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The dissertation is a collection of three essays on various government policies in monetary
economies.

In the first essay, I explore the long-run implications of adopting a Taylor-type interest-rate
rule in a simple monetary growth model in which budget deficits are financed partly by

unbacked government debts.

Taylor (1993) suggested that the US monetary policy can be best understood as an automatic
policy rule relating the inflation rate and the output gap to the Federal Funds rate. Under
Taylor rules, in response to each one-percent increase (decrease) in the inflation rate, the
monetary policy is passive if the central bank raises (cuts) the nominal interest rate by less
than one percent, and is active, the so-called Taylor principle, if it raises (cuts) the nominal
interest rate by more than one percent. The literature on Taylor rules has mainly analyzed if
and under what conditions following the Taylor principle maintains stability of the economy
(Leeper, 1991; Benhabib et al., 2001a,b; Carlstrom and Fuerst, 2001). There have been only
three papers analyzing the implication of adopting a Taylor rule for the effects of fiscal policy
thus far, to my knowledge, those are Schabert (2004), Ascari and Rankin (2010), and
Woodford (2011). Schabert (2004) employed a New Keynesian model where public debt
provides transaction services, and found that monetary policy should not be too aggressive, or
the effect of fiscal spending will be reduced. Ascari and Rankin (2010) studied a New
Keynesian model with finitely-lived agents, and argued that a permanent increase in public
debt decreases the steady-state output. Using the basic New Keynesian model, Woodford
(2011) summarized how the government spending multiplier depends on the monetary policy
response. All above-mentioned papers share common features that labor is the sole production
input, and that economic growth results directly from increases in government and households'
consumption. It is well known that in closed economies, three sources contributing to
economic growth are consumption of households, government, and firm investment. Hence,
the analysis fills the gap of the literature by introducing capital accumulation so that the
effects of fiscal policy through investment under Taylor rules can be explored.

My study is undertaken in a monetary growth model with overlapping generations, borrowed
from Bhattacharya et al. (1997) and Schreft and Smith (1997, 1998). The households are two-
period lived, only consume in the second period, and face a cash-in-advance constraint. The
savings of each household are kept in the forms of capital stock or government bonds. In
addition, there is an infinitely-lived fiscal authority with an exogenously determined sequence
of fiscal deficits. The fiscal authority levies a fixed tax rate on the wage rate of households.
This specification is motivated by the procyclical nature of tax revenue. Thus, constant
government spending implies countercyclical budget deficits. In the meantime, a central bank
enters into the model and conducts Taylor-typed monetary policy via open market operations.

Several important results are obtained. First, for uniqueness of a steady-state equilibrium,



monetary pohcy should not be either too active or too passive; however, the output effect of
fiscal policy is weaker as the elasticity gets closer to one. Second, activist fiscal policies are

contractionary under the Taylor principle.

In the second essay, I investigate how stability in an open economy is maintained across
alternative policy arrangements, i.e., some combination of fiscal and monetary rules.

In a closed economy context, Leeper (1991) and Leith and Wren-Lewis (2000) indicated that
policy arrangement is a key determinant to maintain stability. However, in an open economy
context where a policy arrangement broadens itself to include not only combinations of fiscal
and monetary rules within one country, but also policy interactions across countries, the
majority of studies have paid attention to a monetary union where fiscal policies of member
countries might be constrained as a pre-requisite for union-wide stability (Sims, 1999; Leith
and Wren-Lewis, 2006). Meanwhile, little attention has been paid to the role of policy
arrangement in stabilizing an economy of two countries without common currency, but two
attempts thus far, to my knowledge, done by Bencivenga, Huybens and Smith (2002) (BHS,
henceforth), and Leith and Wren-Lewis (2008). Leith and Wren-Lewis (2008) studied Leeper's
(1991) fiscal and monetary rules in an open economy context of flexible exchange rates and
the presence of sticky prices, while BHS considered three specific combinations of monetary
policies between two countries where exchange rates are either flexible or fixed, and prices are
flexible. Both of these papers are consistent that policy arrangement is critical in stabilizing
the world economy.

