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Abstract

There is currently a debate about what price index central banks should target
when economies are open and exposed to international price shocks. This paper de-
rives the optimal price index by solving the Ramsey problem in a New Keynesian small
open economy model with an arbitrary number of sectors. This approach improves on
existing theoretical benchmarks because (1) it makes an explicit distinction between
the consumer price index (CPI) and the producer price index (PPI), and (2) it allows
exogenous international price shocks to play a role. Qualitatively, I use the analytical
expression of the optimal price index to discuss that popular indices, such as the PPI
and the core/headline CPI, are suboptimal because they ignore the heterogeneity in
price stickiness and the effect of inflation on the trade surplus. Quantitatively, I cal-
ibrate a 35-sector version of the model for 40 countries and show that stabilizing the
optimal price index yields significantly higher welfare than alternative indices.
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1 Introduction

As many small open economies (SOEs) have shifted their monetary policy from exchange
rate pegs to inflation targeting policies, there has been growing interest in which price index
they should target. The theory of optimal monetary policy with a multi-sector economy can
be used to answer this question, as in Aoki [2001] and Woodford [2010], but such analyses so
far have been limited to closed economy setups, leaving open economy questions unanswered,
such as the effect of international commodity prices and the role of trade patterns. This lack
of the optimal price index theory in an open economy underlies the ongoing debate over the
choice between, for instance, the headline consumer price index (CPI) versus the core CPI
or the CPI versus the producer price index (PPI).

In this paper, I derive the optimal price index for open economies to stabilize by solving
the problem of a central bank attempting to maximize household welfare, i.e., a Ramsey
problem. I call the derived index the Ramsey price index (RPI) and present its analytical
formula. Due to the openness of my model, the index depends on the export share of output
in each sector in addition to the parameters studied in closed economy models such as the
consumption share, price stickiness and the elasticity of substitution. By calibrating the
model to 40 countries with 35 sectors, I find that (1) RPI stabilization performs better for
all countries in terms of welfare than headline CPI, core CPI, or PPI stabilization and (2)
the ranking of the indices other than the RPI differs across countries.

To derive the optimal price index, I begin with the multi-sector DSGE model with output
price stickiness analyzed in Woodford [2010]. The use of a multi-sector model is necessary
to answer my research question since different price indices arise due to the difference in
weights applied to the prices in different sectors. Output price stickiness is the key monetary
friction in my model and the workhorse model in the literature, in keeping with extensive
empirical evidence (see Nakamura and Steinsson 2008, for example). Under output price
stickiness, volatile inflation causes mispricing by firms, leading to welfare-damaging inefficient
production activities.

As the key departure from Woodford [2010], I allow each sector in the economy to export
a part of its output. This openness allows for a difference between CPI and PPI because
when the economy can trade, what is produced is not necessarily consumed. The choice
between the two indices is often the focus of monetary policy discussions especially for
commodity exporters and developing countries. For instance, Frankel [2010] numerically
analyzes Latin American commodity exporters and concludes that producer price based
indices better perform than consumer price based indices in terms of price stability. India
changed its target index from PPI to CPI in 2016; see Rajan [2016]. The existing theoretical
framework is not suitable to answer this type of question since the consumption based weight
coincides with the production based weight!.

Another key feature of my model is the use of an SOE setup rather than a two-country
setup. This is to capture the notion of international price movement that is exogenous to the
economy. The Bank of Japan, for example, argued that the movement of the international
oil price was the most important reason that it failed to achieve its inflation target; see

!The input-output structure is another reason that the PPI and CPI can differ. I focus on the difference
arising from the trade in this paper.



Kawamoto and Nakahama [2017]. The SOE framework allows me to answer the question of
whether the economy should bear such volatility in inflation that is caused by international
price changes.

In this multi-sector New Keynesian (NK) SOE DSGE environment, I solve the Ramsey
problem and obtain the optimal price index that remains constant in the long-run expectation
under the Ramsey solution. This means that my proposed optimal price index is based on
welfare maximization rather than an arbitrary objective. The welfare maximization problem
is subject to optimizing behaviors of the representative household and firms under monetary
frictions. The use of the Ramsey framework also means that the monetary policy considered
in this paper is not limited to a particular class of monetary policy such as the Taylor rule.
Despite the generality of the choice of monetary policy, I show that, in the long-run, a
particular price index remains constant. I explore the property of this RPI qualitatively and
quantitatively.

