responding to the growth rate
of output in the policy rule, the monetary authority can significantly reduce the possibility of
real balance effects generating indeterminacy. Intuitively, the speed-limit rule is a potential
remedy to the indeterminacy problem since the feedback from the growth rate of remedy
to the indeterminacy problem since the feedback from the growth rate of output further
weakens the cost channel of monetary policy. Moreover, it strengthens the magnitude of
the nominal interest rate response to changes in inflation such that the Taylor principle is
restored.

A policy of interest-rate smoothing can also be successful in reducing indeterminacy.

For instance, consider the following instrument rule:
Ry =vRi_1+(1-v) (u,,EﬁtH + uyﬁ) , (46)

where v € (0,1) is the interest-rate smoothing parameter. Figure 10 plots the regions of
determinacy and indeterminacy under the benchmark parameterization for x = 0.03 and
1 = 0.5 for two different empirically plausible values of v = 0.5,0.8. The top panels of
Fig. 10 show the determinacy properties for the closed economy, and the bottom panels
depict the determinacy properties for the open economy with a degree of trade openness
a = 0.6. By inspection, interest-rate smoothing shifts the upper bound on the inflation
response coefficient outwards. However, while the upper bound is increasing in v, the lower
bound is not affected.?® Consequently, interest-rate smoothing is particularly effective in

removing indeterminacy for low values of the output response coefficient.

5 Conclusion

In the conduct of monetary policy, central banks nowadays set the nominal interest rate
in response to an inflation forecast. In addition, there is empirical evidence to suggest
that contemporaneous output is also included in the monetary policy rule, since from a
theoretical perspective it contains a useful prediction of future inflationary pressure. The
existing literature has shown that the adoption of such an interest-rate rule can easily

prevent indeterminacy and self-fulfilling fluctuations by implementing the Taylor principle.

30The sensitivity analysis suggests that these conclusions are robust using higher values of v.
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Yet, these studies have surprisingly ignored the role of money demand in their analysis. Real
balance effects generate an additional monetary transmission channel, whereby changes in
money demand affect inflation via changes in real marginal cost. We have shown that
small, empirically plausible real balance effects can impair sizeably, via this cost channel,
the ability of the Taylor principle to induce equilibrium determinacy.

While our analysis raises some important concerns relating to the ability of central
banks to avoid indeterminacy, through the implementation of commonly used interest rate
rules that respond to expected future inflation, we have outlined a simple and practical
solution: the introduction of policy inertia via either interest rate-smoothing or by replacing
contemporaneous output with output growth. Monetary policy inertia counteracts the
indeterminacy problems that arise from real balance effects helping restore the ability of

the Taylor principle to prevent the emergence of self-fulfilling inflation expectations.
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A Proof of Proposition 1

The aggregate system summarized in Table 1 can be reduced to the following two-dimensional

—~ /
system in [ﬁll’v cv ] , where the coefficient matrix is:

o [Mwto™ )+ 28 | [(n — D)+ panrx] =1 ne—[Mwto ™)+ 722 | [pnnr+o(in—1)nc]

NMRHMT NMRHT
A, = HrNROXAw— B2 HrNROXAw— B
1= 8 8
U(/\x+m)[(uw—1)+uwm~2x]—a>< UX77c—(>\X+m)[ﬂwnR+U(Nﬂ_l)n01
HrNROXAw— B2 HrMROXAw— B2
. ~—1)X Q)-Q
Its determinant and trace are: det A; = —o—2— and trA, = 1 4+ Wa—DANowt@)-0Q

BQ—prnrAWOX NRMx OXAw— B

Since MW and CV are non-predetermined variables, determinacy requires that the two
eigenvalues of A are outside the unit circle. According to the Schur-Cohn criterion (see,
e.g., LaSalle, 1986), this requires that (i) |det A;| > 1 and (ii) |[trA;1| < 1+ det Ay. First
note that det A; > 1 provided u, < I'1. In this case, condition (ii) implies that 1 < u, < I'}.
Next note that det A; < —1 provided I'} < pr < I'. Then [trA;| < —1 — det A; implies

