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We develop a optimal rules-based interpretation of the ‘three pillars macroeconomic policy
framework’: a combination of a freely floating exchange rate, an explicit target for inflation,
and a mechanism than ensures a stable government debt-GDP ratio around a specified long
run. We show how such monetary-fiscal rules need to be adjusted to accommodate specific
features of emerging market economies. The model takes the form of two-blocs, a DSGE
emerging small open economy interacting with the rest of the world and features, in
particular, financial frictions It is calibrated using Chile and US data. Alongside the optimal
Ramsey policy benchmark, we model the three pillars as simple monetary and fiscal rules
including and both domestic and CPI inflation targeting interest rate rules alongside a
‘Structural Surplus Fiscal Rule’ as followed recently in Chile. A comparison with a fixed
exchange rate regime is made. We find that domestic inflation targeting is superior to
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I. INTRODUCTION

Over the past decade, key emerging markets including Brazil, Chile, the Czech Republic,
Mexico and South Africa,have adopted sound macroeconomic frameworks that have
made them more resilient to domestic and external economic shocks. Many of these
frameworks are characterized by the “three pillars macroeconomic policy framework™: a
combination of a freely floating exchange rate, an explicit target for inflation over the
medium run, and a mechanism that ensures a stable government debt-GDP ratio around a

specified long run.

In this paper we develop a optimal rules-based interpretation of the “three pillars” and
show how such monetary-fiscal rules need to be adjusted to accommodate specific
features of emerging market small open economies (SOEs). Such emerging SOEs face
substantially different policy issues from those of advanced, larger, more closed
economies. The price of consumer goods depends on the exchange rate and exporting
firms typically set their prices in foreign currency and bear the risk of currency
fluctuations. They often borrow from international capital markets in foreign currency,
so that debt repayment is similarly affected. Foreign shocks have significant effects on
the domestic economy. Thus, we expect monetary and fiscal policy prescriptions in a

emerging SOE to be fundamentally different from those in a advanced closed economy.

There is a large literature on optimal monetary and fiscal policy in response to exogenous
shocks; Kirsonova et al. (2006); Schmitt-Grohe et al. (2007); Chadha et al. (2007); and
Leith et al. (2007) are some recent examples for the closed economy; Wren-Lewis
(2007) provides an insightful overview. We depart from these works in three principal
ways. First, our focus is on a small open economy (SOE). Second, we want to consider
an emerging economy where frictions and distortions are quantitatively important. To
this end, we introduce financial frictions in the form of a ”financial accelerator”. Finally
we will impose a zero lower bound (ZLB) constraint on the nominal interest rate that
limits its variability and increases the role for fiscal stabilization policy, a feature again

absent in almost all the literature Schmitt-Grohe et al. (2007) is an exception).

We build a two-bloc DSGE emerging markets SOE - rest of the world model to examine
the implications of financial frictions for the relative contributions of optimal Ramsey
fiscal and monetary stabilization policy and the simple rules that will, as far as possible,

mimic the Ramsey policy. Alongside standard features of SOE economies such as local



currency pricing for exporters, a commodity sector, oil imports, our model incorporates
liability dollarization,' as well as financial frictions including a financial accelerator,
where capital financing is partly or totally in foreign currency as in Gertler et al. (2003)
and Gilchrist (2003). The model is calibrated to Chile and US data and uses estimates of
shock processes taken from Medina et al. (2007b).

The rest of the paper is organized as follows. Section 2 presents the model. Sections 3
and 4 set out the form of monetary and fiscal rules under investigation. Section 5
addresses the requirement that monetary rules should be ‘operational’ in the sense that,
in the face of shocks, the zero lower bound constraint on the nominal interest rate is very
rarely hit. In Section 6 we examine the benchmark Ramsey policy as first the financial
accelerator and then liability dollarization are introduced. In section 7 we derive and
compare alternative simple monetary and fiscal policy rules including the ‘Structural
Fiscal Stability Rule’ (SFSR) followed by Chile.? Section 8 provides concluding

remarks.

II. THE MODEL

We start from a standard two-bloc microfounded model along the lines of Obstfeld and
Rogoff (1995) to then incorporate many of the nominal and real frictions that have been
shown to be empirically important in the study of closed economies (e.g. Smets and
Wouters, 2003). The blocs are asymmetric and unequally-sized, each one with different
household preferences and technologies. The single SOE then emerges as the limit when
the relative size of the larger bloc tends to infinity. Households work, save and consume
tradable goods produced both at home and abroad. At home there are three types of
firms: wholesale, retail and capital producers. As in Gertler et al. (2003), wholesale
firms borrow from households to buy capital used in production and capital producers

build new capital in response to the demand of wholesalers. Wholesalers’ demand for

I'The proportion of corporate-sector dollar-denominated liabilities in Latin American countries in 2001
ranged from 21% in Chile to 78% in Uruguay (see Armas et al. (2006), chapter 4, Table 4.10).

2 Although the message of the paper is a general one aimed at emerging SOEs, at the same time in our
calibration and study of the SFSR it has a particular focus on Chile. Following a series of reforms begun in
the early 1990s, Chile now has a forward-looking and transparent macroeconomic framework centered on
three pillars: an explicit target for inflation, a floating exchange rate and a fiscal rule, the SFSR, that targets
a structural surplus of 0.5% of GDP aimed at eliminating the pro-cyclical bias of fiscal policy. This
framework is examined in this paper with a more general interpretation of the third, fiscal pillar.



capital in turn depends on their financial position which varies inversely with
wholesalers’ net worth. Retailers engage in local currency pricing for exports, there is a
commodity (that throughout we refer for simplicity as "copper’) sector and oil imports

enter into consumption and production.

There are three departures from the standard open-economy model that lead to
interesting results. First, money enters utility in a non-separable way and results in a
direct impact of the interest rate on the supply side.® Second, along the lines of Gilchrist
(2003) (see also Cespedes et al (2004)), firms face an external finance premium that
increases with leverage and part of the the debt of wholesale firms is financed in foreign
currency (dollars), because it is impossible for firms to borrow 100 percent in domestic
currency owing to “original sin” type constraints. Although not all emerging markets
face this constraint, many have in the past and still do, for example Peru, where a great
proportion of borrowing by firms continues to be in U.S. dollars—a phenomenon dubbed
“liability dollarization”. Finally, there are frictions in the world financial markets facing
households as in Benigno (2001). Departures two and three add an additional

dimensions to openness.* Details of the model are as follows.

A. Households

Normalizing the total population to be unity, there are » households in the home”,
emerging economy bloc and (1 — ) households in the “foreign” bloc. A representative

household % in the home country maximizes

5 U (Ot<h>, e Lt<h>) 0

where E} is the expectations operator indicating expectations formed at time ¢, (3 is the
household’s discount factor, Cy(h) is a Dixit-Stiglitz index of consumption defined
below in (5), M;(h) is the end-of-period holding of nominal domestic money balances,

P, is a Dixit-Stiglitz price index defined in (14) below, and L,(h) are hours worked. An

3See Woodford (2003), Chapter 4. A cost channel”, as in Ravenna et al. (2006), has a similar supply-side
effect on the Phillips curve.

4See also Batini et al. (2007) for a SOE model with these features and, in addition, transactions
dollarization owing to the assumption that households derive utility from holdings of both domestic and
foreign currency.



analogous symmetric intertemporal utility is defined for the ‘foreign’ representative
household and the corresponding variables (such as consumption) are denoted by C; (h),

etc.

We incorporate financial frictions facing households as in Benigno (2001). There are two
risk-free one-period bonds denominated in the currencies of each bloc with payments in
period ¢, By, and Bp, respectively in (per capita) aggregate. The prices of these bonds
are given by

1 1

P, = ;. Ph,= (2)
P L4 RT P (L4 R)e(aEy)

where ¢(-) captures the cost in the form of a risk premium for home households to hold
foreign bonds, B, is the aggregate foreign asset position of the economy denominated in
home currency and Py ;Y; is nominal GDP. We assume ¢(0) = 0 and ¢’ < 0. R,,; and
Ry, ; denote the nominal interest rate over the interval [¢, ¢ + 1]. The representative

household ~ must obey a budget constraint:

(1 +7¢,¢)PCi(h) + PpyBp(h) + Pg SiBri(h) + My(h) + TF,
= Wt(h)(l — TLﬂg))Lt(h) + BH’tfl(h) + StBF’tfl(h) + Mt,1<h)
+ (1= 7m)Ti(h) + PE(1 — Tuop) (1 — X)COP4(h) (3)

where W, (h) is the wage rate, T'F; are flat rate taxes net of transfers, 7, and 71, are
labor income and profits tax rates respectively and I';(h), dividends from ownership of
firms, PC is the price of copper), (1 — x)COP,(h) is an exogenous endowment of
copper owned by household h, x being the overall share of the government and 7, is
the tax rate on copper income. In addition, if we assume that households’ labor supply is
differentiated with elasticity of supply 7, then (as we shall see below) the demand for

each consumer’s labor supplied by v identical households is given by

Ly(h) = (Wt(’”‘))_" L 4

n

where W, = [£ 37 Wy(h)'™] ™7 and L, = [(%) S Li(h)" 7 | are the average

wage index and average employment respectively.

Let the number of differentiated goods produced in the home and foreign blocs be n and



(1 — n) respectively, again normalizing the total number of goods in the world at unity.
We also assume that the the ratio of households to firms are the same in each bloc. It
follows that n and (1 — n) (or v and (1 — v)) are measures of size. The per capita

consumption index in the home country is given by

HC
po—1 ;LC—1:| pro—1

Ci(h) = [wgCC'Zt(h) we 4+ (1— WC)%C’OJ(h) e 5)

where 1 is the elasticity of substitution between and composite of home and foreign

final goods and oil imports,

Hrz
1 nz—1 1 Hzlj| nz—1

szt(h) = |:WZHZ CHjt(h)W + (1 — Wz)ECEt(h) rz

(6)

where 117 1s the elasticity of substitution between home and foreign goods,

r 1 L ¢/(¢-1)
Cus(h) = (E) Z Cr(f, h>(<_1)/C]
f=1

Cru(h) = (ﬁ)C (Zn Cru(f, h)((—l)/()]
f=1

¢/(¢-1)

where Cy¢(f, h) and Cr¢(f, h) denote the home consumption of household  of variety
f produced in blocs H and F’ respectively and ¢ > 1 is the elasticity of substitution
between varieties in each bloc. Analogous expressions hold for the foreign bloc which
indicated with a superscript ”x”” and we impose ( = (* for reasons that become apparent

in section 2.2.2.5 Weights in the consumption baskets in the two blocs are defined by
wyz = 1—(1-n)(1-w); wy=1-n(1-w") (7)

In (7), w, w* € [0, 1] are a parameters that captures the degree of “’bias” in the two blocs.
If w = w* = 1 we have autarky, while w = w* = 0 gives us the case of perfect
integration. In the limit as the home country becomes small » — 0 and ¥ — 0. Hence

w — w and w* — 1. Thus the foreign bloc becomes closed, but as long as there is a

SConsistently we adopt a notation where subscript H or F refers to goods H or F produced in the home
and foreign bloc respectively. The presence (for the foreign bloc) or the absence (for the home country) of
a superscript ‘*” indicates where the good is consumed or used as an input. Thus C7; , refers to the
consumption of the home good by households in the foreign bloc. Parameter w and w* refer to the home
and foreign bloc respectively, etc.



degree of home bias and w > 0, the home country continues to consume

foreign-produced consumption goods.

Denote by P +(f), Pr:(f) the prices in domestic currency of the good produced by firm
f in the relevant bloc. Then the optimal intra-temporal decisions are given by standard

results:

Pri(f)
Prry

) s e = (D) “enm @)

cnitri ) =

PZt HC POt —HC

CZJ(h) = W¢ (?) Ct<h) ) CO,t(h> = (1 — Wc) (?) Ct(h> (9)
PH,t MKz Pth —Hz

Cri(h) = wyz (ﬁt) Czi(h); Cre(h) = (1—wz) (a) Cz,:(h)(10)

where aggregate price indices for domestic and foreign consumption bundles are given
by

1

i 1 n 1—C

Pae = |-, PH,t<f>1—<] (11)
L f=1
B 1 1-n ﬁ

Prp = |{— ; PF,t<f>1‘<] (12)

and the domestic consumer price index F; given by

P o= [we(Pze)' " + (1 —we)(Poy)' ] g (13)

Py = [WZ(PH,t)l_“Z +(1—- WZ)(PF,t)l_MZ} Imuz (14)
with a similar definition for the foreign bloc.

Let S; be the nominal exchange rate. If the law of one price applies to differentiated
SiPr,  SiPj,
Pry ~ PHg

RER; = StT]?*. However with local currency pricing the real exchange rate and the terms

goods so that = 1. Then it follows that the real exchange rate

of trade, defined as the domestic currency relative price of imports to exports J; = }];Z ’tt,
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are related by the relationships

* * py—1 ﬁ
RERy,, = 202t _ Wy (w7 T (15)
Zt = - 1
i [1— wy +wy T

* * pe—1 ﬁ
S, P we + (1= wg)O;
RER, = th — RERgz, ] . (16)
t [WC + (1 _ WC)@?C*l] T—nc

Po,

O
! Pz

(17)

Thus if 4 = p*, then RE R, = 1 and the law of one price applies to the aggregate price
indices iff w* = 1 — w. The latter condition holds if there is no home bias. If there is
home bias, the real exchange rate appreciates ([RE' R, falls) as the terms of trade

deteriorates.