The key trade-off between stabilizing one price index versus another can be understood
by considering the cost of volatile inflation rates in the sectors with lower weight in each
price index. Therefore, the resulting optimal price index takes the form of a weighted sum
of the prices in different sectors, where the weight assigned to each sector reflects the cost of
inflation in each sector. In other words, in a multi-sector environment, the inflation rates of
all the sectors cannot be stabilized simultaneously following a shock that leads to a relative
price change. For example, when a change in world demand lowers the efficient relative
price of oil, the central bank needs to essentially choose one of two options: (1) a stable oil
price and an increase in non-oil price and (2) a stable non-oil price and a decrease in the oil
price. Given this trade-off, we should stabilize the price of the sector with the higher cost of
inflation.

My first main result is the analytical formula for the RPI. In particular, I highlight three
lessons from the formula. The first two lessons come from each of the two components of the
formula. The formula is a weighted sum of different log prices in different sectors, where the
weight represents the welfare cost of inflation in each sector. I show that the weight consists
of two parts, one representing the size of the sector and the other representing the sensitivity
of the production wedge to inflation in the sector. I also show that the RPI formula does
not directly depend on international prices. The third lesson comes from what is not in the
formula.

The first lesson from the first component of the RPI is that the size of the sector in the RPI
weight needs to be measured in terms of the production size rather than the consumption size.
This is because the cost of inflation in my model is the efficiency loss in production. If there
is inefficiency in production, it is welfare damaging either through reduced consumption,
more work or a negative effect on the trade balance, which affects the economy through
a tighter budget constraint. Therefore, regardless of whether its output is consumed or
exported, inefficiency in production is costly in a sector that is large in terms of production.
An implication of this is that the central banks should stabilize PPI rather than CPI if
everything else is constant. However, there is a caveat in this simple takeaway, as my
quantitative analysis shows that the stabilization of PPI does not necessarily perform better
than CPI stabilization due to the second component of the RPI weight.

The second component of the RPI weight is a combination of a well-known stickiness
parameter and less frequently highlighted but equally important parameter, representing the



elasticity of substitution between differentiated goods within a sector. These two parameters
govern the sensitivity of inefficiency to inflation in the sector in question. The mechanism
comprises two steps. First, volatile inflation causes mispricing by the firms in a sector.
This step depends on the degree of price stickiness. Second, mispricing leads to deviations
of demand and production from the efficient level. This step depends on the elasticity of
substitution.

The addition of sectoral heterogeneity in the elasticity of substitution provides the second
lesson that is important when we discuss core inflation targeting versus headline inflation
targeting. Recall that the difference between the two measures is whether they include
commodity prices such as food and energy?. While the literature to date has focused on one
characteristic of commodities, namely price flexibility, the high elasticity of substitution is
also an important characteristic®. As is standard in the conventional argument, if we base
our decision only on the price flexibility of different sectors, we should assign a lower weight
to commodity sectors and thus favor the use of core inflation targeting. However, if we focus
on the latter characteristic, we should place greater weight on commodity sectors. Given my
analytical formula, whether we should place less weight on prices in commodity sectors or
not depends on the relative size of price flexibility and elasticity.

The third lesson from the analytical formula is that exogenous international prices do
not appear in it. This is despite the fact that I naturally model the effect of exogenous
international prices. In my model, the firms respond to the change in the cost of imported
material caused by the change in the international price of inputs. The firms also know that
a deviation of their export price from those of their international competitors results in a
change in export demand. I show that these international prices affect the optimal price
index if and only if they affect the output prices of domestic sectors. This is because volatile
inflation causes efficiency loss in production regardless of the cause of the volatility, and
thus, we do not need to adjust the formula for the price index depending on whether such
volatility comes from international prices.

As an implication, although we may tend to think that central banks are not responsible
for inflation volatility caused by international price movements, a central bank should be
concerned about volatility as long as it affects the RPI. To understand this point, note that
although international prices are exogenous, domestic prices can be controlled via changes
in the exchange rate. Imagine an economy where all the domestic prices of different sectors
are proportional to the international prices in those sectors. The ratio between the vector
of international prices and the vector of domestic prices is the exchange rate. If the central
bank selects one domestic sector, it is possible to stabilize the domestic price of that sector
by adjusting the exchange rate to offset international price movements. Of course, this
operation affects all other sectors, so the central bank faces a trade-off between stabilizing
one sector and stabilizing another. The RPI indicates how to balance this trade-off.

