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INTRODUCTION
During crises, expansionary monetary policy
might, instead of fueling output and inflation,
flood financial markets with the freshly created
money. Overheated asset markets in turn might
then crash and further destabilize the economy.
To counteract one proposal is to let the CB con-
duct asset price targeting (APT) and increase the
interest rate in proportion to asset prices.
This implies three assumptions:

1. A linkage between asset prices and real ac-
tivity

2. Asset price expectations do not only reflect
the fundamental value but take speculation
profits into account

3. The speculative process is fragile

This work derives policy implications when in-
corporating these assumptions and furthermore
shows that such a model is able to match empiri-
cal moments of output and stock prices quite well.

MODEL
I use a micro-founded New Keynesian model
where stock prices st have impact on real activity
through the credit chanel:

πt = βEtπt+1 + κxt + vπt

yt = Etyt+1 − rt + vyt

xt= ηyt + it − νst
st= βEtst+1−rt
it = φππt+φsst

The connection between real and financial mar-
kets is based on the idea that in the long run, man-
agers have to maintain equality of market and
book value of equity. If we assume a (BGG-type)
external finance premium and that firms maxi-
mize shareholder value given competitor’s stock
prices, then Sj,t

Nj,t
is equal among firms and

X−1
t W−1

t︸ ︷︷ ︸
marginal profits

= RtSj,t
Nj,t︸ ︷︷ ︸

return on equity

= z

(
Nj,t

WtHj,t

)
Rt.︸ ︷︷ ︸

external finance rate

SPECULATION AND THE POSITIVE FEEDBACK LOOP
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Figure 1: Responses of inflation, output and asset prices
to a 1% change in asset price expectations for viable val-
ues of asset price targeting

Let us continue to assume that households and
firms are perfectly rational. If traders are specu-
lative and asset prices have real impact, the econ-
omy is affected by expectations dynamics. The CB
choses φs, aiming to dampen potential spillovers
and achieve stability of the financial system.

• At point Iy the impact on output is fully off-
set, but there is a strong deflationary effect

• At point Iπ the impact on inflation is fully
offset

• Without APT, the response of asset prices
w.r.t. a deviation in price expectations is > 1
and implies an exploding feedback loop
I The CB wants to dampen this response in
order to stabilize the financial system

Naturally, APT has (generally amplifying) impact
on the transmission of non-financial disturbances.

DETERMINISTIC CYCLES AND ASSET PRICE TARGETING

To emulate speculative dynamics I use a non-
linear model of expectation formation (Brock and
Hommes, 1997). Agents use different predictors
(biased trend extrapolation and fundamentalists)
and the fraction nh,t of agents using each predictor
is updated based on past profits of the predictor:

Uh,t = (βst − st−1)(βÊt−1,hst − st−1)

The type of dynamics depend crucially on the in-
tensity of choice δ. Higher values indicate that
agents switch predictors more resolutely when
they were less profitable.

• At low values of δ the system endogenously
produces invariant cycles

• At point Iπ (Iy) the impact on inflation (out-
put) is offset

• The bifurcation pointB(λs, δ) depends on λs
and δ and lies most probably outside the vi-
able set of φs (i.e. B(λs, δ) > φmaxs ). This
implies that the CB is unable to completely
shut down endogenous speculative finan-
cial market dynamics

Figure 2: Bifurcation diagram w.r.t. policy parameter φs

For higher values of δ no deterministic steady state
exists and the system diverges. When adding
stochastic shocks however, the system is station-
ary and matches statistic moments of the data that
are otherwise not replicable. Asset prices are now
strongly affected by fundamental shocks.

STOCHASTIC SIMULATIONS
The model with unstable deterministic steady
state and stochastic shocks reproduces the data
reasonably well:

π y s
σ 1.21 1.32 11.57
π 1 -.149 -.338
y -.149 1 .637
s -.338 .637 1

Table 1: Cross-correlation
matrix of simulation
(10.000 runs)

π y s
σ 1.21 1.04 13.47
π 1 -.197 -.355
y -.197 1 .582
s -.355 .582 1

Table 2: Cross-correlation
matrix for data from 1977
to 2014

Even though the CB is able to considerably stabi-
lize the stock market, this happens at the cost of
high inflation and output volatility.
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Figure 3: Standard deviations of stochastic simulations
for varying policy parameter φs

POLICY RECOMMENDATIONS
• Expectation formation in the financial mar-

ket plays a crucial role in explaining the data
• It is unlikely that asset price targeting will

be able to offset financial cycles
• CB has limited room for prevention policy

(i.e. φ∗
s ∈ [0, Iy])

• CB should then chose whether to isolate out-
put or inflation from financial shocks

• CB should be careful when creating another
structural linkage by introducing APT