We assume flexible wages. Then maximizing (1) subject to (3) and (4), treating habit as
exogenous, and imposing symmetry on households (so that Cy(h) = C}, etc) yields
standard results:

[Ucy P
P = (B, | ——=— 18
Bt BE T PHI} (18)
[ Rnt
U = U, : 19
Mp,t Cit -1 +Rn’t:| ( )
-
UMFt — UCt mt (20)
’ T+ Ry,
Wil—m) _  n U 21
P(1+7cy) (n—1)Ucy

where Uc s, Uny, t2 Uny + and —Up ;. are the marginal utility of consumption, money
holdings in the two currencies and the marginal disutility of work respectively. 7¢; is a
consumption tax rate. Taking expectations of (18), the familiar Keynes-Ramsey rule, and

its foreign counterpart, we arrive at the modified UIP condition

Py
Ps., _ E, |:UC,t+1 Pt+1] )

P Sii1 P,
Bt  FEy UC,tHé}LI

In (19), the demand for money balances depends positively on the marginal utility of
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consumption and negatively on the nominal interest rate. If, as is common in the
literature, one adopts a utility function that is separable in money holdings, then given
the central bank’s setting of the latter and ignoring seignorage in the government budget
constraint money demand is completely recursive to the rest of the system describing our
macro-model. However separable utility functions are implausible (see Woodford

2003, chapter 3, section 3.4) and following Felices et al. (2006) we will not go down this
route. Finally, in (21) the real disposable wage is proportional to the marginal rate of
Urt and the constant of proportionality

Uc,t
reflects the market power of households that arises from their monopolistic supply of a

substitution between consumption and leisure, —

differentiated factor input with elasticity 7.

1. Rule of Thumb (RT) Households

Suppose now there are two groups of household, a fixed proportion 1 — A without credit
constraints and the remaining proportion A who consume out of post-tax income. Let
Ch.(h), Wi4(h) and Ly 4(h) be the per capita consumption, wage rate and labor supply
respectively for this latter group. Then the optimizing households are denoted as before
with Cy(h), Wi(h) and L;(h) replaced with Cs;(h), Wa,(h) and Lo (h). We then have

the budget constraint of the RT consumers
Pt(l + TC,t)Cl,t(h) = (1 - TL,t)Wl,t(h)Ll,t(T) + TFl,t (23)

where T'F7 ; 1s net flat-rate transfers received per credit-constrained household.
Following Erceg et al. (2005) we further assume that RT households set their wage to be
the average of the optimizing households. Then since RT households face the same
demand schedule as the optimizing ones they also work the same number of hours.
Hence in a symmetric equilibrium of identical households of each type, the wage rate is
given by W1 4(r) = Wy, = Wy, (r) = Wy = W, and hours worked per household is
Ly+(h) = Las(h) = L. The only difference between the income of the two groups of
households is that optimizing households as owners receive the profits from the mark-up

of domestic monopolistic firms.
As before, optimal intra-temporal decisions are given by

Py Pre\

Cunet) = w () e curam=-w (22) "enm e
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and average consumption per household over the two groups is given by
Ct - )\Cl,t + (1 - )\)CQJ (25)

Aggregates Cy 4, Cip,, C etc are similarly defined.

B. Firms

There are three types of firms, wholesale, retail and capital producers. Wholesale firms
are run by risk-neutral entrepreneurs who purchase capital and employ household labor
to produce a wholesale goods that is sold to the retail sector. The wholesale sector is
competitive, but the retail sector is monopolistically competitive. Retail firms
differentiate wholesale good at no resource cost and sell the differentiated (re-packaged)
goods to households. The capital goods sector is competitive and converts the final good

into capital. The details are as follows.

1. Wholesale Firms

Wholesale goods are homogeneous and produced by entrepreneurs who combine

differentiated labor, capital, oil and copper inputs with and a technology
YW = A KM LY?(OIL,)* (COP, )~ —2—0s (26)

where K is beginning-of-period t capital stock,

n/(n—=1)

L - 27)

1) 7
(;) ;Lt(h)("_l)/”

where we recall that L,(h) is the labor input of type h, A; is an exogenous shock

capturing shifts to trend total factor productivity in this sector. The latter will provide the

source of demand for copper shock that feeds into its world price.® Minimizing wage

®Following Gilchrist et al. (2002) and Gilchrist (2003), we ignore the managerial input into the production
process and later, consistent with this, we ignore the contribution of the managerial wage in her net worth.
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costs >, _, Wi(h)L.(h) gives the demand for each household’s labor as
Wi(h)\ "

Wholesale goods sell at a price P}, i1 in the home country. Equating the marginal product

and cost of aggregate labor gives

YW
W, = Pyl yo0n——

: 29
- (29)

Similarly letting P ; and P ;be the price of oil and copper respectively in home

currency, we have
YW
P = PY 30
O,t ta3 OILt ( )
W v

FPey = Phi(l—a;—ay— aS)COPt (31)

Let @), be the real market price of capital in units of total household consumption. Then
noting that profits per period are P};"/ Yy — WL, — Pp,OIL; — Pc;COP; = angf Yy,
using (29), the expected return on capital, acquired at the beginning of period ¢, net of

depreciation, over the period is given by

pW v,

Hin, X 4 (1 -6)E

E,(1+ RM) = LK (Q ) Ei[Qr41] )
t

where 0 is the depreciation rate of capital. This expected return must be equated with the
expected cost of funds over [t, ¢ + 1], taking into account credit market frictions.’
Wholesale firms borrow in both home and foreign currency, with exogenously given

proportion® of the former given by ¢ € [0, 1], so that this expected cost is

P, Py RERt+1
(U @B (1 Rud) | + (1461 = 9B (14 By ) e
RER
— e om0+ R+ (- 98 [0+ ) 33)

"We assume all financial returns are taxed at the same rate and therefore do not affect arbitrage conditions.

8We do not attempt to endogenize the decision of firms to partially borrow foreign currency; this lies
outside the scope of this paper.
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If » = 1 or if UIP holds this becomes (1 + ;) E; [1 + R;]. In (33), RER, = 2% is the

Py
P
Py

[t — 1,t] and ©; > 0 is the external finance premium given by

real exchange rate, R, | = [(1 + Ryi1) } — 1 is the ex post real interest rate over

B

0, =06 (Ft) : ©'(:)>0,0(0)=0, O(x) =0 (34)
t

where B; = (Q;K; — N, is bond-financed acquisition of capital in period ¢ and V; is the

beginning-of-period ¢ entrepreneurial net worth, the equity of the firm. Note that the ex

post return at the beginning of period ¢, RY |, is given by

w
Pitacs g Yict 4 (1 — )@,

P Ky 1

35
Qs (33)

1+Rf—1 =

and this can deviate from the ex ante return on capital.

Assuming that entrepreneurs exit with a given probability 1 — &, net worth accumulates
according to
Ny =&V (36)

where V; the net value carried over from the previous period is given by

Vi = [(1 + (1 - Ttk—1>Rf—1)Qt—1Kt—1

RER,

— (146,) (90(1 +B) + (=) (4 By pep—

) Q1K1 = Niw)]
(37)

where 7} is the tax rate applied to capital returns. Note that in (37), (1 + RF ) is the ex

post pre-tax return on capital acquired at the beginning of period t — 1, (1 + R;_) is the

RER;
RER; 1

real cost of borrowing in foreign currency. Also note that net worth NV, at the beginning

ex post real cost of borrowing in home currency and (1 + R} ;) is the ex post

of period ¢ is a non-predetermined variable since the ex post return depends on the

current market value ();, itself a non-predetermined variable.

Exiting entrepreneurs consume C7, the remaining resources, given by
Ci =1 =&V (38)

of which consumption of the domestic and foreign goods, as in (9), are given
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respectively by
. PH,t —Hz . . PF, —HKz .
e = Wz (?t) zes Cre=(1—wgz) ?tt Cz. (39
P —HC
Cy, = wo (%) Ce (40)
t

2. Retail Firms

Retail firms are monopolistically competitive, buying wholesale goods and
differentiating the product at a fixed resource cost . In a free-entry equilibrium profits
are driven to zero. Retail output for firm f is then Y;(f) = Y,V (f) — F where Y,'V is
produced according to production technology (26). We provide a general set-up in which
a fixed proportion 1 — 6 of retailers set prices in the Home currency (producer currency
pricers, PCP) and a proportion 6 set prices in the dollars (local currency pricers, LCP).’
In the model used for the policy exercises we assume LCP only (f = 1). Details are as

follows:

3. PCP Exporters

Assume that there is a probability of 1 — &y at each period that the price of each good f
is set optimally to PHt( f). If the price is not re-optimized, then it is held constant.!® For
each producer f the objective is at time ¢ to choose PHJ( f) to maximize discounted
profits
E, Z 8Dk Yerr(f) PH,t(f) — P :MCy g,
k=0
where D; ;. is the discount factor over the interval [¢, ¢ + k], subject to a common'

downward sloping demand from domestic consumers and foreign importers of elasticity

°As with the foreign currency borrowing parameter ¢, we make no attempt to endogenize the choice of
PCP and LCP.

1
1-&n

19Thus we can interpret as the average duration for which prices are left unchanged.

Recall that we have imposed a symmetry condition ¢ = (* at this point; i.e., the elasticity of substitution
between differentiated goods produced in any one bloc is the same for consumers in both blocs.
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w
(asin (8) and MC, = ii Z are marginal costs. The solution to this is
B> &iDunYer(f) | Pue(f) — (C—EUPHHMCM =0 (41)
k=0

and by the law of large numbers the evolution of the price index is given by

Py Sy =€ (Pug) ™+ (L= &) (Pran (f)° (42)

For later use in the evaluation of tax receipts, we require monopolistic profits as a

proportion of GDP. This is given by

T,  PuYi—PYYY
PuY:  PuY

F
-G, (1 ; 7) 3)

For good f imported by the home country from PCP foreign firms the price P}it( f), set
. .. % .. * Pt
by retailers, is given by P, (f) = S; P, (f). Similarly P;7(f) = HTm

4. LCP Exporters

Price setting in export markets by domestic LCP exporters follows is a very similar
fashion to domestic pricing. The optimal price in units of domestic currency is Pﬁ,’tSt,

costs are as for domestically marketed goods so (41) and (42) become

Cr

5T p . MC —0 (44
G —1) H,i+kMCr 11 (44)

By 5 QuusnYr i () | Pra(f)" S —
k=0
and by the law of large numbers the evolution of the price index is given by

(Pif) ™ = €n(Pif) ™ + (1= &) (P () (45)

Foreign exporters from the large ROW bloc are PCPers so we have

PF,t - StP;‘7t (46)
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Table 1 summarizes the notation used.

5. Capital Producers

As in Smets and Wouters (2003), we introduce a delayed response of investment
observed in the data. Capital producers combine existing capital, K, leased from the

entrepreneurs to transform an input /;, gross investment, into new capital according to
Kt+1 = (1 - 5)Kt + (1 -5 (It/It—l))It; S,, SN Z 0, S(l) = S/(]_) =0 (47)

This captures the ideas that adjustment costs are associated with changes rather than

levels of investment.!? Gross investment consists of domestic and foreign final goods
1 pr—l 4 et %
Iy = |wj’ [H;I + (1 —wy)er ]F;’ (48)

where weights in investment are defined as in the consumption baskets, namely
wr = 1—-(1-n)(1—-wp); w;=1-n(l-wj) (49)
with investment price given by
Pro= [wiPr) ™" + (1= wp) (Ppg) 1] ot (50)

Capital producers choose the optimal combination of domestic and foreign inputs

according to the same form of intra-temporal first-order conditions as for consumption:

PH,t —pI PF,t —PI
Iy =wr | —— Ly Ipp=(01—wp) | == I (51)
Pry Pry

The capital producing firm at time 0 then maximizes expected discounted profits'?

12In a balanced growth steady state adjustment costs are associated with change relative to trend so that the
conditions on S(-) along the balanced growth path become S(1 + g) = S’(1+¢g) = 0.

I3This ignores leasing costs which Gertler et al. (2003) show to be of second order importance.
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- P
E, ;Do,t [Qt(l — S (L)L), — j;t t}
which results in the first-order condition
Ol — S/ Iry) — L/ LorS (I T 4 B | unS (L1 1 | = Pt
t t t—1 t t—1 t t—1 t (1 +Rt+1) t+1 t+1 t ItZ Pt
(52)

C. The Government Budget Constraint and Foreign Asset Accumulation

The government issues bonds denominated in home currency. The government budget

identity is given by

PpiBgi+ My = Bgy—1 + Pu Gy — T + My (53)

Taxes are levied on labor income, monopolistic profits, consumption, capital returns and

copper revenue at rates 7, T, Tcy, Tk, and Teop, respectively. In the copper market,

copper supply is an exogenous endowment given by COP, and COP: in the home and
ROW blocs respectively. The government owns a share y of the copper sector, but taxes
this public firm at the same rate 7, ;. Then adding flat rate taxes'* levied on all
consumers, TF, ;, and subtracting net flat rate transfers to the constrained consumers,

TF, ;, per capita total taxation net of transfers is given

ﬂ = TL,tWtLt + Tr‘,trt + TC7thCt - )\TFl,t + (1 — /\)TFgﬂg —+ TK,tRfflthth
+ 7—cop,tPC,tC()Pt (54)

In what follow we take flat rate taxes and transfers to be the dynamic fiscal instruments
keeping tax rates constant at their steady-state values. For later use we then write 7; in
(54) as a sum of the instrument TtI = —ATF;; + (1 — \)TF,; and remaining taxes which

change endogenously, T/

I41f tax rates are held fixed, then the flat rate tax” can be considered to be minus the income tax rate times
the threshold at which labor income tax starts to operate. An decrease in the threshold is then equivalent to
an increase in a flat rate tax.
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Turning to foreign asset accumulation, let >, _, Br+(h) = vBp; be the net holdings by
the household sector of foreign bonds. A convenient assumption is to assume that home
households hold no foreign bonds so that Br; = 0, and the net asset position of the home
economy B; = — By ; i.e., minus the foreign holding of domestic government bonds. !
Summing over the household budget constraints (including entrepreneurs and capital

producers), and subtracting (53), we arrive at the accumulation of net foreign assets:

Pp,By = By +WiLi+ T+ (1 = &)PV, + PQi(1 — S(Xy)) I + PcCOP;
- PC,—- PC; — Pl — Py,Gy — Pp,OIL; — Po,COP,
= B +TB (55)

where the trade balance, 7' B;, is given by the national accounting identity
P ,COP; + Py .Y, — Po OIL, — P ,COP; = P,.Cy+ P,C{ + Pr I, + Py G +TB, (56)

Terms on the left-hand-side of (56) are oil revenues and the value of net output; on the
right-hand-side are public and private consumption plus investment plus the trade

surplus.