1 < pr < T4, This completes the proof. [J

B Proof of Proposition 2

The aggregate system summarized in Table 1 can be reduced to the following two-dimensional

. s
system in [m}V C}Y ] , where the coefficient matrix is:

o _ A (olua—1) AN o(ne—nrpy)
Ay = A2 TR\ Tome . T OX A2 Az
a?x _ (Botdnpoxpx) (olux=1) 4 A3 (Bo+Anroxpr)  o’x(nc—nriy)
A3 A3 Rl X AZ A2

with A? = Bo(Q + nroxpy) — Mro*wxpr, A3 = Bo(nc — nriy) + Merp-(1l + ow),

Q 1
A3 =14 opy + (pr — D(ne — nRuy)ﬁ, det Ay = mpr:sfxy[(ﬁ;"figﬂﬂ], and trA, =

14 Q=X — 1) [Q+ow]+pyonrx(1+N)+8]

B nmox By —wpin] . Determinacy again requires that the two eigenvalues

are outside the unit circle. Using the Schur-Cohn criteria, the det Ay > 1 provided p, < I'3
and in this case [trAs| < 1+ det Ay implies max {0,I3} < pr < I'3, where
e B

3 My

rZ=__-"-—_
3 /\anRx+/\w
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2Q(1 + j) (2 +ow) o [(1+ B8)(1+ 2nrx) + Arx]

2= .
SEDY [Q+ ow(l+2nrx)] [Q+ ow(l+ 21rX)] A Q4+ ow(1 + 2ngrY)] Hy

Next note that det Ay < —1 provided '3 < . < I's, where

_Q1+p8) o[l +nrx(l+8)
~ AownrX AoWNRX

2
I ).

Then [trAs| < —1 — det Ao implies max {O, F%} < pir < T2, This completes the proof. 0

C Proof of Proposition 3

The aggregate system summarized in Table 1 can be reduced to the following three-dimensional

. N /
system in |m}Y CV 7V } , where the coefficient matrix is:

1+ Alopy —pn) 1—opy nc(l—opy) _ 1 A(Atow)(opy —pr) IHy —Hn

Bopy NROX My NROX My ox BoZxpy BoxHy
Az = 1 MXpa no AMir (1+ow) _ Br
MRy By MRy + Bopy By

Ax _A(tow) 1

L B Bo B

The three eigenvalues of A3 are solutions to the cubic equation r% + agr? 4+ ayr + ag = 0,

where

1 AMwpr + 1 Q
(wher + p1y) L

as 1— - 22 TRy
B By XTMR  TROXHy
L AMpr —1) (2 +ow) 1 Awpr (14 8)Q

ap = -+ -
B BNROX by Bnrx  Biy  BNROX[y
Q

ap = ———.
* " Bnroxpuy

As there are no predetermined variables, determinacy requires that all the eigenvalues are
outside the unit circle. Since ag > 0, this is the case if and only if the following Schur-Cohn
criterion is satisfied: (i) 1+as+a;+ag > 0, (ii) —1+az—ai+ag > 0, and (iii) a3 —1 >| apaz—
ay |. Conditions (i) and (ii) simplify respectively to A(pir —1)(Q+ow)+opy(1—=B—Anrx) >
0, and 2Q(1+8) + A(Q+ow) > Apr [Q + ow(1 4+ 2neXx)] + oy [1+ 8+ nex(A + 2(1 + 8))],

which imply max{0,I'$} < p, < T'3, where

o (1= 58— Mgrx)

_ 200+ B) + M +ow) o1+ B)A+ 2nrx) + ArX]
AMQ + ow) o>

rs= - .
2 AQ + ow(1 + 2nrX)] AQ 4+ ow(1 + 2nrX)] o

=1
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For condition (iii), the case 1 — a} < apaz — a1 implies p, < I's, where

. 21+ ) ) Q[(l—ﬂ)(l%—)ﬂ-ﬁ)—i—%}
BANRXO Ly {Q (1 + ,Bﬁy) +ow(l+ nRx)] BA [Q (1 + ﬂLuJ) +ow(l+ nRx)]
N ow B o[l +nrx(1+ B)]

Q1+ 52 ) +owl+nry) AR (1452 ) +ow(l + x| .

