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Third Submission and Responses to The Review: June 27, 2020 

A Rejoinder to Comments on  

Inflation and Financial Stability Tradeoff: Role of Monetary Policy Credibility and 

Fiscal Cyclicality” 
Economic Papers Journal (the Economic Society of Australia) 

We would like to thank the reviewers for the valuable comments that improve this paper. The 

table below lists our responses to the comments:  

Comments Responses 

Major Comments 

This paper needs to be thoroughly 
proofread/edited. Issues such as missing 
articles and odd phrasing (e.g., criticism-
instinct) detract from the paper. The authors 
should consider getting it professionally 
proofread. 

We sent the paper to the Wiley Editing 
Service, and got valuable inputs. We have 
made revisions as advised (the editing 
certificate is attached). 

It is not clear how proposition 4, and the 
sentence immediately above it, follow from 
the model. The log odds of the asset price 
bubble bursting are assumed to decrease as 
the interest rate increases. How does this 
imply that higher interest rates increase the 
asset price bubble? 

We restated proposition 4 to be more 
explicit as it seems inadequate to support 
our argument: 
 
Proposition 4. The higher the increase of the 
interest rates (∆𝑟) leads to reduced 𝑧. In 
turn, it escalates the probability of the 
bubble to burst (1 − 𝑃𝑏𝑟) and lowers the 
probability of the bubble to persist (𝑃𝑏𝑟). 
Since 𝜕𝜎 𝜕𝑃𝑏𝑟⁄ < 0, the lower 𝑃𝑏𝑟 thus 
induces the asset price misalignment. 

I still find the use of stock volatility to 
measure asset price misalignments. While 
periods of high volatility may follow asset 
price misalignments, these are different 
concepts. 

• One option may be to use a test such 
as Phillips and Shi (2020). This can be 
implemented using their package in R. 
Doing this would mean the equation 
being estimated would have to 
change (as the dependent variable 
would be a binary indicator). 

• Alternatively, as mentioned in my 
previous comments the authors try 

For the measurement of financial instability 
(i.e., asset price misalignment), we 
acknowledged that the concept between 
stock price volatility and asset price 
misalignment is different. It is also too costly 
if we use Phillips and Shi (2020) as we have 
to meet the deadline. In this regard, 
therefore, we adopt detrended MSCI 
estimated using an absolute gap between 
actual MSCI and its fundamental value.1 In 
this regard, therefore, the period of 
excessive asset price misalignment is 
identified by widened detrended MSCI. 

 
1 Fundamental values of MSCI are estimated using Hodrick-Prescott Filter.  



other measures - e.g. the difference 
between actual and average Price-to-
Earnings (PE) ratio for the major share 
price index for each country. I realise 
that the models where prices and 
earnings co-integrate (e.g. Campbell 
and Shiller 1989) may not always 
work, but extreme PE ratios might still 
indicate misalignment. The authors 
do try the MSCI, however, wouldn't it 
be this detrended which is the better 
measure of misalignment? 

• If the authors wish to keep with stock 
volatility the language in their paper 
should focus on that, or at least 
financial stability, rather than 
referring to asset price 
misalignments. This might involve 
removing much of the “Financial 
Instability Model” sub-section. 

Besides, the stock price volatility is no longer 
being used.  

Minor Comments 

“The Simple Model” 

It could be made explicit that money growth 
is the instrument of monetary policy here 
(although later in Figure 4 money demand is 
introduced). 

Revised (see page 5, the first paragraph in 
subsection 2.1). 

In the paragraph above equation 1 it could be 
made clearer that inflation is now also 
determined by fiscal policy, and how to 
interpret. 

Revised (see page 5, the second paragraph 
in subsection 2.1). 

A sentence could be added to explain how 
fiscal policy has real effects in this model. 

Revised (see page 5, the second paragraph 
in subsection 2.1). 

The authors could note that Equation 3 is a 
Lucas Surprise Supply curve. 

Revised. 

It is unclear what is meant by “Assuming that 
time is consistent” in footnote 2 on page 6. 

Revised: “Assuming that monetary policy is 
time consistent, 𝑘 = 1, which implies 
targeted output equal to its potential, and 
the central bank set the targeted inflation 
rates equals to zero (Blinder 2000).” 

“The Financial Stability Model” 

The model includes the expected value of the 
asset price bubble. How is that determined. 

Revised: “… First, the expected value of 𝜎 is 
the expectation adaptive feature that 
captured the agent’s expectation on future 
𝜎 value based on their specific memory in 
the past. In other words, it suggests that the 
bubble is self-driven and could be changing 
without any connection to fundamental 



factors. For instance, the asset price bubble 
is thus self-fulfilling when 𝜕𝜎𝑒 > 1 where 
characterizes the over-optimistic market 
expectations.” (see Page 9) 

It could be noted that z is the log odds. Revised. 

There is an erroneous reference to Equation 
(16). 

Revised. 

In Figure 5 it could be made clearer that 
“Decisions” refer to the decisions of the 
central bank. 

Revised. 

“Empirical Results” 

Referring to “data”, rather than 
“observation”, would be better in the new 
material in Sub-section 3.1 (page 11). 

Revised. 

Reference 
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