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Forward-Looking Model? A Target Zone
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Abstract

Based on a New Keynesian forward-looking model embodying
both future output and inflation expectations, this paper develops a
graphical exposition to explain stabilizing performance of targeting
nominal income relative to targeting interest rate from the viewpoint of
target zones. Contrast to the outcomes of Bean (1983) and West
(1986), with different shocks but stabilization through the non-
conventional interest rate rule, we find that the elasticity of aggregate
demand to real money balances is not the key factor in targeting
nominal income. In addition, we discover that previous wisdom
regarding the advantage of targeting nominal income stems from
focusing on the level of nominal income. If the target zone of nominal
income is considered, output expectations would generate a conflict
effect to the realization of the nominal income band. Hence the

advantage of targeting nominal income may not appear.
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