So far we have aggregated consumption across constrained and unconstrained
consumers. To obtain separately per capita consumption within these groups, first

consolidate the budget constraints (53) and (3), to give

B
(1+700) PCoy + Pag — 5+ TFyy
B,y T, — PGy (1 —7ry4) Poi(1 — Teop) (1 — x)COP,
= W 1— L h ? > 1—‘ >
i TLt)) t()—i-l_)\ T T .+ -

Then using (23) and (55), we arrive at

ﬁ [—TBt —l— Tt — PH,th + (1 — TF,t)Ft + PC,t(l — Tcop)(l — X) — )\TF].,t] — TF27t

Cy, =C
2.t 1+ (I +70)P,

(57)
In a balanced growth steady state with negative net foreign assets and government debt,

the national and government budget constraints require a primary trade surplus

15 An alternative assumption with the same effect is to assume that and the government issues bonds
denominated in foreign currency (see Medina et al., 2007b).
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(T'B > 0) and a primary government surplus (7" > Py (). Since private sector assets are
exclusively owned by unconstrained consumers this may result in a higher consumption
per head by that group. The same applies to profits from retail firms and income from
copper firms since they are assumed to also be exclusively owned by unconstrained
consumers. On the other hand flat rate transfers to constrained consumers plus flat rate
taxes on unconstrained consumers, —\T'F} ; + (1 — X\)T'F5, tend to lower the

consumption gap.

D. The Equilibrium

In equilibrium, final goods markets, the copper market, money markets and the bond
market all clear. Equating the supply and demand of the home consumer good and
assuming that government expenditure, taken as exogenous, goes exclusively on home

goods we obtain for the final goods market'®

1—v
Yo = Cuy+ Chpe+ Ine + —— [Ch:+ O + Iy, ] + Gy (58)

The law of one price applies in the copper market so we have
S;PF" = Poy (59)

In this set-up, copper price shocks originate in shocks to copper supply. Other shocks are
to technology in wholesale goods sectors, government spending in the two blocs, the
interest rate rule in the foreign bloc and to the risk premia facing unconstrained
households, in the modified UIP condition (22) and facing wholesale firms in their
external finance premium given by (34). Following Medina et al. (2007b) we assume
Chile is a small copper producer relative to world supply and therefore faces an

exogenous copper price in dollars. The real price in dollars follows a process

PL pPC*
log ( Ptjl ) = pcop log ( P?* ) + UCOp,t-I—l (60)
t+1 t

'%Note that all aggregates, Y;, Cp ¢, etc are expressed in per capita (household) terms.
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The rationale for this modeling strategy is that whereas the rest of the world is
reasonably captured by a US type economy for determining demand for non-copper
exports, this is less plausible when it comes to copper exports where the two large

emerging economies China and India are increasingly influential.

This completes the model. Given nominal interest rates Ry, ;, i, , the money supply is
fixed by the central banks to accommodate money demand. By Walras’ Law we can
dispense with the bond market equilibrium conditions. Then the equilibrium is defined at
t = 0 as stochastic sequences C' ;, Co 4, Ct, Cf, Cry, Cpy, Py, Pry, Py, Poy, My,

Bui = Bay, Bpi, Wi, Y, Ly, P&t, P!, Ky, I;, Qy, V;, foreign counterparts Ct . etc,
RER;, and S;, given the monetary instruments R, ;, 17

*

n.¢» the fiscal instruments and

€X0genous processes.

E. Specialization of The Household’s Utility Function

The choice of utility function must be chosen to be consistent with the balanced growth
path (henceforth BGP) set out in previous sections. As pointed out in Barro et al. (2004),
chapter 9, this requires a careful choice of the form of the utility as a function of
consumption and labor effort. As in Gertler et al (2003), it is achieved by a utility

function which is non-separable. A utility function of the form

[@(h)' (1 = Li(h)] 7

l1—0

U

(61)

where

Bu(h) = |B(CUR) = hoCin)T + (1= b) (—)] _ (62)

and where labor supply, L,(h), is measured as a proportion of a day, normalized at unity,
satisfies this requirement.!” For this function, Ug;, > 0 so that consumption and money

holdings together, and leisure (equal to 1 — L,(h)) are substitutes.

17 A BGP requires that the real wage, real money balances and consumption grow at the same rate at the
steady state with labor supply constant. It is straightforward to show that (61) has these properties.
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F. State Space Representation

We linearize around a deterministic zero inflation, zero net private sector debt, balanced

growth steady state. We can write the two-bloc model in state space form as

z z T
t+1 = A ¢ + Bot + C Z7t + DVt+1
Ext 11 Xt L "yt
Tn,t
z rr
oo = H| |+ ™ (63)
X¢ t?”t
try |

where z; is a vector of predetermined exogenous variables, x; are non-predetermined
variables, and o, is a vector of outputs.'® Matrices A, B, etc are functions of model
parameters. Rational expectations are formed assuming an information set

{#1,5, 22,5, s}, s < t, the model and the monetary rule. Details of the linearization are

provided in Appendix B.

G. The Small Open Economy

Following Felices et al. (2006), we can now model a SOE by letting its relative size in
the world economy n — 0 whilst retaining its linkages with the rest of the world (ROW).
In particular the demand for exports is modeled in a consistent way that retains its
dependence on shocks to the home and ROW economies. We now need a fully
articulated model of the ROW. From (7) we have that w — w and w* — 1 as n — 0.
Similarly for investment we have w; — w; and w; — 1 as n — 0. It seems at first
glance then that the ROW becomes closed and therefore exports from our SOE must be

zero. However this is not the case. Consider the linearized form of the output demand

8We define all lower case variables as proportional deviations from this baseline steady state except for
rates of change which are absolute deviations. That is, for a typical variable Xy, z; = X*X;X ~ log (%)
where X is the baseline steady state. For variables expressing a rate of change over time such as the
nominal interest rate r,, ; and inflation rates, z; = X; — X.
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e e * * . %
Yo = acmCztt oo uCzy+ QopCzy + Qrple + O gty + QGG

+ [wlacu +ag )1 —wz) + prag gwWy + pragu(l — wi) + prag pwil64)

— [ (agp(l = Wy) + pacrwz + pra p(1 — Wi) + prag pwilT:

* * e e * - . * sk
Yy = Qg pCzy +acrCze + 0o pCy + Qg ply + arrty + agg;

where the elasticities and their limits as n — 0 are given by

arg =

oo rp =

w(l —s.)C _ w(l —s.)C
Y Y
ws.C ws.C
ﬁ
Y Y
(I1—-w"C* (1—n)Y* (1—-wHC* Y*
—
Y+ nyY Y+ Y
G
Y
W]I wII
Y Y
(I—-wpl* (1-n)Y* . (1— w})[*ﬁ
Y nyY Y+ Y
H
Y+ Y+
0
(1-w)C nY

Y  (-ny
(1 —w)(1 —&°)nkk, nY

0
3 1—ny*
G*
Y*
W}I* I*
_)
Y* Y=

(1—wp)I nY
Y+ (1—-n)Y*

— 0

(65)

Thus we see that from the viewpoint of the ROW our SOE becomes invisible, but not

vice versa. Exports to and imports from the ROW are now modeled explicitly in a way

that captures all the interactions between shocks in the ROW and the transmission to the

SOE.
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H. Calibration
1. Home Bias Parameters

The bias parameters we need to calibrate are: w, w*, wy and wj. Let in the steady state
C* = s.C be consumption by entrepreneurs, and ¢, = % Let ¢Simports be the GDP share
of imported consumption of the foreign (F) consumption good. Let ¢S¢zports be the GDP

share of exports of the home (H) consumption good. Then we have that

C wC
ac = =7 = (¢~ csumons) (1~ 5.
. Cy® wCe
Gon T Ty T Ty T (y = CSimports )Se
R

Similarly for investment define ¢5;,,pors t0 be the GDP share of imported investment of
the F investment and i5.;p0rs be the GDP share of exports of H investment good. Then

with i, = £, we have

Iy wil
arg = 7 - 7 = by — 1Simports
. I, (1—wpl* Y* .
Orpg = 7 - Y+ % = 1Sexports

in the steady state. We linearize around a zero trade balance 7'5 = 0, so we require
CSimports + isimports = CSexports + isemports (66)

in which case ac.g + a¢ g + ac g + arg + o g = ¢y + iy as required. Thus we can
use trade data for consumption and investment goods, consumption shares and relative
per capita GDP to calibrate the bias parameters w, w*, wr and wj. We need the home
country biases elsewhere in the model, but for the ROW we simply put w* = w; =1

everywhere else, so these biases are not required as such.
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2. Calibration of Household Preference Parameters

We now show how observed data on the household wage bill as a proportion of total
consumption, real money balances as a proportion of consumption and estimates of the
elasticity of the marginal utility of consumption with respect to total money balances can

be used to calibrate the preference parameters o, b and 6 in (61).

Calibrating parameters to the BG steady state, we first note that from (21) we have

(-HWQA-1L) _  od
n PO C@C(l—g)

(67)

In (67), ‘g—CL is the household wage bill as a proportion of total consumption, which is
observable. From the definition of ® in (62), we have that
P (1—b)cz' " +b

Cdo b (68)

C(1—h
where cz = %

is the “effective-consumption” —real money balance ratio (allowing
for external habit). From (61), the elasticity the marginal utility of consumption with

respect to total money balances, W say is given by

ZUcy W:(l—b)[(l—g)(l—ﬂ)—“r%
Uc bzt +1—b

(69)

From the first-order conditions in the steady state (A.30) and (??) with R, = R, = R

we have b(l " ) LR
—hc) 1 1+
- cz" 0 = R (70)
W(1-L)
PC

0. The calculations for these parameters for the calibrated values of o, 3, g, h¢,

Thus given o, (3, g, he, , cz and ¥, equations (67)—(70) can be solved for g, b and
W(1-L)

PC

and cz are out in Appendix C!° of ¥ € [0,0.01]. Since ¥ > 0 we impose on our

calibration the property that money and consumption are complements.

9See ?, chapter 2 for a discussion of this parameter.
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3. Remaining Parameters

As far as possible parameters are chosen based on quarterly data for Chile. Elsewhere
the parameters reflect broad characteristics of emerging economies. A variety of sources
are used: for Chile we draw upon Kumhof et al. (2008) (KL) and Medina et al. (2007a),
Medina et al. (2007b) (MS). For emerging economies more generally and for parameters
related to the financial accelerator we use Gertler et al. (2003, ”’GGN”) and Bernanke et
al. (1999, "BGG”). The rest of the world is represented by U.S. data. Here we draw upon
Levin et al. (2006) (LOWW). In places we match Chilean with European estimates using
Smets and Wouters (2003) (SW). Appendix C provides full details of the calibration.

III. MONETARY POLICY INTEREST RATE RULES

In line with the literature on open-economy interest rate rules (see, for example, Benigno
et al. (2004), we assume that the central bank in the emerging market bloc has three
options : (i) set the nominal interest to keep the exchange rate fixed (fixed exchange rates,
“FIX”); (ii) set the interest rate to track deviations of domestic or CPI inflation from a
predetermined target (inflation targeting under fully flexible exchange rates, "FLEX(D)”
or "FLEX(C)”); or, finally (iii) follow a hybrid regime, in which the nominal interest
rates responds to both inflation deviations from target and exchange rate deviations from
a certain level (managed float, "THYB”). Many emerging market countries follow one or

another of these options and most are likely to in the near future. Formally, the rules are:

Fixed Exchange Rate Regime, ”’FIX”. In a simplified model without an exchange rate

premium analyzed in section 4 we show this is implemented by
Tnt = 7”:;,5 + 935t (71)

where any 6, > 0 is sufficient to the regime. In our full model with an exchange rate
premium, we implement "FIX” as a "HYB” regime below, with feedback coefficients
chosen to minimize a loss function that includes a large penalty on exchange rate
variability. (Note that values for the loss function reported below remove the latter

contribution).
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Inflation Targets under a Fully Flexible Exchange Rate, ’FLEX(D)” or ”FLEX(C)”.

This takes the form of Taylor rule with domestic or CPI inflation and output targets:

Tnt = Prot—1+ 0T+ 0y (72)
Tnt = Prog—1+ 01 + 0,y (73)

where p € [0, 1] is an interest rate smoothing parameter.
Managed Float, ’HYB”. In this rule the exchange rate response is direct rather than

indirect as in the CPI inflation rule, (73):2°

Tnt = PTng—1 + OxTmy + 0,y + 055¢ (74)

In all cases we assume that the central bank and the fiscal authorities in the emerging
market bloc enjoy full credibility. Although this assumption may have been considered
heroic a few years ago, today there are several emerging market countries that have
succeeded in stabilizing inflation at low levels and have won the trust of private agents,
including economies with a history of high or hyper-inflation (e.g. Brazil, Israel, Peru
and Mexico, among others. See IMF (2006). Accounting for imperfect credibility of the
central bank remains nonetheless important for many other emerging market countries,
and can lead to higher stabilization costs than under full credibility (under inflation
targeting and floating exchange rate, see Aoki et al (2007) or even sudden stops and

financial crises (under fixed exchange rates, see IMF (2005)).

