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Analysis of the Financial Stability Mechanism of Extended
Taylor Rule and Macro—prudential Regulation
Li Tianyu', Zhang Yishan' and Zhang He
(1:Center for Quantitative Economics, Jilin University ;2 : The School of Finance,
China Financial Policy Research Center, Renmin University of China)
Abstract: Traditional Taylor rule’ s performance during financial crisis was widely considered
disappointing. It thus sparked a lively debate on extended Taylor rule that incorporates targets of
stabilizing credit market and anti—cyclical macro—prudential regulation after crisis. This paper
simulates the performance of extended Taylor rule in the context of a DSGE model with
heterogeneous agents and examines its effects on financial stability by employing macro—prudential
regulation. Our analysis suggests that; Firstly, although both policy tools that are worked on credit
market and transmission channel of extended Taylor rule and macro—prudential are different, they
all could reduce systemic risk and stabilize financial system by alleviating high—leverage in cyclical
upturns; Secondly, the connection between financial stability and price level stability means that
incorporating financial stability target in Taylor rule does not necessarily sacrifice price level
stability; Finally, simultaneously apply extended Taylor rule and macro — prudential regulation
would cause interference. To avoid this problem, central bank to formulate a unified strategy is
needed.
Keywords: Extended Taylor Rule, Macro—prudential Regulation, Optimal Policy
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