For the case a2 — 1 > agaz — ay, this can be expressed as:

Q1 — AW [l
21 —p) F (=B +B+N) + i} + (1 = B)nroXxty + ANrROWX Hr + AQ
TIRO X Uy Hy NMRrRX

Q
B
+B0py + nrAoxy + AMptr — 1)(Q 4+ ow) + opy (1 — 8 — Anrx)] > 0,

which, by inspection, is always satisfied if condition (i) holds. This completes the proof. O

D Proof of Proposition 4

The difference system summarized in Table 1 can be reduced to the following two-dimensional

PRy
system in [ﬁlf CE| , where the coefficient matrix is:

gATAS+AS AL —AAS
B = | ™moxCa—DPopur—Puyl=FR  nrox(2a—1)Awpr—Buy]—52
oALAL oy AL oxAE—ALAL ’

| 7rox(2a—1)Pwpr—Buy]—BR  nrox(2a—1)[Awpr—PBuy]—B0

with A = Bn.— Uﬁgfi‘ﬁ) [4a6(1 — a) + o(2a — 1)2]+ 2L [1+ow(2a — 1) + 4abw(l — a)],

o(2a—1)
A;‘ =+ (2a7771;§i:r71) + uy4a(ib>i(1*a), A§ = nRuyézf?cl(lfa) —1, Ai =1+ anc(ZaW;lljiuﬂfl) +
Y — oy _ pydadx(l—a
Z—W [4a6(1 —a) + o(2a — 1)?], A2 = 770_—0?212}:1) [4a6(1 — a) + o(2a — 1)2], A§ = 5_5771?“2(1—_?()4_
A ,r _ Q[l+pydab(l—a)]l+pyo(2a—1)[(2a—1)+xnR] .
SXIREx [1 4+ 4abw(1 — a)], detB = £ [39+(2a—1)>lctom~z[6uy—>\wuw] X and trB = 1 +
QA (pr—1)[ow(2a—1)24+Q[1+4ab0w(1—a)]] ty [onRX(2a—1)(14+X)+08(2a—1)?+5Q4a0(1—a)] Det .
BRL—(2a—1)xonr[Awpr —Biy] BO—(2a—1)x0NR Mfin—Biy] clerml-

nacy again requires that the two eigenvalues are outside the unit circle. Using the Schur-

Cohn conditions, detB > 1 provided p, < 2 Q:}iiﬁ;?@’;ﬁ;“ v = T'} and in this case
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trB| < 1 + det B implies max{0,I'{} < pr < I's, where
1 3

2Q(1 + B) + dow(2a — 1) + ANQ[1 + 4abw(1 — a))]
AQ[L 4+ 4abw(l — a)] + Aow(2a — 1)[2a — 1 + 2nRX]
[(1+ B)[Qab(1 — a) + 0(2a — 1)?] + onrx(2a — 1)[A + 2(1 + B)]]
AQ[1 4 4abw(l — a)] + Adow(2a — 1)[2a — 1 + 2ngX] Hy-

F§E

Next note that det B < —1 provided I'f < u, < I'3, where

Q1+ 8) N [U(2a —1)2+Q4a0(1 — a) + (2a — 1)onrx(1 + B)}

I\4
27 Nownrx(2a — 1) (2a — 1) \ownrx

Hy-

Then [trB| < —1 — det B implies I't < p, < I's. Therefore, max{0,I'{} < u. < T4,
and either j, < I'f or '} < p, < I's, are the necessary and sufficient conditions for the
difference system. Comparing these bounds on p, with the determinacy conditions obtained
for the aggregate system given in Proposition 2, it is straightforward to verify that 'Y < T'},