20Rule (73) describes one of many possible specifications of a managed float, namely one where the central
bank resists deviations of the exchange rate from a certain level-considered to be the equilibrium—as well
as deviations of inflation from target and output from potential. An equally plausible specification involves
a feedback on the rate of change of the exchange rate, in which case the central bank aim is to stabilize
exchange rate volatility, i.e. the pace at which the domestic currency appreciates or depreciates over time.
For a discussion see Batini et al. (2003). To limit the number of simulations and results to be compared,
here we limit ourselves to one specification only.
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IV. FISCAL RULES

First we rewrite the government budget identity (53) in terms of the market price of

bonds Bg, = P Bg to give
BG,t =1+ Rn,tfl)BG,tfl +G, -1, = BG,tfl — F'S, (75)

where F'S; is the fiscal surplus. In terms of GDP ratios this can be written as

A

Ba éa,tq Gy T, Ba,tq FS,

— (1+ Ry + - = - (76)
Puyi TR Y, PuYi T Padi Palti
defining a growth-adjusted real interest rate R, , ; over the interval [t — 1,¢] by
1+ R4
14+ Ryi1 = i (77)

(14 7mme)(1+ Aye)

where 7y = PH’]Z;—IEH is the home price inflation rate and Ay, = % is output
growth.
Given a target steady-state government debt-to-GDP ratio Pi—%,, the steady state primary
(PS) and overall fiscal surpluses are given by
Ps T-G B
LS _ I=6)_p Ba (78)

FS ( _1> Bg

(79)

Thus if inflation and growth are zero the steady state fiscal surplus is zero, but if inflation
and/or growth are positive, then a steady state fiscal deficit (but positive primary surplus)

is sustainable.

In the exercises that follow fiscal policy is carried out in using a component of taxation
as the instrument, keeping government spending exogenous. Then we can write total tax
revenues as a sum of the chosen instrument 7}/ plus remaining non-copper taxes 7}/

which change endogenously at fixed tax rates plus copper revenue TCOP, ; i.e,.

T, =T/ + TN 4+ TCOP, (80)
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where TCOP, = TCOch’tWPt. Since it is desirable to avoid frequent changes of
distortionary taxes, our chosen tax instrument consists of flat-rate tax receipts paid by
Ricardian households (1 — A\)T'F,; minus flat-rate transfers to constrained households
AT'F} ;. Thus we have

T! = (1 — \)TF,, — ATFy, (81)

All other tax rates are kept fixed at their steady-state values.?!

We consider tax rules that acknowledge the following: while interest rates can be set
very frequently, often monthly, fiscal policy is set less frequently and involves an
implementation lag. We assume in fact that the fiscal authority set tax rates every two
periods (quarters in our calibration) whereas the central bank changes the nominal
interest rate every period. This means in quarter ¢, a state-contingent fiscal policy can
only respond to outcomes in quarter ¢t — 1 or earlier. It follows that the fiscal instrument
Taylor-type (fixed feedback) commitment rule that is compatible with a two-period fiscal

plan must take one of two forms

T = (%) (82)
T = f(E(X)) (83)

where X, is a vector of macroeconomic variables that define the simple fiscal rule. We
can express the rule in terms of adjustments to the two groups of households by writing

(81) in linear-deviation form

MTF 1—MNTF
1tf1t+( ) 2tfy, (84)

tf = —"—Fr —
teopr T! :

where t! = #, tf,; = (T'Fy, — TFy)/TF) etc are proportional changes in tax
receipts relative to steady state values. We assume that
k
thhy —pui—1 = —m(tfzt — PHi-1) (85)

k
thh, — B 1pry = —m(tfz,t — By apmy) (86)

21 An alternative instrument choice would be government spending. In our welfare-based analysis, this
would require us to model the welfare implications of changes in government spending. We have chosen
not to undertake this approach, but we anticipate that the results would not change dramatically.
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corresponding to forms (82) and (83) respectively. Thus fiscal expansion (contraction)
involves reducing (increasing) real taxes for group 2 and increasing (reducing) real
transfers to group 1. If £ = 0 all the adjustment is borne by the unconstrained second
group and if £ = 1 by the constrained first group. In our results we put £ = 0.5. It

remains to specify the rule for ¢ fo ;.

A. A Conventional Fiscal Rule

The form of our first fiscal rule is fairly standard: real tax receipts as a proportion of GDP

Bg,t
Py Yy’

feeds back on government debt as a proportion of GDP, and output, Y;. Denoting

ba: = % — Fi—Gy, the fiscal rule in linearized form corresponding to (82) and (83) is

thoy = pri—1+ (14 ay)yi—1 + gba i1 (87)
thy = Eii1[pu+ (14 ay)y + apgbe ] (88)

B. The Structural Fiscal Surplus Rule

Chile is a strong commodity exporter, and its fiscal policy is designed to isolate fiscal
spending from the large and unpredictable fluctuations in fiscal revenues that can ensue
from swings in the price of its main exported commodity. Thus Chile’s fiscal rule, based
on an explicit target for the structural surplus, is interesting for emerging markets that
depend heavily on exports of commodities. In practice, Chile’s Structural Fiscal Surplus

Rule (SFSR) is a targeting rule for the fiscal surplus of the form
FSt =FS + Qg (th — ﬁl + T;NI - ﬁNI> + Qeop <TCOPt — ’lfO\Pt> (89)

where F'S denotes the BGP steady state, o, and v, are constant feedback parameters
set by the fiscal authority and na IA’tN I and TCOP, are revenues ‘at potential’; i.e., at

current tax rates, but steady state levels of the economy.
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Noting by definition that YA’tN I' = TN (but j\’tl £ T1) and TCOP, = TCOP, we can now

combine (76), (80) and (89) to obtain a fiscal instrument rule of the form

A< CZWtI ) _ Oltar A j\’tf _A( thNI ) B (1_acop) A (TCOPt>
Py .Yy 1 — ougn Py .Yy Py .Yy 1 — aiae Py .Y,

1 Rui 1By G
4 A( 1-1DPGt 1+ t ) (90)

(1 - atax) PH,th PH,th

where AX; = X, — X denotes the deviation of the variable X; about its BGP steady
state. Notice if the instrument is either of the two lump sum taxes/subsidies T'F} ; or

T Fy, then T} = T and the rule becomes

T! TNI TCOP
A t ) :—1—aazA( L )—1—%A( t)
<PH,m -aw)d (B y,) ~ DA P,
Rut1Baya Gy
+ A : — 4 91
( P PH,th> oy

Thus for aya, € [0, 1) the rule adjusts the tax instrument in a negative direction in
response to a rise in non-instrument tax and copper revenues, but positively to a rise in
government spending and interest payments on accumulated debt. With an appropriate
choice of ay,, € [0, 1), it is the latter feature that stabilizes the government debt-to-GDP
ratio about a BGP steady state with F'S; = F'S.

In linear form the SFSR becomes

1

trlfl = PHY <t1{ - pH,t - yt)
= (1 = apa)tr¥ — (1 — Qepp)te, + _ bgi—1 + B¢ , 1+ gr
tax t cop t /6(1 + g) Jt— PHY g,t— t
(92)
where tr; = ( Pj{y; — %) is the absolute deviation of flat-rate tax receipts as a

proportion of GDP with ¢r!, tc;, bg 41 and gr; similarly defined. However this form of
the rule requires period-by-period state-contingent changes to the tax instrument.

Substituting (84) and (85), the two forms of the rule that allow for a two-period fiscal
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planning horizon as in (82) and (83) are

1 [ KNTF -
PuY ((1 - ”TB) (far = pre) = pyther = (1= )t = (1= e
+ L 1) T Ba n
s Ba | )
B(1+g) Gi-1 T p oy et T I
(93)
1 [ kXTF -
PHY ((1 - kl) + (1 — A)’I‘FQ) (tf27t - Et—lpH,t) = _P[{—YEt—lyt o (1 - Oétaz)Et_ltriVI
1
= (1 — acyp) Bt - 1) b~.
(1= anm it + s =1) e
B
t py ot B

(94)

V. IMPOSING THE NOMINAL INTEREST RATE ZERO LOWER BOUND

We now modify our interest-rate rules to approximately impose an interest rate ZLB so
that this event hardly ever occurs. Although so far only a few emerging market countries
have experienced deflationary episodes (Peru and Israel in 2007 are examples of this),
most inflation-targeting emerging market countries have chosen low single digit inflation
targets (see IMF, 2005), which makes the design of rules robust to ZLLB problems
germane. Our quadratic approximation to the single-period loss function can be written
as Ly = y;Qy, where y, = [z},x;]’ and @ is a symmetric matrix. As in Woodford (2003),
chapter 6, the ZLB constraint is implemented by modifying the single period welfare
loss to Ly + w,r? ,. Then following Levine et al. (2007), the policymaker’s optimization
problem is to choose w, and the unconditional distribution for r,, ; (characterized by the
steady state variance) shifted to the right about a new non-zero steady state inflation rate
and a higher nominal interest rate, such that the probability, p, of the interest rate hitting
the lower bound is very low. This is implemented by calibrating the weight w, for each
of our policy rules so that zy(p)o, < R, where zy(p) is the critical value of a standard
normally distributed variable Z such that prob (Z < zy) = p, R, = m 14 7*1is
the steady state nominal interest rate, 0> = var(r,,) is the unconditional variance and 7*
is the new steady state inflation rate. Given o, the steady state positive inflation rate that
will ensure 7, ; > 0 with probability 1 — p is given by??. Our approach to the ZLB

221f the inefficiency of the steady-state output is negligible, then 7* > 0 is a credible new steady state
inflation rate. Note that in our LQ framework, the zero interest rate bound is very occasionally hit. Then
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constraint (following Woodford, 2003) in effect replaces it with a nominal interest rate
variability constraint which ensures the ZLB is hardly ever hit. By contrast the work of a
number of authors including Adam et al. (2007), Coenen et al. (2003), Eggertsson et al.
(2003) and Eggertsson (2006 study optimal monetary policy with commitment in the
face of a non-linear constraint 7; > 0 which allows for frequent episodes of liquidity

traps in the form of 7, = 0.

L ;- 1) x 100, 0] (95)

e e

In our linear-quadratic framework we can write the intertemporal expected welfare loss
at time ¢ = 0 as the sum of stochastic and deterministic components, €}y = §~20 + Q.
Note that ) incorporates in principle the new steady state values of all the variables;
however the NK Phillips curve being almost vertical, the main extra term comes from the
72 term in (D.30). By increasing w, we can lower o, thereby decreasing 7* and reducing
the deterministic component, but at the expense of increasing the stochastic component
of the welfare loss. By exploiting this trade-off, we then arrive at the optimal policy that,

in the vicinity of the steady state, imposes the ZLB constraint, r; > 0 with probability
1—np.

VI. OPTIMAL MONETARY AND FISCAL POLICY WITH FINANCIAL FRICTIONS

How do financial frictions in emerging market economies affect the transmission
mechanism of monetary and fiscal policy and the subsequent contributions of each to
stabilization in the face of shocks? To answer this question we parameterize three
representations of the model with increasing frictions and solve them subject to the
corresponding optimal monetary and fiscal policy rules based on maximizing the
household’s utility. This then provides a benchmark against which to assess the welfare
implications of the fixed-exchange rate regime and various Taylor-type flexible exchange

rate rules alongside the fiscal policy.

We adopt a linear-quadratic framework for the optimization problem facing the monetary
authority. This is particularly convenient as we can then summarize outcomes in terms of

unconditional (asymptotic) variances of macroeconomic variables and the local stability

interest rate is allowed to become negative, possibly using a scheme proposed by Gesell (1934) and
Keynes (1936)
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and determinacy of particular rules. The framework also proves useful for addressing the

issue of the zero lower bound on the nominal interest rate.

Following Woodford (2003), we adopt a ’small distortions” quadratic approximation to
the household’s single period utility which is accurate as long as the zero-inflation steady
state is close to the social optimum. There are three distortions that result in the steady
state output being below the social optimum: namely, output and labor market
distortions from monopolistic competition and distortionary taxes required to pay for
government-provided services. Given our calibration these features would make our
distortions far from small. However there is a further distortion, external habit in
consumption, that in itself raises the equilibrium steady state output above the social
optimum. If the habit parameter h is large enough the two sets of effects can cancel out
and thus justify our small distortions approximation. In fact this is the case in our

calibration.?

Results obtained below are for a single-period quadratic approximation L; = y,Qy,
obtained numerically following the procedure set out in From Appendix D. Insight into
the result can be gleaned from the special case where there are no oil inputs into
production or consumption and copper is not a production input either. Then the
quadratic approximation to the household’s intertemporal expected loss function is given
by

Q=E|1-0)Y_ ﬁtLt] (96)
=0
where
¢ — hoci—q 2 ¢ — hoci—q
2L, = w, (ﬁ) W, T+ Wy (# L +wl}
+ wilkio1 — )% — WayYsas + WeirCiyTy + Wesrcl sy + wwﬁﬂt 97)

cip = pw(l —wleye + p(l —w)eye; + prwr(l — wr)iyic + pp(1 — wp)iyiy
c; — he;_4 Ly

s el S

] (I=0)or—r

cds; = [(1—0)(1—p)—1 T

and the weights w.., w,, etc are defined in Appendix D. Thus from (97) welfare is
reduced as a result of volatility in consumption adjusted to external habit, ¢; — hoci—1;

the terms of trade, 73, labor supply /;, domestic inflation 75, and foreign shocks. There

2See Levine et al. (2007) and Levine et al (2008) for a discussion of these issues. The former paper
provides details of all the optimization procedures in this paper.
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are also some covariances that arise from the procedure for the quadratic approximation
of the loss function. The policymaker’s problem at time ¢ = 0 is then to minimize (96)
subject to the model in linear state-space form given by (63), initial conditions on
predetermined variables z; and the Taylor rule followed by the ROW. Our focus is on
stabilization policy in the face of stochastic shocks, so we set z; = 0. The monetary
instruments is the nominal interest rate and the fiscal instrument consists of flat-rate
taxes net of transfers. By confining fiscal policy to flat-rate taxes on Ricardian
households only we eliminate its stabilization contribution; this we refer to as “monetary

policy alone”. Details of the optimization procedure are provided in Levine et al. (2007).