This essay takes a look into the BHS analysis, argues that their finding may owe much to the
simplicity of their framework: First, the BHS economy runs under a special situation where
the government only focuses on the choice of the monetary policy without any consideration
of fiscal aspects. In other words, their government does not have to confront with any concern
of 'budget deficit', and public debts. Such a government is unlikely to capture the current
public debt perspective. Second, it is assumed in the BHS model that the government conducts
the monetary policy via Friedman's (1960) hypothetical 'helicopter drops of money'. However,
in practice, a government mainly conducts monetary policy via open market operations.
Therefore, I extend the BHS model by employing one of Sargent and Wallace’s (1981)
combinations of fiscal and monetary policies, under which fiscal authorities announce an
exogenous stream of government deficits, then monetary authorities determine money growth
rates to ensure the solvency of fiscal authorities. Besides, money is assumed to be injected into
circulation via open market operations to follow three policy arrangements. In particular, the
government in one country follows a constant money growth rule, while the other government
pursues one of the three policy choices : (a) a constant money growth rule; (b) a fixed
exchange rate; or (c) a pnce-level targeting. I follow the structure of the BHS model, which is

convenient for a comparison.

A re-investigation of whether or not stability in an open economy is maintained across those
policy arrangements, but in the extended model, reveals the interesting resulis. First,
economic stability may be independent of policy arrangements, but dependent on the details of
fiscal and monetary policies, which contrasts with the finding of the BHS model. In my
hypothetical economy, economic stabilization requires total size of government deficits and
the rates of money creation not to be overly large. Second, it may be hard for one country to
pursue stability by solely relying on its own fiscal and monetary policies, stability does require
disciplinary behaviors from all the of the involving governments.
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In the third essay, I examine implications of alternative deposit insurance financing schemes
for the correlation between the possibility of bank failure and inflation.

Monetary policy plays a crucial role in crisis management. In the context of frequent banking
crises, risk-averse savers are usually insured by their government via a deposit insurance
program or a too-big-to-fail (TBTF) policy. Printing money to make up for revenue shortages
in deposit insurance programs or to rescue TBTF banks have seemingly become popular
policy responses. Associated with such monetization, how responsive the possibility of
banking crises and inflation are under alternative deposit insurance financing schemes is an
interesting question. Since both inflation and the safety of banking system are important
policy objectives, a study on when they are conflicted (and when they are not) will provide
governments with further insights for their policy-making process.

In the previous literature, the correlation between the possibility of banking crises and
inflation is well solved by Jiang (2008) who derived the U-shaped relationship between them.
However, Jiang's model does not include the above-presented context, say, the presence of
deposit insurance financing schemes in crisis management. Another noteworthy paper, Boyd,
Chang and Smith (2004) (BCS, henceforth), used such an environment to analyze
consequences of deposit insurance programs, the way they are priced, and the way they fund
revenue shortfalls, in a monetary economy. They raised arguments against the presumptions
that actuarially fair pricing of deposit insurance is always desirable, and monetization of bank
bailout costs is a bad idea. In particular, they showed that without deposit insurance premia,
monetizing bank bailout costs (reducing general tax) may be barely more inflationary than
financing these costs out of general revenue; moreover, monetizing the costs may have a
beneficial effect on the safety of banking system when some deposit insurance premium is
present. Additionally, changes in deposit insurance pricing or reserve requirements have
ambiguous effects on equilibrium quantities. However, they limited their consideration on the
assumption that taxpayers are depositors; more importantly, their focus is not on the
correlation between the possibility of banking crises and inflation.

Filling the gap of the literature, this essay presents an examination of the correlation between
the safety of banking system and inflation under alternative deposit insurance financing
schemes. In particular, two possibilities are investigated: (i) taxpayers are depositors, and (ii)
taxpayers are funded borrowers. How does that correlation vary across those possibilities?
And does the presence of some deposit insurance premium matter for the correlation?

Using the structure of the BCS model to analyze, I then find that when general lump-sum tax
is levied on depositors, the absence of deposit insurance premia does matter. Specifically, the
safety of banking system (in response to a cut in the general tax) is associated with higher
inflation rates when some deposit insurance premium is present, but independent of inflation
rates when deposit insurance premia are absent. Alternatively, if the general tax is imposed on
funded borrowers, then the absence of deposit insurance premia no longer matters, but the
safety of banking system is now associated with lower inflation rates.
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