2 <743 I'2<T%, and I'? < T3, This completes the proof. O

E Proof of Proposition 5

The difference system summarized in Table 1 can be reduced to the following two-dimensional

~ /
system in [ﬁlﬁ CtR} , where the coefficient matrix is:

—oASAS—A} ASAS—AS
C = | Pell-20-a)ux]-nrox(a—1)Pwur(2a—1)=Fp,]  FQI-2(1-a)ux]-nrox(2a—1)Pwhr(2a—1)—Fu,]
—oASAS —oxAS ASAS—oxAS ’

BQ1-2(1—a)ur]-nrox(2a—1)[Awpr (2a—1)=Bpy]  BQL-2(1—a)pr]-nroX(2a—1)[Awpr (2a—1)—Bpy]

with A} = 6770[1—2(1—(1)/177]—06(;'551{) [4a0(1 — a) + 0(2a — 1)?]+22822= [1 + gw(2a — 1)? + 4afw(1 — a)],

_ a—1 y4abx(1—a _ y4abx(1—a _ one(pr—1
Ag =X+ (gmtn) + Huﬂ(Z)z(z(fl) )’ Ag = 1k 2a3<1( L [1=2(1—a)pxl, Ai =1+ nn(:un ) +

T [4a8(1 — a) + 0(2a — 1)2], A2 = ne[1-2(1—a) pr] — 722 [4ab0(1 — a) + 0(2a — 1)?],

o(2a—1)

A =B1-2(1—a)u,] — %ﬁi‘(l_a) + AxNrpx [1 + 4abw(l — a)],

QI —2(1—a)pir ]y [4a8(1—a)Q+(2a—1)xnro+0(2a—1)?]
det C = S o=@ —rox Ga—D)Dwra Za—D—fp,] > 204
[1-2(1—a)pr] = A(pir —1) [ow(2a—1)*+Q[1+4abw (1—a)]] 4t [enrX(2a—1) (14X +0B(2a—1)+8Q4a8(1—a)]
BQ1-2(1—a)pur]|—nrox(2a—1)[Awpr (2a—1)—Bpuy] BQ[1-2(1—a)pux]—nrox(2a—1)[Awpx (2a—1)—Buy]

trC = l—i-Q

Determinacy again requires that the two eigenvalues are outside the unit circle. Using the

Schur-Cohn conditions, det C > 1 provided p, < I'} and in this case [trC| < 1 + det C
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implies max{0,I'}} < p, < T}, where

[(1-8)[o(2a—1)2+Q4ab(1 — a)] — Aonrx(2a — 1)]
Aow(2a — 1)2 4+ QA[1 + 4abw (1 — a)]

M=1- Ly

s = B+ Bonrx(2a — 1),
37 280(1 — a) + Mownrx(2a — 1)2’

2Q(1 + B) + Aow(2a — 1) + AQ[1 + 4abw (1 — a)]
40(1 — a)(1 + B) + AQ[1 + 4abw(1 — a)] + Aow(2a — 1)2(1 + 2ngX)
[(1+ B)[Q4ab(1 — a) + o(2a — 1)?] + onrx(2a — DA+ 2(1 + B)]]
401 — a)(1 4 B) + AQ[1 + 4abw(1 — a)] + Aow(2a — 1)2(1 + 2nrX) Hy-

Iy

Next note that det C < —1 provided I'} < p, < I'3, where

s — Q1+ B) + [onrx(2a = 1)(1 + B) + [0(2a — 1)* + 4a6Q(1 — a)] ] py
2T 2Q(1 — a)(1 + B) + Aownrx(2a — 1)2 '

Then [trC| < —1 — det C implies I'} < pr < I';. Therefore, max{0,T5} < u, < I'§,
and either u, < I'j or I'J < p, < I'3, are the necessary and sufficient conditions for the

difference system. This completes the proof. [J
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