We parameterize the model according to three alternatives, ordered by increasing

degrees of frictions:

e Model I: no financial accelerator and no liability dollarization. (xg = xp = 0,
©=0"=0,¢,=c¢,=0,p=1). This is a fairly standard small open-economy
model similar to many in the New Keynesian open-economy literature with the
only non-standard features being a non-separable utility function in money
balances, consumption, and leisure consistent with a balanced growth path and a
fully articulated ROW bloc;

e Model II: financial accelerator (FA) only; (xs, x5 < 0, ©,0* > 0, €, €, # 0,
p=1).

e Model III: financial accelerator (FA) and liability dollarization (LD), assuming
that firms borrow a fraction of their financing requirements 1 — ¢ € [0, 1] in
dollars.(xg, x5 < 0, 0,0 >0, 6,65 # 0, 0 € [0,1))

We subject all these variants of the model to nine exogenous and independent shocks:
total factor productivity (a;), government spending (g;) in both blocs; the external risk
premium facing firms, €p; in the home country; a copper price shock; an oil shock; a risk
premium shock to the modified UIP condition, €;77p;; and a shock to the foreign interest
rate rule €}, ,. The foreign bloc is fully articulated, so the effect of these shocks impacts
on the domestic economy through changes in the demand for exports, though since the
domestic economy is small, there is no corresponding effect of domestic shocks on the
ROW.
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The foreign bloc is closed from its own viewpoint so we can formulate its optimal policy
without any strategic considerations. Since our focus is on the home country we choose
a standard model without a FA in the foreign bloc and very simple monetary and fiscal

rules of the form

Tz,t = P*T:L,t—1 + Q:W;,t + H;yf + 6:,t (93)
tf2*,t = p*F,t—l + Y1+ O‘Zg *G,t—l 99)
tf{,t = p*F,t—l - (tf;,t - p*F,t—l) (100)

Maximizing the quadratic discounted loss function in the four parameters p* € [0, 1],
0x € [1,101,** a3, a;, € [0, oo] and imposing a ZLB constraint in a way described in
detail below for the home country, we obtain for the calibration in that bloc: p* =1,

05 = 10, 6, = 0 and a;, = 0.87. The optimized monetary rule then is of a difference or
“integral” form that aggressively responds to any deviation of inflation from its zero

baseline but does not react to deviations of output.?

With the foreign bloc now completely specified we turn to policy in the home country.
Table 2 sets out the essential features of the outcome under optimal monetary and fiscal
policy and their relative contributions to stabilization. There are no ZLB considerations
at this stage. We report the the conditional welfare loss from fluctuations in the vicinity
of the steady state for optimal monetary and fiscal policy and for monetary policy alone
as we progress from model I without a financial accelerator (FA) to model III with the
FA alongside liability dollarization (LD). We also report the long-run variance of the

interest rate.

To assess the contribution of fiscal stabilization policy we calculate the welfare loss
difference between monetary policy alone (©2)7) and monetary and fiscal policy together
(Q2)7F). From Appendix D in consumption equivalent terms this is given by

MF (@ =5

= 1072 (% 101
O s Tr i s Pl (1oh

The results appear to indicate that the stabilization role of fiscal policy is rather small,

2*We restrict our search to 7 € [1,10]: the lower bound ensures the rule satisfies the ‘“Taylor Principle’ for
all p and the imposed upper bound avoids large initial jumps in the nominal interest rate.

5The latter feature is a common one in the DSGE literature - see, for example, Schmitt-Grohe et al (2005).
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but increases as financial frictions are introduced. At most in model III with both a FA
and LD the consumption equivalent contribution of fiscal policy is at most around 0.1%.
However this conclusion is misleading because we have ignored the ZLB constraint. The
high variances reported in Table 1 indicate a very frequent violation of this constraint in

the model economies under these optimal policies.

A. Imposing the ZLB

Table 3 imposes the ZLLB constraint as described in the previous section. We first
consider monetary policy alone. We choose p = 0.001. Given w,, denote the expected
inter-temporal loss (stochastic plus deterministic components) at time ¢ = 0 by Qo(w,.).
This includes a term penalizing the variance of the interest rate which does not
contribute to utility loss as such, but rather represents the interest rate lower bound
constraint. Actual utility, found by subtracting the interest rate term, is given by 24(0).
The steady-state inflation rate, 7*, that will ensure the lower bound is reached only with
probability p = 0.001 is computed using (95). Given 7*, we can then evaluate the
deterministic component of the welfare loss, (2. Since in the new steady state the real
interest rate is unchanged, the steady state involving real variables are also unchanged,
so from (97) we can write Qy(0) = w,m*?.2

The optimal policy under the constraint that the ZLB is violated with a probability

p = 0.001 per period (in our quarterly model, once every 250 years) occurs when we put
w, = 3.75 and the steady state quarterly inflation rises to 7" = 0.29.

Notation: 7* = max[2(p)o, — (5,5 — 1) * 100, 0] = max[3.000, — 2.44, 0] with
p = 0.001 probability of hitting the ZLB and 3 = 0.99, g,,, = —0.014.
0= %wﬂr” = 3.8297*2. Q = Q 4 Q = stochastic plus deterministic components of the

welfare loss.

Table 4 repeats this exercise for monetary and fiscal policy together. With the benefit of
fiscal stabilization policy the ZLB constraint is now more easily imposed at values

w, = 0.5 and without any rise in the inflation rate from its zero baseline value. Figure 1

26The ex ante optimal deterministic welfare loss that results from guiding the economy from a
zero-inflation steady state to 7 = 7* differ from €2 (0) (but not by much because the steady-state
contributions by far outweighs the transitional one)
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presents the same results in graphical form with Figure 2 providing analogous results for
Model III.

Finally in this subsection we return to the question of how much stabilization role there
is for fiscal policy, but now with the ZLB imposed. Table 5 recalculates the consumption
equivalent contribution of fiscal stabilization with a ZLB. We now find this contribution
to be significant, rising from ¢, = 0.10% to ¢, = 0.64% as we move from Model I to
Model I1I.
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Figure 1. Imposition of ZLB: Model I
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Figure 2. Imposition of ZLB: Model 111
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B. Welfare Decomposition

Which shocks contribute the most to the welfare loss under optimal monetary and fiscal
policy? We address this question in the three models by subjecting them to the nine
shock processes one at a time. Table 6 shows the ‘welfare decomposition’ as %

t.2” From the table we

contributions to the whole welfare loss when all shocks are presen
see that in Model I (no FA) the home productivity shock and the oil and copper price
shocks contribute almost 96% of the loss from fluctuations. In model II with the FA this
comes down by about 20%, the contribution from the volatility of the risk premium.
Adding LD in model IIT (with 25% of firms’ finance requirements in dollars) has a
dramatic effect on the decomposition. Now the contribution of foreign demand (g;) and
supply (a)) rise from 2.3% to almost 46%. These shocks impact on the FA through

fluctuations in the real exchange rate and consequently net worth if there is LD.

Crucial to the understanding of the effects of the FA and LD is the behavior of the net
worth of the wholesale sector. In linearized form this is given by
§e

1 k
"= e ot (L O) (L Ry

+ (1 — n%) [(1+R)01 + (1 +O)(pri1 + (L — @) (rf_y + (L + R)(rery — rery 1)) }
(102)

where the ex ante cost of capital is given by ¥ . In (102) since leverage i > 1 we can
see that net worth increases with the ex post return on capital at the beginning of period t,
rk |, and decreases with the risk premium 6;_; charged in period ¢ — 1 and the the ex
post cost of capital in home currency and dollars,

ori1 + (1 —)(r;_y + (1 + R)(rery — rer;_y)), noting that (rer; — rer;_y) is the real

depreciation of the home currency. Using
rig = (1= 08)g — (1+ R + (B* + 8)ai (103)

and starting at the steady state at t = 0, from (102) at ¢ = 1 we then have

=S @ dat (1= 2 ) @O -1+ Riren| 104

?TThis is analogous to a variance decomposition of the effects of each shock on the volatility of output.
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Thus net worth falls if Tobin’s Q falls and if some borrowing is in dollars (¢ < 1), we
see that a depreciation of the real exchange rate (rer; > 0) brings about a further drop in
net worth. However an appreciation of the real exchange rate (rer; < 0) will offset the
drop in net worth. Output falls through two channels: first, a drop in Tobin’s Q and a
subsequent fall in investment demand and, second, through a reduction in consumption

by entrepreneurs.

C. Impulse Responses

Insights into the working of optimal monetary and fiscal policy and of the transmission
mechanism can be obtained deriving impulses responses of the model(s) following an
unanticipated 1% negative productivity shock in Figure 3. Large welfare losses are
associated with inflation so to prevent this happening both monetary and fiscal policy are
tightened by raising the nominal interest rate (r,, ;) and flat rate taxes as a proportion of
GDP (t1). As we introduce financial frictions and proceed from model I to model III,
monetary policy becomes more constrained by the ZLLB and fiscal policy plays a bigger
role. Both the nominal and the expected interest rate falls with financial frictions and this
offsets the downward effect on investment to some extent. Output falls as a direct result
of the fall in productivity and indirectly owing to the fall in capital stock. This downward
effect is offset by an increase in labor supply. In models I and II the real exchange rate
appreciates, but in model III with LD a drawn out period lasting about 20 quarters sees
the nominal interest rate drop below the baseline (r,, ; becomes negative) causing both
the nominal and real exchange rate to depreciate (rer; becomes positive). This offsets
the negative impact on investment of the FA plus the rise in foreign liabilities

denominated in dollars.
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Figure 3. Impulse Reponses to a -1% Technology Shock. Models I, 1I and III.
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VII. THE PERFORMANCE OF OPTIMIZED SIMPLE RULES

The optimal monetary and fiscal policy with commitment considered up to now can be
implemented as feedback rules but, as now acknowledged in the literature, the form
these take is complex and would not be easy to monitor (see for example, Levine et al
(1987a), Currie et al.(1993), Woodford (2003)). This point has added force when the
need for a planning horizon of more than one period for fiscal policy is introduced into
policy design. We therefore turn to simple rules and examine the ranking of various
options and the extent to which they can match the fully optimal benchmark. For
monetary policy we examine two of the options discussed in section 3: FLEX(D) where
the nominal interest rate responds to current domestic inflation, 7, and output, ¥, as in
(72); and the fixed exchange rate regime as in (71). In the first set of exercises the fiscal
rule is the conventional type of the form (85) (with £ = 0.5) and (87) which allow tax
changes to be planned two periods ahead. We now maximize the quadratic discounted
loss function in the five parameters p € [0, 1], 6, € [1,10], 8,, «,, apg € [0, 5] and

impose the ZLB constraint as before.

Table 7 summarizes the outcomes under this combination of rules. In addition to the the
measure ¢ which as before quantifies the the contribution to welfare of fiscal
stabilization in consumption equivalent terms, we provide a further measure of the costs
of simplicity as opposed to implementing the fully optimal benchmark. Denoting the
latter by OPT and any simple rule by SIM, this is given by

SIM __ Qg™ —p"")

= 1072 (% 105
T U g hoye, W (10

Using this measure we see from Table 7 that the ability of the optimized simple rule to
closely match the fully optimal benchmark deteriorates sharply as financial frictions are
introduced rising from 0.12% in Model I to 0.66% and 2.07% in Models II and IIT
respectively. The primary reason for this lies in the existence of a lower bound on o2 as

w, is increased. This is demonstrated in Figures 4 and 5.

What is the welfare cost of maintaining a fixed rate (FIX) and what are the implications
of this regime for fiscal policy? We address these questions by introducing the interest

rate rule (71) alongside the same simple fiscal rule as before. Table 8 sets out the
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outcome after imposing the ZLB.?®. Under FIX there is no scope for trading off the
variance of the nominal exchange rate with other macroeconomic variances that impact
on welfare. Thus the only ways of reducing the probability of hitting the lower bound are
to shift the stabilization burden onto fiscal policy or increase the steady state inflation
rate. This imposes a very large welfare losses® in all models which as before increase as
financial frictions are introduced. This feature is reflected in the very large costs of
simplicity ¢M¥" which rise from almost 5% to over 11% as we progress from model I to
III. The higher values for the measure of the role of fiscal policy, cé” F_indicate the shift

to fiscal means of stabilization.

Of course faced with these results there is an alternative of full dollarization, for example
via a currency board, that would simply result in r,, ; = r, , and the ZLB then ceases to
be a concern for the domestic country. However this would still leave a significant
welfare losses only slightly lower that those of the FIX regime. These can be calculated
from the purely stochastic components of the welfare loss, Qo and the corresponding

consumption equivalent measures ¢} and ¢,

Z8Note there is no ‘optimal’ FIX regime since the parameter 6, is simply set at a value sufficiently high to
ensure a fixed exchange rate.

