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Abstract

Based on the framework of Benhabib and Farmer (1994) and Itaya and Mino
(2003), this paper establishes a monetary exogenous growth model with production
externalities, in which the government implements a monetary policy of inflation rate
targeting. Under this framework, this paper investigates whether the dynamic system
exhibits indeterminacy and whether the degree of increasing return to scale required
for indeterminacy is different from which in Benhabib and Farmer (1994). In
addition, this paper investigates whether the income effect on labor supply is an
important condition for belief-driven business cycles. And this paper also discusses
the long-term monetary policy effect when the government raises the inflation rate
targeting.

Two main findings emerge from the analysis. First, when income effect on labor
supply exists, the economy with sufficiently large positive production externalities in
technology may exhibit indeterminacy. And the degree of increasing return to scale
required for indeterminacy is the same as in Benhabib and Farmer (1994). Regardless
of whether the economy is indeterminate or not, a rise in the inflation rate may lower
the capital accumulation in the long-term equilibrium. Second, when income effect on
labor supply is not present, regardless of the degree of increasing return to scale, the
economy is always determinate. If the positive production externalities in technology
are not sufficiently large, a rise in the inflation rate may lower the capital
accumulation in the long-term equilibrium. Conversely, If the positive production
externalities in technology are sufficiently large, a rise in the inflation rate may raise

the capital accumulation in the long-term equilibrium.
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