My second main result is obtained from quantitative analysis, where I compare the welfare
under simple stabilization policies for the RPI and three conventional price indices. Here, a

2 Although the original definition of the core inflation rate involves econometric models that attempt to
identify the persistent component of the inflation rate (see, for example, Wynne 2008), the optimal monetary
policy literature has practically interpreted the core index as an index excluding food and energy.

3See Nakamura and Steinsson [2008] on price flexibility and Broda and Weinstein [2006]on the elasticity
of substitution.



simple stabilization policy means a policy in which the inflation rate in terms of the price
index in question is zero in both the short and long run. In reality, implementing these
policies via either Taylor rules or exchange rate interventions is simpler than implementing
the Ramsey solution itself. However, it is not obvious that the simple stabilization of the RPI
yields higher welfare than the stabilization of other price indices since the analytical result
only states the optimality of long-run stabilization of the RPI, and the Ramsey solution
itself, in general, involves short-run deviations from complete stabilization.

Calibrating to 40 countries with 35 sectors, I show that, for all countries in my sample,
RPI stabilization performs the best among the stabilization schemes for the four indices
considered. The loss from a simple stabilization of the RPI compared with the Ramsey
solution turns out to be negligible and less than one-hundredth, on average, of the loss from
simple stabilization of the other indices in terms of steady-state consumption. This means
that the RPI is suitable not only for long-run stabilization targets but also for short-run
targets.

Another important point from the welfare calibration is that there is no simple takeaway
other than the RPI. This is because the ranking of other stabilization policies varies across
countries depending on the combination of trade patterns and price stickiness. That is, CPI
targeting performs better than PPI targeting for some countries while headline CPI performs
better than core CPI targeting for other countries, depending on the combination of price
stickiness, the elasticity of substitution, and trade patterns. The only result common to all
countries in my sample is that RPI stabilization performs better than the stabilization of
the other indices.

1.1 Related literature

This paper is an open economy extension of the method to derive the optimal price index
from the Ramsey problem developed in Woodford [2010]. The price index in Woodford [2010]
can be obtained as a special case of the RPI proposed in this paper by letting the exports
in each sector be zero and requiring the elasticity of substitution to be homogeneous across
sectors. However, the other direction, i.e., deriving the RPI from Woodford’s index, is not
straightforward. This is because the size of each sector in Woodford [2010] can be interpreted
either as the size of consumption or the size of production, and one might suggest different
open economy extensions of the index depending on the interpretation. My analysis and the
resulting formula for the RPI show that the correct interpretation is the size of production.

This paper is the first to theoretically show that the size of sectors in the stabilization
objective should be measured by production size rather than consumption size in a multi-
sector SOE environment. A similar feature can be seen in the result of Gali and Monacelli
[2005], who demonstrate the optimality of output price stabilization in a model with only
one production sector. However, having multiple sectors is key to answering the question
of which price index to target since this creates the crucial trade-off between stabilizing one
sector versus another when the first-best allocation cannot be achieved. In particular, their
analysis cannot tell whether the result is coming from the assumption that there is only one
sector with sticky prices or the assumption that the economy produces in only one sector.
This makes it difficult to generalize their model to various trade patterns commonly observed
in the real world such as the commodity importing case. My general formula enables me



to separately discuss the effect of production and stickiness and can be applied not only to
the special case of Gali and Monacelli [2005] but also to the opposite polar case (commodity
exporter) and the intermediate cases.

There is a literature that analyzes the optimal monetary policy in two-country models
(see Corsetti et al. 2010 and Engel 2011, for examples) and the models of a monetary union
(see Gali and Monacelli [2008] and Kekre [2018], for examples). This paper differs from this
literature in two senses. First, although, similarly to Woodford [2010] and this paper, these
papers often identify the central bank’s trade-off depending on price stickiness, they do not
derive the price index that balances the trade-off except for special cases that achieve the
first-best allocation. Second, the two-country setups of these papers are essentially closed
since the two countries (or the countries in the union) do not trade with the rest of the world.
Therefore, their framework cannot answer the question of how to deal with international price
movements.