PIt is of interest to compare these losses with ‘minimum stabilization’ that stabilizes the model economy
with a very low interest rate variability. One candidate for such a rule is Ar,, ; = 0.017 g, alongside no
fiscal stabilization. Then for model I we find o = 101, 62 = 0.003 and ¢’ = 7.0%, an outcome rather
worse than the FIX regime. Thus the latter provides some stabilization benefit.
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Figure 4. Imposition of ZLB: Flex(D)+Conventional Fiscal Rule, Model I
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We have now established that domestic inflation targeting, FLEX(D), alongside a
counter-cyclical simple fiscal rule stabilizes the model economy far better than a fixed
exchange rate regime. Two questions now remain: would a compromise ‘managed float’
of the type (74) improve upon FLEX(D)? How does CPI inflation targeting FLEX(C),
the usual form of the target, compare with FLEX(D)?

Given the very poor performance of FIX one would not expect a hybrid regime to
improve matters; nor do we expect a target that implicitly includes an element of an
exchange rate target to outperform the domestic target. Indeed we find this to be the
case. We find that the optimal feedback parameter in (74), 6, with a ZLLB imposed to be
zero across all three models. Results for FLEX(C) are reported in Table 9. These
confirm the FLEX(D) is vastly superior to FLEX(C); the costs of simplicity ¢5'™ now
rise from 1.41% to 3.37% as we proceed from model I to model III compared with
0.12% to 2.07% for FLEX(D). CPI as opposed to domestic inflation targeting has a

welfare cost of over a 1% permanent fall in consumption from the steady-state.

Finally we consider the stabilization performance of the SFSR in the form (93) alongside
a FLEX(D) monetary interest rate rule as in Table 7. It turns out that in this exact form
its performance is very poor. Instead we consider a modified SFSR without any feedback
on government spending shocks:

TI
PyY

1 kATF
( . Y—1 — (1 - Oétax)trt]\ill - (1 - Oécop>tct71

1—-MTF fo, — _
PyY (1—k)+( A 2) (tfoy = Pra-1)

1 B¢
—— — 1) b1+ =T 106

This form of the SFSR implies that the fiscal surplus defines in (89) must be defined with
government spending assumed to be at its steady state. With this modification we see
from Table 9 that the optimized SFSR has a very similar outcome to that of the
conventional fiscal rule, but with the advantage that it can be formulated in terms of a
state-contingent fiscal surplus rule as in (89) and so has added transparency. It involves a
very active response to endogenous and copper taxes a with ay,, above unity and o,
below, but close to unity for Model I. In Models II and III this procyclical responses of
flat-rate taxes net of transfers is rather less and is switched to a monetary policy,

especially in model III.



47

VIII. CONCLUSIONS

Our results provide broad support for the “three-pillars” macroeconomic framework such
as that pursued by Chile in the form of an explicit inflation target, a floating exchange
rate and a counter-cyclical fiscal rule either of a conventional type or the SFSR actually
pursued in Chile. Domestic inflation targeting is superior to partially or fully attempting
to stabilizing the exchange rate. Responding to the exchange rate explicitly or implicitly
makes it more expensive in terms of output variability to stabilize inflation. A model
corollary is that stabilizing domestic inflation (e.g., measured by changes in the producer
price index) enhances welfare outcomes somewhat, since stabilizing changes in the
consumer price index implies a partial response to the exchange rate via imported

consumer goods.’

Financial frictions increase the costs of stabilizing the exchange rate, as shown in GGN
and Batini et al. (2007), because the central bank cannot offset a drop in net worth by
allowing the exchange rate to adjust. Emerging markets faced with financial frictions

should thus fear to fix” rather than “’fear to float”.

Results for optimal monetary and fiscal policy compared with monetary stabilization
alone indicate that potentially fiscal stabilization can have a significant role and more so
if there are financial frictions. However the ability of best simple optimized counterpart
to mimic the optimal policy deteriorates sharply as we first introduce the financial
accelerator in model II and then liability dollarization in model III. This suggests that
future research should explore alternative rules that respond to indicators of financial
stress such as the risk premium facing firms in capital markets. Furthermore, given the
sharp deterioration of the stabilization performance of both optimal policy and optimized
rules as LD is introduced, future developments of the model could usefully attempt to
endogenize the decision to borrow in different currencies.?! Finally, although we have
drawn upon consistent Bayesian-ML estimates (BMLE) using Chilean data for the core
model, and US data for the ROW, a BMLE of all three variants of the model, using data

30This finding is inherent in the type of models employed by this chapter and does not suggest a different
monetary policy objective, given that it is contingent on maximization of the utility of the representative
agent as opposed to non-utility-based loss functions used elsewhere in the literature.

31 Armas et al (2006), chapter 2 provides some possible approaches to this challenge.



48

from a number of emerging SOEs, would both indicate the empirical importance of

various financial frictions and enhance our assessment of the implications for policy.*?

328ee Castillo et al (2006) for a BMLE assessment of transactions and price dollarization in a DSGE model
fitted to Peruvian data.



49

Table 1. Notation for Prices

Origin of Good Domestic Market Export Market (PCP) Export Market(LCP)
Home Pa Py’ = Py # 5
Foreign Py, PP = S,P;. Pt +# S, P

Table 2. Welfare Outcomes under Optimal Policy: No ZLB Constraint

Model M+F M cME
QY o? Qi o?

I 3.26 2.35 3.35 2.82 0.006

II 3.48 5.01 3.97 4.08 0.034

I 13.92 8.38 15.34 7.89 0.099

Table 3. Optimal Policy with a ZLLB Constraint: Monetary Policy Only for Model I

Wy o2 QO * Qo Qo
0.001 2.82 3.35 2.59 12.84 16.19
1.00 1.84 3.57 1.62 5.04 8.61
2.00 1.32 3.94 1.00 1.90 5.85
3.00 1.00 4.33 0.55 0.59 4.92
3.25 0.94 4.23 0.46 0.41 4.83
3.50 0.88 4.52 0.37 0.27 4.79
3.75 0.83 4.61 0.29 0.17 4.77
4.00 0.79 4.70 0.22 0.09 4.79




50

Table 4. Optimal Commitment with a ZLLB Constraint. Monetary Plus Fiscal Policy for

Model I
w, o? Qo * Qo Qo
0.001 2.35 3.25 2.16 8.93 12.18
0.25 0.86 3.26 0.33 0.21 3.47
0.50 0.55 3.27 0 0 3.27
0.75 0.40 3.29 0 0 3.29
1.00 0.31 3.30 0 0 3.30

Table 5. Welfare Outcomes under Optimal Policy: ZLB Constraint

Model M+F M cMF
Qo o2 " Qo o2 "

I 3.27 0.55 0.00 4.77 0.84 0.29 0.104

I 3.74 0.69 0.05 6.98 1.00 0.57 0.225

I 14.90 0.72 0.10 24.19 1.20 0.85 0.644

Table 6. Welfare Decomposition of Shocks(%)

Shock Model I Model II Model III
ag 54.2 434 12.4
ay 2.4 2.1 38.1
I 0.1 0.1 0.0
9; 0.1 0.1 13.5

Ecop 20.7 16.8 5.7
Eoil 20.9 15.5 19.9

Eurp 1.6 1.3 0.6
er 0.0 0.0 0.0
Ep 0 20.1 9.5
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Table 7: Welfare Outcomes under Optimized Simple Rules:
FLEX(D) with a Conventional Fiscal Rule. Models I, IT and III.

M+F M CEMF CESIM
Q | & |7 | [pbubhaea] | |6’ |7 | [p0:6]
I 50 | 09 | 03 [1,10,0,0.7,3] 59 1 0.5 | [1,10,0.05] | 0.06 0.12
0 | 132 1.7 | 1.5 | [1,10,0.0542] |13.6| 1.8 | 1.5 | [1,10,0.01] | 0.03 | 0.66
0 | 447 | 3.6 | 33 [1,403,53] | 58247 | 40| [1,78,0] | 093 | 2.07
Table 8: Welfare Outcomes under Optimized Simple Rules:
FIX with a Conventional Fiscal Rule. Models I, I and III.
M+F M CeMF ceSIM
Q | o | | [aeal Q o’ |
I 74 0.8 | 0.3 [10,-0.01] 84 08 03| 071 4.9
1I 136 | 1.1 | 0.7 | [6.3,-0.64] 152 1.0 | 0.6 | 1.16 9.2
111 175 | 24 | 2.2 [7.8,0.64] 191 24 | 2.2 1.09 11.1
Table 9: Welfare Outcomes under Optimized Simple Rules:
FLEX(C) with a Conventional Fiscal Rule. Models I, II and III.
M+F M CCMF eSIM
Q |6 |7 (0,000 t,] | Q| o | 7 [0,06,]
1 23 1.0 | 0.6 [1,4,0.3,5,1.5] 23.7 1 0.5 | [1,2.5,0.01] | 0.04 041
1I 35 1.5 1.2 [1,2,0.4,5,0.01] 36.7 | 1.8 | 1.5 | [1,2.6,0.4] 0.10 2.24
111 62 2.6 | 24 | [1,1.3,0.1,5,0.01] | 640 | 4.7 | 2.4 | [1,1,4,0.1] 0.12 3.37
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Table 10. Welfare Outcomes under Optimized Simple Rules: FLEX(D) with a Modified
SESR. Models I, II and III.

2 * SIM
Q() g, T [P, 07‘(7 eya Qax, acop] Ce

I 538 | 096 | 049 | [1.0,10.0,0.00, 1.10, 0.82] 0.15
i 13.19 | 176 | 153 | [L.0, 10.0, 0.06, 0.96, 0.90] 0.66
o | 46.74 | 358 | 322 | [1.0,4.13, 0.26, 0.97, 0.69] 2.21




53

APPENDIX I. THE STEADY STATE

The zero-inflation, BGP steady state with consumption, wholesale output, the wage and

capital stock are growing at a rate g per period, a balanced must satisfy

Kt+1 Y/t—&—l 01&—1—1 Wt+1
— = — = = = — = 1 —|— A.l
K, ., G W g (A
A
Yl 14 (1-m)g (A.2)
Ay

Since there are no investment adjustment costs at the steady state it follows that
Kigi=0—-8K,+1, (A.3)
It follows from (A.1) that
I =(9+0)K, (A4)

and hence the previous assumptions regarding S(-) become S(g + ¢) = g + ¢ and
S'(g+6) =1.

In what follows we denote the (possibly trended) steady state of X; by X. Then the rest
of the steady state is given by

PH 4
Cyp = wz |+ Cy (A.5)
Py
PF —Hz
Py
Py = [WyPh"” 4 (1—wy)Pihe| T (A7)
PZ el
CZ = W¢ (—) C (A8)
P
P —HC
Co = (1-—wo) (?O) C (A.9)
P = [WCP;—“C+(1—WC)P5—“C]ﬁ (A.10)
W 1 U
5 = 7= (A.11)

(1-3)%

1 = B+ R+ gu.) =80+ R)(1+ gu) (A.12)
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where g, 1s the growth rate of the marginal utility of consumption in the steady state,

guc
14+ RF
©
YW

WL
PYYW
QR+ 6K

PYYW

POOIL
PYYW
PECOP
PYYW

I = (g+9)K

pr—1 1’11:| T—pr

- |

Wi Ly (1= W) L

(1+ g)(l—@)(l—a)—l -1
(1+0)(1+R)

B QK
o(=)=06(- -1
AK® [*2QIL*COP! 1 ~22-03

(8%
o
(6%

1—011—0[2—0[3

IH . \": PH P
IF N 1—W1 PF
P o= [wiPy "+ (1—wp)Pp ] er
1 P
(=) = &£
> (&)
A pPw
PH = H Hl
(1-4)
PW
MO = H
Py

1 1 —
Y = Cu+ (O +Cff + I + I + ——Cy+ G
Cie = (1=&)V =(01-&)1+R)N =5.C0n,

(A.13)
(A.14)

(A.15)

(A.16)
(A.17)

(A.18)

(A.19)

(A.20)

(A.21)

(A.22)

(A.23)
(A.24)

(A.25)

(A.26)

(A.27)

(A.28)
(A.29)

(A.30)
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r F
—— = 1-MC(1+= A3l
PyY C( * y> (A31)
1+ R,
= —1 A.32
By = 5, (A.32)
PS (T - G) Bg
[ E —_— —_— A.
PyY Py 9By (A.33)
TB B
_ _p_ Y A.34
PuY Ry v (A.34)
5 [-TB+PS+ (1 =) + (1 = x)(1 = Teop) P°COP — XTF]| — TF,
Cy = Ci+

(1 + Tc)P

plus the foreign counterparts.

The steady steady is completed with

T

RER

Uc

(A.36)

(A.37)

(A.38)

Units of output are chosen so that P = P¢ = Py = P = 1. Hence T = P = P; = 1.
Hence with our assumptions regarding S(-) we have that Q = 1. We also normalize
S = 11in the steady state so that P;, = P;; = P* = P; = 1 as well. Then the steady state

of the risk-sharing condition (A.38) becomes C' = kC* where k is a constant.

(A.35)
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APPENDIX II. LINEARIZATION

Exogenous processes:

Agy1 = Paly + Vapr1 (B.1)

a;fk+1 = pua; + U:,t-i—l (B.2)

Gi+1 = Pggt + Vg1 (B.3)

Jir1 = P;Q: + U;,t—i-l (B.4)

Poirt —Pis1i = Peop(Dey — Pi) + Veopt (B.5)
Powir —Dis1 = Poi(POy — P)) + Voites1 (B.6)
EUIPi+1 = PUIPEUIPt + VUIPi+1 (B.7)
Eptyl = PPEPt T UPt41 (B.8)

6},154-1 = P?g},t + U}k?,t—i-l (B.9)

(Note gr; = g; — vy, s estimated as a proportion of GDP.)
Predetermined variables

1—90 0+g.
_ B.1
ki 1+gkt+ 1+th (B.10)
. 1=, 0 +g.,
Ko = T R+ (B.11)
n = [irk +(1+0)(1+ R)n
t 1+g ng t—1 t—1
1
+ (1 — n—k) [(1 + RO+ (14+0O)(pria+ (1 —¢)(r;; + (1+ R)(rer, — rert,l)} ]
(B.12)
oo e [ir’f* L)L R+ (1 L) [ RO, + (140 H
t 1"—9 nz t—1 t—1 nz t—1 t—1
(B.13)

where r,_y = 71,41 —mandr; , =r,, , — m are the ex post real interest rates.



