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2 It can be noted, that 
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3 In describing the effect of expansionary monetary policy under fixed exchange rate regime, Mundell (1963) 
argued that “increase in the money supply arising from open market purchases is returned to the central bank 
through its exchange stabilization operations. What the central bank has in fact done is to purchase securities 
initially for money, and then buy money with foreign exchange, the monetary effects of the combined operations 
cancelling. The only final effect of the open market purchase is an equivalent fall in foreign exchange reserves: 
the central bank has simply traded domestic assets for foreign assets.” 
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𝑑𝑒𝑡 𝐽 = 𝑚𝜃𝑟(𝜃𝑛 + 𝜃𝑓) > 0                        (𝑆. 3𝑐) 
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4 The influence of foreign interest rate on domestic interest rate remains when the central bank attains stable 
monetary base. Unless the policy rate happens to be equal to the foreign interest rate, setting the domestic 
interest rate equal to the policy rate would be inconsistent with attaining stable monetary base under this 
closure. 



𝐷 = 𝛼1𝐿                                                     (𝐶. 1)

𝐿 = 𝑙0 + 𝑙1𝑦                                               (𝐶. 2)
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5 It can be noted, that this assumption has no implication for the relationship between equilibrium domestic 
interest rate, policy and the foreign interest rate. Nonetheless, it has implication for the direction of capital 
flow at any given domestic interest rate.  
6 See Lavoie(2022, Ch 7) for a detailed discussion. 



= 𝜃𝑛[𝛼1𝛼2(𝑙0 + 𝑙1𝑎 − 𝑙1𝑏𝑟) − 𝐻] + 𝑛0                 (𝐶. 8𝑏)

𝜕�̇�
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7 It can be noted, that Borio and Disyatat (2009) pointed towards a complete decoupling between interest rate 
and balance sheet operations where different levels of monetary base could be attained at the same levels of 
interest rate and different levels of interest rate could be attained at the same levels of monetary base. Their 
description was based on short run analysis where the IS relationship played no role in affecting monetary base. 
Our model is based on medium run analysis where the IS relationship affects monetary base through the loans 
channel. Thus, decoupling is only partial in this analysis. While different levels of monetary base can be attained 
at the same levels of interest rate, different levels of interest rate are associated with different levels of 
monetary base at the equilibrium.  
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