In this paper, I use the term “optimal price index”, but the derived price index does not
necessarily coincide with the optimal indices in the literature on index theory: see Diewert
et al. [2009], for example. This is because the purposes of the index are different. In index
theory, Diewert et al. [2009] among others attempt to obtain an accurate measure of the
cost of living while my aim is to obtain the index for the central bank’s stabilization target.
By solving the household’s optimization condition in the partial equilibrium sense, we can
see that the CPI is the optimal price index in the sense of the cost of living in my model.
However, my analysis shows that the optimal price index for the central bank’s stabilization
target is different from the CPI. It is natural to obtain different optimal price indices for
different purposes.

From a technical point of view, the open economy extension in this paper involves two
innovations that are also applicable to other SOE problems. The first is the definition of the
Ramsey problem, which is consistent with the assumption of the timing of asset markets.
Specifically, the Ramsey planner needs to recognize that some of the effects of its policy
will be offset by the insurance effect of the asset market. In this way, I can compare the
central bank’s second-best problem with the planner’s first-best problem and offer intuitive
discussions comparing the two. The definition of the Ramsey problem is in line with the
Ramsey taxation literature, but the previous NK SOE literature has defined the Ramsey
problem in a different way, and hence, the first-best allocation cannot serve as a benchmark
for the analysis. The definition of the Ramsey problem in this paper can simplify and clarify
the analysis by De Paoli [2009], for example, of the case of the inefficient steady state.

The second innovation of this paper is differential tax rates that depend on the place
of consumption, which allows me to simplify the analysis under terms of trade externalities
without relying on extreme assumptions on parameter values. This is another feature that
distinguishes my paper from Gali and Monacelli [2005], who impose a subsidy that partially
offsets steady-state inefficiency and eliminate the rest of inefficiency by setting a parameter
value such that the value of exports does not respond following any shock. I believe my novel
simplification is useful for monetary policy discussions under terms of trade externalities.

The remainder of the paper proceeds as follows. In Section 2, I first explain the SOE NK
DSGE model with which I define the Ramsey problem. In Section 3, I explain my analytical
results. I first state the key assumptions on tax rates that make the analysis simple before
approximating the Ramsey problem. The main theorem states that the RPI is stabilized



in the long run, which is the justification for my proposal of RPI stabilization. Section 4
discusses the quantitative welfare comparison. Section 5 concludes the paper.

2 Method

I derive the RPI by solving the Ramsey problem of a central bank attempting to maximize
the welfare of a representative household given market constraints in an SOE NK DSGE
model. This section describes these market constraints and defines the Ramsey problem.

The economy features an arbitrary number of sectors with heterogeneous output price
stickiness a la Calvo [1983]. There is no domestic input-output structure, but the produc-
tion requires labor and imported intermediate goods. The output can either be exported
or domestically consumed. When exported, the price is sticky in the producer currency.
Specifically, I denote the number of sectors by S € N, within each of which, a continuum
of firms produce differentiated goods. The differentiated goods are aggregated within each
sector.

The economy is small and open in the sense that international conditions are exogenous.
The costs of imported materials are given by the exogenous international price times the
endogenous exchange rate. The price of exports is compared with the exogenous prevailing
price in the international market, to which the foreign demand for the country’s export
responds. The economy also takes the asset prices in complete international asset markets
as given.

The monetary authority attempts to maximize the welfare of the representative domestic
household, which consumes goods from all the sectors and provides labor. The monetary
authority takes the optimization behavior of the household and firms under staggered price
setting as given. It also takes exogenous international market conditions as given. I assume
the timeless perspective following Woodford [2003].

2.1 Market conditions

Sectors are heterogeneous in price stickiness and the elasticity of substitution across differen-
tiated goods within a sector. The former is already identified as key to obtaining the optimal
price index in the closed economy literature. Although heterogeneity in the elasticity has
not been highlighted in the literature, it is quantitatively important and intuitive. That is,
a high elasticity of substitution implies that a small mispricing leads to a tremendous swing
in demand and is thus costly to welfare.

For the model to be applicable to different countries with different trade patterns, I use
a general production technology and a general trade pattern. By adjusting the parameter
of the production technology of my model, one can consider a country such as Japan im-
porting commodities, i.e., goods with flexible prices and high elasticities of substitution, and
exporting differentiated goods or a country such as Russia doing the opposite.