St = St_1trery—rery_q+m — 7,
1 Ba
bo: = mbat 1+ PHYTg,t—l + gy(9e
by = mbqt—l + F}G/*Tg,t—l + 9,97 — vr)
1 BF
b = —b tb
Fit 3(1+9) Fi— 1+PHth’f’gt 1+ 10

ATy

AT/

Aoy

Aoy

A(p; = pz1)
(Note: py,

A(pt - pZ,t)
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= TFrt —THy

= W;{,t - 7T1*V,t

= Tot — Tzt

= 7T*O,t - W},t

= (1- Wz)(ﬁg,t - W},t)
= p}‘,t)

= (1 =we)(mos — z4)

Non-predetermined variables:

(1 - 5)Et(Qt+1)

+

(1= 06%)Ei(grya)

_|_

EtUc,t+1

*
Etuc,t—i—l
ﬁEﬂTH,tH =
*
/BEtWFtH =

ﬁEtWH .

(1+ R¥q — (R* + 0)x,
Ey(rf)
(1+ R")

Et(rf ")
rn,t

1+ R

¢ — (R* + 0"

Uet — + By

r
*
u -+ Etﬂ'
ct 1 + R t+1
THt — )\HmCt

* * *
ﬂ-Ft - )\cht

7THt A (mee — dme + pry

—y) — b

* *
_tt

- pf‘{,t)

(B.14)
(B.15)

(B.16)

(B.17)

(B.18)
(B.19)
(B.20)
(B.21)
(B.22)

(B.23)

(B.24)

(B.25)
(B.26)

(B.27)
(B.28)
(B.29)
(B.30)



mce

*

mc;

uc,t

c,t
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1+g it 401 4+ 1 ( ( )+ )
11 R tlt+1 t—1 (1+g)QS,,(1+g) qt Prt — Pzt Pzt — Pt
(B.31)
I+g .. . 1
E * * * _ * _ * * _ *
—1 TR thyr T %+ (1 T g)gS,,<1 T g) (Qt (pl,t Pz,t) + Pz pt)

d
rery + 5er,t + EUIP

Instruments
Tt = €XOgenous instrument
t fg,t —PHt = €Xogenous instrument
Outputs:
1
Uy — Uy + lp — —Yr +Pr — Dy
PF
* * * 1 * * *
Upy — Upy + Iy — ¢_*yt +Pr — Pzt
F
(1-9(1-0)—1 Lo(1—o)
—h ) — ——=1
1 — he (02,t CcCaot 1) 1— L t
WTrnt
= (20 = heeyymt) = —— 7l
wrrk

n,t

(B.34)
(B.35)

(B.36)

(B.37)

(B.38)

(B.39)

(B.32)
(B.33)
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Ct

*
Cy

Yt

Czt
Czt
Czt

€ *x
Czt
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1
1= he (cop — heCap—1) + 1_ th + Uc,t
wrlarn: + (1 —a)ry, ] (B.40)
1 * * % Lr * * * ok
W(Cu —hecs ) + mlt +ug, T (B.41)
C
Y1(we + 1y — pg) + Yo (tfre — pr)
(s — ter + 1) + Va2 (thh e — pre — (0 — PHt)) (B.42)
Yi(wy + 1 —pp) + (U, —pp) =i (ug, —ug, + 1)
”Y; (tf{,t - p*F,t + p*Z,t - p;k) (B.43)
AC 1—-\C
Tlcu + %02@6 (B.44)
C—*lcit + (C%c;,t (B.45)

e e * * . ek
Qe HCZt + Qo pCry T Qo gCry + O HY + O gy + QGY:
e * % * * % *
lz(acm +ag ) (1 —wz) + pzas gWy + prara (1 — wr) + prag ywilm
(B.46)
* * e _xe e e * % . * %
Qo pCzy + O pCzy + Qo FCzE + Qo pCzy + O ply + QL FU + QG

1z (oG p + agie )y (1 — W) + pacrwy + prag (1 — wi) + prar pwrlT

CyCoy 100 + 9,9: (B.47)
¢t — po(Pz — pr) (B.48)
¢, — ez —pp) (B.49)
i — pc(pz — pr) (B.50)
;" — nelpy —pp) (B.51)

(Note SOE results: w = w, wy = wr, w* = wj = 1)

g =y (B.52)
gt = nf (B.53)
rer; = U, — Uey (B.54)



Ey(re)

Ey(ry)

Pzi — PHt

( Note p},t - p*F,t
Prt — Pzt

( Note p?t - p*Z,t
Tt

i

Tzt

(Note: 77,

TFEt

CODy

cop
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Xo(ne — ki — qi) + €py

Xo(ny — K —af) + €p,

(14+ R)O; + (1 + O)(pE(ry)

(1 =) [Ee(ry) + (1 + R)(Ei(rerya) — rery))]
(1+ R)0; + (1+ O )Ey(r)

(1=0)g — (1+ R*)qe—1 + (R* 4 )y
(1—0%g — (1 + R*)g;y + (R + 6"y,
Tnt — Ee(Te1)
Tna — Ee(mi11)
(1—wz)r —

(1 —wy)T" —0)

(1-—w)rpasn —0
(Wwz —wi)1 — (W — w7
(1—-wj)r — 0)

werze+ (1 —we)mor
Wy, + (1= we)mo,
wipge+ (1 — w)mpy
W}k?,t)
Arery + m — m + ’/T;’t
eﬂjft + (1= 9)77;{{5

—Arery +m — T 4+ Ty

XR(rn,t - T;’t)

(B.55)
(B.56)

(B.57)
(B.58)
(B.59)
(B.60)
(B.61)
(B.62)
(B.63)

(B.64)

(B.65)
(B.66)
(B.67)

(B.68)
(B.69)
(B.70)
(B.71)

as — o) cogB.73)

1
¢—yt —a; — anky — azoily — (1 — ay — ag — az)cop(B.72)
F
1
Lyt~ ap — ol — ajoil; — (1—af -
F

1
= —Ytt+tmc +DpPuar— Pt TPt — Doy

br

1 * * * * * *
= Y +tmc +pzy— P TP —Po

F

= Y +mc+pry— P — ki

(B.74)

(B.75)
(B.76)
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Ty
Eym Zt+1
Eymia
Em Fit+1
Eireriiq
k
rn,t
k
q;
( Note ¢F*
Tgt
*
Tt
12
ES
Uy
tfl,t — PH
* *
Lf 1t — Pry

th*,t - p;,t
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Yy +me; +py, —pi — Ky (B.77)
WzE g+ (1 —wWz)Empig (B.78)
wWeEmz i1 + (1 — we) Eymo 41 (B.79)
EtT‘GTH_l —Trerg + Etﬂ—t-f—l - EtWZ(+1 + Etﬁ}_k7‘7t+1 (BSO)
Bl — B + By [rerfﬂ] (B.81)
P:T;,tq + (1 — p;)o; 7rFt + 0,Ay; + SRt (B.82)
Gt — Pt + Dt (B.83)
a;)
Y — Yt
1+ R it — - B.84
(1+ g)(ﬂr t— Tt 1+g ) ( )
* * * y;tk - y;tkfl
(1+ Ry) (ﬁ%,t — T — ﬁ) (B.85)
sp(we — pae + 1 — ye) + sc(pr — Pre + ¢t — Yi)
k
Sk (Pe — Prg + @ + ke — Yy + Rk)

TF TFE,

PH;/(tfl ¢ — Py — Ye) + (1= )PHY (tfoy — PHL — Ut)
scop(Pc — Pt + Pt — Py — Ye) + S (B.36)
sp(wy —pi + 1 — ) +se(c + 7y —pzy — vi)

k

* * * * r
si(qy +k{ —y; + Rtk*)

P*Y*(flt pF,t_yt) (1—=A ) (tf2t pF,t_yt)
Chl (B.87)

TFyk(1 —\)

_ = B.88

TF1(1— ) (f2t pH,t) ( )

TE (1 — \¥)

_ tfx, —p* B.89

TFl* (1 _ kf*))\*( f2,t pF,t) ( )
yr + a*BbE,t (B.90)
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tt

tcop,

Wy — PH
Wy — Py
Vi

Tt

Pct — Pt
tby

rer:

r
rer

¢
PHt — PHyt

PHy

reryzy
TO,t

7T>(k),t

Pt —PH¢

Etﬂ'O,tJrl

*
L
Oilt

oilf

Poit — Dt

Co

check : ¢,
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te + Agf; (tfre —pre—y) — (L= A) g:; (tfor — Prt — Ut)
scop(Pc,e — Pt + Pt — Pt — i) (B.91)
scop(Pce — Pe + Pt — Py — Yi) (B.92)
_)\gf;/ (tfre—pre—ye) + (1= A) gf; (tfor — PHE — Yt)
(B.93)
Upp — Uer + Pr — PH (B.94)
Upy — Upy (B.95)
—prme; (B.96)
—¢Eme; (B.97)
rery +pos” — Dp (B.98)
Y — Qo HC — aeC’Hcf — iyl — Gy
(cy +1iy)(pe — Pre) — iy (Pre — pt)
PCCOP
PH—Y(pC’,t — Pt + D — Prg)
(1—ay —ay) (qbipyt + mct) (B.99)
rer + rer? (B.100)
Upy — Uey (B.101)
m(_T@TZ,t —(1-wrn-—1) (B.102)
rergz, + 1 + (1 —w)n (B.103)
rery + (1 —we)oy — (1 — wWi)of (B.104)
Arery +mo, + m — ) (B.105)
Pos— i — (Po4—1 — Pi—1) + 7 (B.106)
Pt — Pzt T Dzt — PH (B.107)
Eyreryoy —rery + Byl 0y + By — By
Eyreriyy — rery + (poa — 1)pp, + Evmeyr — Eymyy (B.108)
W B + (1= ws) (poir — 1), (B.109)
qbipyt +mc; + pug — Pe +Pr — Pog (B.110)
e D BT b0l B.111)
re};t +pos” — P (B.112)
¢t — pz(por — pr) (B.113)
weeze + (1 —we)cos (B.114)
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The quadratic loss function for the home and ROW require the following:

¢ — hocr
emel, = tl_—zc“ (B.115)
kmlt = kt,1 —lt (B116)

cctiy, = pw(l —w)eye, + p(l — w*)eye; + prwr(l — wr)iyiy + p7(1 — wi Bl 17)

c; — hec)_ LIy
cesls, = [(1—0)(1—@)—1]%%1—(1—0)@1_2* (B.118)
. c; — hicy
emelf = ’51_—2;1 (B.119)
kmll = ki, —1 (B.120)

tfou — e tf5, — i, the instruments.

APPENDIX III. CALIBRATION AND ESTIMATION

We begin with estimates of the processes describing the exogenous shocks.
Shock parameters
We require the AR1 persistence parameters p,, etc and the corresponding standard

deviations of white noise processes, sd,, etc.

Chile Parameter Value Source ROW Parameter Value Source
Pa 0.89 MS o 0.95 SWO07
sd, 1.43 MS sd’, 0.45 SWO07
Pg 0.65 MS Py 0.97 SW07
sd, 1.01 MS sd; 0.52 SWO07
n.a. n.a. n.a. Pr 0.12 SWO07
n.a. n.a. n.a. sd 0.24 SW07
PUIP 0.86 GLY n.a. n.a. n.a.
sdyrp 0.66 GLY n.a. n.a. n.a.
pp 0.34 GLY op 0.92 GLY
sdp 4.42 GLY sdp 1.41 GLY
n.a. n.a. n.a. Pail 0.97 MS
n.a. n.a. n.a. sd,; 12.0 MS
n.a. n.a. n.a. Peop 0.95 MS
n.a. n.a. n.a. sdz,, 9.0 MS
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Table C1. Parameterization of Shock Processes

Preferences

Risk Aversion Parameters: Estimates in the literature suggests range o € [2, 5]. However,

for the US Bayesian estimates suggest a range o* € [2, 3]. Our central estimates are

c=3,0"=2.
Discount Factors: A standard choice is § = * = 0.99
Working Day: A standard value is L* = 0.40 for the US. We choose a slightly higher
value L = 0.5 for Chile.
Consumption Shares: wo = wg, = 0.98 (MS) Habit Parameters: h¢ = 0.75 (MS),
hé = 0.70 (SWO07)
Substitution Elasticites: A standard choice for small open economies is p1z = p; = 1.5.
e = e = 0.3 (MS)

Elasticity of the marginal utility of consumption with respect to money balances V, V*:
We examine a range ¥, U* € [0.01, 0.03] for which money balances and consumption
are complements.

Technology
Depreciation Rates: A standard choice is 6 = 0* = 0.025
Common World Growth Rate: We choose a realistic common world growth rates:

g = g* = 3% per annum
Investment Adjustment Costs: S” (1 + g) = 2.0 (MS), (S"(1 + ¢g))* = 4.0 from SW07
Production Shares: oy = 0.65, a1 = 0.33, a3 =1 — a1 — ag — a3 = 0.01 (MS)
oy =0.69,a0] =0.29,05 =001 =1—-af —aj — a3 =0.01 (SWO07)
Investment Substitution Elasticities: pr = p; = 0.5 (MS)

Financial Accelerator
Elasticity: xo = —0.065, x; = —0.05 (BGG)

Home currency borrowing for capital: ¢ € [0, 1]

Survival rate: £, = £ = 0.93 (GGN)

Asset/Debt Ratio: n;, = 0.4, n;, = 0.7 (BGG)

FA Risk Premium: © = 0.035, ©* = 0.05 (BGG)

UIP Risk Premium: 6, = 0.01
Market Power
Labor Market Power: 1 = 3 (SW), corresponding to a 50% mark-up, n* = 6,
corresponding to a 20% mark-up.

Product Market Power: ( = 7.67 corresponding to a 15% (SW, LOWW).
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Pricing
Calvo Contract: a standard value {;; = £ = 0.75, corresponding to 4 quarter price
contracts on average (see MS)
Consumption, Investment, Money Balance and Trade Shares:
Standard values for the US are ¢; = 0.6, i, = 0.2, g, = 0.2 and z, = 0.25 (the latter
Zy = PZY is money stock as a proportion of quarterly GDP). For Chile we choose
cy = 0.7,4, = 0.27, g, = 0.12, tb = 0.02 (MS) which is consistent with the choice of the
net asset-GDP ratio below, and z, = 0.25 (as for the US).
Trade Shares: Total non-copper exports and imports are around 25% for Chile so
0.25 = CSimports + 1Simports = CSexports + USexports fOr balanced trade. Data on
consumption and capital goods exports show % = 1.6 and Z‘Z:C% = 0.1. Hence

we choose csimports = 0.10, 1Simports = 0.15, CSeaports = 0.23 and iSezpores = 0.02.

Assets and Liquidity Constraints
Be _ By
PuY P*Y*

= 0.3 x 4 (MS) on a quarterly basis;

= 0.4 x 4 on a quarterly basis; >
; P v = 0.1; A= 0.6 (MS), \* = 0.4 (KL)
Tax Rates and Transfers
From Chile Issue Note, IMF: 71, = 0.1, 7 = 0.2, 7 = 7 = 0.02, gF;:O 05,
Fo = 0.05 in both blocs, 7., = 0.35
Standard values for ROW are: 7/ = 7¢ = 0.2; 75 = 7 = 0.05

Copper Sector (MS)
_ PCCOP __
X =04, 2608 — 0.1

PH

Derived Parameters:
Given these estimates and data observations we can now calibrate the following
parameters:

Preference Parameters, b, 0, p, are found by solving the set of equations

Note that officially CHILE has a zero Government-GDP target, but this is regarded as ignoring some
government liabilities (see MS)
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Waa-L)  (1-a)(1-1L)
PC N cyL
v o (1—b)[(1—g)02—1+é
bcz% +1-9b
O (1—b)ez 7 +b
Coo b
_ C(l-he)

(1-)W(-1L)/PC

Q =
C(kgc)cpc + (1 - %)W(l - L)/PO
b(l—hc)cz_% . 1+ R
1—b R

For central values of o, assuming ¥ = 0.01, we obtain: b = 0.975, § = 0.280, p = 0.196
for Chile data and b* = 0.984, § = 0.368 and o = 0.393 for US data.

Demand elasticities calibrated from trade data:

Qo H = (Cy - Csimports)(]- - Se)
ag,H = (Cy - Csimports)se
az’,H = CSezxports
arg = Z'y - Z-Simports
OJRH = Z'Seaﬁports
a*q PR CZ
agr = 0
Oéc’p = O
oz? Fo= ZZ
arp = 0
ag = Gy
ag = gy

Note the SOE implication that oo = o = 0. Then we have
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Remaining calibrated parameters are:

(1+ g)(l—@)(l—a)—l -1
1
B(1+ gu,)
(1+0)(1+R)—1
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b(1—p)
b
(b+ (1- b)a%)
__B
=15
(1 —B&)(1 —&n)
1924
XM
R.(1+ R,)
g—lli(S
(1 — fe)nkky
ey
g
m(l —0)(1—b)

-1

w(a)

[(1=(1=0)(1—=0))0 = 1](1 = b)

(1 — TF)F

(1= x)(1 = 7.p) PCCOP

1 1 TB PS
s my

(14+710)c, L1 — A PyY  PyY

)\TF1> _ TF2:|
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A
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PyY
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. 1— 7L, WL
T 11 PO
B 1 TF
2T PG,
WL B aspp C
PC, Cy a
T B TF, C
PC, — PyYe,C4
WL
S, = TL PuY = TLQ20F
PC
S¢c = TCPHY = TCCy
Q(R*+ 6K
Sk = TKT = TRk QR
PCCOP
Scop — TcopW

Fixed Costs: From (A.26), (A.27) and (A.31)

r I
op=1r DT my 1wy
R Ve 1-1

Foreign parameters follow in an analogous way.

APPENDIX IV. QUADRATIC APPROXIMATION OF THE WELFARE LOSS

The basic idea is to obtain the quadratic approximation to the social planner’s problem,
coupled with a term in inflation, which arises from price dispersion. We adopt a ‘small
distortions’ approximation which is accurate as long as the zero-inflation steady state is
close to the social optimum. As we have noted in the main text, the existence of external
consumption habit offsets the distortions in the product and labor markets. For our
calibrated high value for the habit parameter A, this leaves the steady state of the
decentralized economy close to the social optimum, justifying the small distortions

approximation.

Consider the social planner’s problem to maximize

t=0

l1—0
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subject to the (resource) constraints:

1 —w, 4w, =gt 1—wy+w T = B! Ki=01-0K,_1+1

(D.2)
Z' Tt = e+ (1 — wo) B HeO; e (D.3)
PCt— Pot— « « ey «
—LCOP,+Y, = —=COP;+ A K L"0il*COP™ — F (D.4)
PH,t Hit
= W BT 7710 + (1 — we) O e B Z 7R T O
+ (1= W= 20 1CF + wiBp T T + (1 — o) T T + Gy
Py Poy .
—ZLCOP, + =22 0il D.5
+ Pri t+ Prs Uy (D.5)

where the first line of (D.5) represents home demand for home consumption plus home
demand for oil consumption, the second line represents foreign demand, home demand
for investment goods and government spending, while the last line represents demand for
copper and oil in production. The terms of trade are given by 1" = Pr/Ppy; in addition
we define £ = Pp/Py, Z = Py /P, 0" = P /P*,ay =1 — a; — ag — as.

We also note that

Fe _SF; _SPRF; _ SPRPrPe_ P

Py Py Py P. Py PyP:.  P:

it follows that we may write

Pcy

—COPt - ETt
Hit
where T, = ]Pf COP; is exogenous.
F

There is also a risk-sharing condition given by
E, = Ué't*/UC’t Etcft(l—g)(l—g)—l(l_Lt)g(lfcr) _ C:(l—é)(l—")—l(l_L:)g(lfo) (D6)
where we assume initial wealth per capita is the same in each country.

Constraint (D.4), (D.5) can be simplified by maximizing A; K", L;*Oil;*COP/* —
Jljf;:i COP, — %Oilt:Athj1L§20ilf3COPta“ — T,C*COP, — T;0; Oil, with respect
to COP;, Oil; where CP* = P}/ P*.
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It then follows that the Lagrangian for the problem may be written as

C H 1910)1 Lg(l—o)
Zﬁt{ — 1- a( - +Au(Hi = heCi)

Ao (Wew, BT Z71Cy + (1 — w ) O He B 77RO

H(1 = W TV 2571 O 4w B TP T + (1 — TV T + Gy (D.7)
YT, - BT, "K* LI + F)

(1 —w+ ol =B Y+ M(1 —wp + /T = B

+ A5t (Ey(Cy — Hy)1=90=0)= () _ 1)e0=9) _ o) + Ae(Ky — (1 — 0)Ky_y — 1)
Fdr(we 4+ (1 — we) B} HeQr He — Zke™h) (D.8)

1

altan * Hinl-” SRS —a:
By = (041 + Oég)At“Haz (Cf) /044)“1*"2 (Ot /043)0‘1+32

where o« =

ai+oaz’
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First-order conditions with respectto C, H, E,T, E;, I, L, K, Z yield

0 = (1-o)(C—H)-20=0=1q _ 1)e0=9) _ 3N\ he + Aofwew, EH=TH= Zmue

+(1 — wc)O*l_“cE_“cZ_“cT] +X5[(1 = o) (1 — o) — 1] EZ(C« H)(l 0)(1—0)—2 (1— L)Q@D_@)
0 = —(1—0)(C— H)I-90=a)=1 _yell=o) 4§

+X5[(1 = o) (1 — o) — 1]2 (C — H)U-90=a)=2(] _ L)@“—ff) (D.10)
0 = —Noflawew, B P ITHZ7HeC — Ng(p, — 1) E*72 4 As— (C H)(-o0-o)=1(] _ 1)ell=0)

7"
(1 = we) O e B 27T C 4 Ar((1 = o) (1 — we) E-eO*1 )

0 = )\QTMZ_I[L ((.UCE_MZZ_MCC + (1 — wz)ch*_“CC*) + )\Qp[TpI_l(wIEI_pII -+ (1 — w])[* — )\QT

FXo(1 — W) pe O e EHe 77RO 4 Ny BT VK (L2 (D.11)

+sw(p — VT2 + Ngwr(pr — 1)TP72 (D.12)
0 = —XoprwrE; P 'TPIT — Ny(pr — 1)EY (D.13)
0 = MwEPTP — )\ (D.14)
0 = —o(C— H)90=) (1 — )e=)=L _ A, BT/(1 — a)K*L™®

—Xs0(1 —J)gZ(C H)(-a0-0)=1(1 _ pye(i-0)-1 (D.15)
0 = —XaBT YK 'L'™ 4 )\6(% —1+9) (D.16)
0 = —)\gucwcsz’“zT”Z’““l Mofte(1 — wo) E7HOx1—HZ~F=1TC

s (C H)(-o0=0)=1q _ 1)el=o) _ \o(p, — 1)ZH2 (D.17)

In steady-state these satisfy

L\ 1
&B(K) = WI(B -1 + (5) = LU[RK )\4(1 - p]) = )\ijwll (D18)
2y, T
Asw, (1—p,) = /\QY((,uzwc—H—wc)cy—l—p[(l—w]-)ly—?+a3—|—oz4) (1=Bhe)\ = —wAy
X (D.19)
(1= o)1= p) = UNF = Y[(L= p)F + Mo (1 - he) - 20)
1 — Bhe
F = (C(1 = hg))t-90-0=1(1 _ )el=o) (D.21)

owew,Cy(1 — he)F

)\2: J

(D.22)
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where
1—-a 1-L 9
J = — ” wcszKwIk:yT + 0(1 — o)eypawe (1 —wy) + (1 —we) (1 — pe(1 — wew,we)]
, T
+p(1 = 0)pr(1 — wi)i, — p(1 — U)? +p(1 —0)(as + a4) (D.23)

The second order expansion for the welfare is then obtained by differentiating the utility
function twice, and setting the Lagrange multipliers to their steady state values above.
For convenience one can normalize this by dividing by FY. The expression is long and

detailed, and is available on request.

Added to this second order expansion is a price dispersion term arising from

price-setting behavior by firms; this yields a second-order term

_ oL Cr 2
21— L) (1 —&u)(1 — Bn)

(D.24)

Note that there is an issue here of which values C', L we use in all of these expressions.
There is an additional representation of A\, for the social planner’s problem, which leads
ultimately to a linear relationship between C' and L, and then via the goods market
equation to a complete expression for each of these. One can go through this procedure,
or just use the steady state values of observed ratios C'/Y, I/Y and G/Y. We choose to
do the latter

In the results the quadratic loss using the procedure above is implemented numerically.
Insight into the result can be gleaned from the special case where there are no oil inputs
into production or consumption and copper is not a production input either. To obtain the

quadratic form in this case, define

¢ — hocy—
emel, = tl_—(lf;c“ (D.25)
kmlt = k't,1 —lt (D26)

cctiy, = pw(l —w)eyer + p(l — w*)eye; + prwr(l — wi)iyiy + pr(1 — wi)igh).27)
Lol
1—L*

* *
c; — hec;

ceslsy = [(1—o)(1—0)—1] 1— he

—(1-0)o (D.28)
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Define
ocy(1 — he)
2= (D.29)
(oelsrty 1L 4 € — T)ey + pr(wf — iy — B

Converting the welfare approximation into welfare loss, and dividing by F'Y leads to

AW = (1= hele, (1= 91~ 0)(1 — o) — omet
Ll o[(l1-0)o— 1]L2l?>

—2(1—0)o(1 — Q)Cmdtl iy + (1-1L)?

— (Acyu[Qw?’ — 3w+ 1+ pw(l — w)?

i
+%[(1 —wr)?(pw — 3w — p) + 1 —wi + pr(1 — 3w7 + Zw?])TtQ
F+Y F+Y
- A + a(l — a)kmi? 4 2\ + Yy — 2\cctiyTy — 2X\eesls Ty
L(1—h

(1—L) (1—&m)(1—pm) "

which corresponds to (97) in the main text.

The change in welfare for a small change in consumption-equivalent over all periods is

given by
AQ = (1—p)) B'C( = he)' =071 — L)1) (AC — he AC)
t=0
G pi(i; ho)ey py, (D.31)

Ignoring the term in FY = C(1 — h¢e)1=9)0=p)=1(1 — [)P(1=9)Y’ since all the welfare
loss terms have been normalized by this, we can rewrite this as
(1—-05)AQ
(1—=p)(1 = he)ey

Ce = (D.32)
Furthermore, if all welfare loss terms have been further normalized by (1 — /3), and that

all variances are expressed in %>, it follows that we can write ¢, in % terms as

AQ

1072 D.33
0= 90— ho)y —

Ce =
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