Compared to the common SOE framework featuring tradable goods and non-tradable
goods or that with home goods and foreign goods, the description of the production sector
is enriched such that any imported good goes through the domestic sector before being



consumed by the household. This allows me to treat different sectors uniformly despite the
generality. My model encompasses the common frameworks in the literature as special cases.

2.1.1 The representative household

In any period of time t € [0, 00|, the representative household consumes goods from each of
the S sectors denoted by Cy; for s € S and supplies labor, denoted by L, to each of the S
sectors. I assume that the amounts of consumption from different sectors are aggregated in
a Cobb-Douglas function with the exponential factor 15 for sector s € S summing up to one
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This implies that elasticity of substitution across sectors is one. This is the standard as-
sumption used in multi-sector NK models; see, for example, Aoki [2001] and Eusepi et al.
[2011].*For the labor supply, I simply assume homogeneous labor that can be summed. This
means that the disutility from labor depends only on the aggregate amount of work, not in
the distribution of where the household works.

L, = Z L (2)
ses
An alternative would be to assume increasing disutility from labor supplied to each firm in
each sector. This would increase the efficiency cost of price dispersion relative to my case.
Given prices {Py},.q, Wy, profits {Eg}, g, a lump sum transfer T3, all denominated in
the local currency, the pricing kernel in the international asset market Mj , the exchange
rate &, and the price A of initial debt Dy, where the unit is in the utility in the pre-specified
insurance contract over different policies, the household maximizes
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4This does not mean that the assumption is without loss of generality. Benigno and Benigno [2003],
for example, demonstrate that relaxing the assumption of a unitary elasticity between a home good and a
foreign good may change the desirability of the flexible price allocation.



[Lses C’;ﬁs . The second term in the objective function represents the disutility from labor sup-
ply to each sector { L}, . From the expenditure minimization problem, the CPI consistent
with this consumption aggregator is

p=1] (Zj)ws. (4)

seSs

Using this, intra-temporal conditions for the household’s optimization are expressed as fol-
lows:
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I assume that the household trades in the international asset market before the mone-
tary authority chooses its policy. With this timing convention, the marginal utility for the
household of having less debt Dy is fixed at the exogenous level A across different possible
monetary policies. The constant A represents the shadow price of the initial debt in the
asset markets. This allows me to subsequently derive an international risk sharing condition
that is invariant across policies. The policy-invariant risk sharing condition is standard in
the literature, but how to consistently derive the condition in a DSGE setup has not been
fully explored. For further discussion, see Senay and Sutherland [2007].

The level of consumption is determined by the tightness of the lifetime budget constraint.
Denoting the aggregate consumption of a foreign country and its price by Cfand P/, we can
consider the stochastic discount factor to be equated to the ratio of marginal utilities of the
consumer in that foreign country between any two states of the world. In particular, if we
let MG, = _, M be the discount factor from period 0, or the planning period, to period
t in the future, then, assuming the same utility function for the foreign consumer consuming
C; at price P}, we can interpret the stochastic discount factor as

()7 /P .
N D (7)
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under the assumption that the foreign consumer also has access to the same complete asset

markets. Gali and Monacelli [2005] also interpret the stochastic discount factor in this way.
Combining this with the inter-temporal condition of the household, we have

()" /P
(Co) /By

Thus, we can obtain the international risk sharing condition

C, = €017, (8)

where Q; = & P}/ P, is the real exchange rate and = (APJ)_% /C§ is a constant. For this
SOE, foreign consumption C} and the foreign consumption price level P} are exogenous,
so is the stochastic discount factor Mj. Note that if we do not assume the asset markets
that insure across different policies, we need to allow A to vary across policies and hence the
coefficient of the risk sharing condition also varies across policies.

Mat = ﬂt
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2.1.2 The individual firm’s technology and aggregation

The production technology for firm 7 in sector s € S is given by

Y + Yy = Zg M3 LY

sit T sit sit *

Y. and Y;)Zi are the output of firm 7 in sector s at time ¢ shipped for domestic use and
exported to foreign, respectively, Z,, is the stochastic sector-specific productivity, Mg; is
the imported good, and L; is labor. Note that the Cobb-Douglas parameters ay, and ag
are allowed to vary across sectors.

I assume that the technology is linear, that is, ay,, + ag = 1 for all s € S. When «,,, = 0,
this reduces to the production technology assumed in Gali and Monacelli [2005]. The linear
technology assumption makes the following calculation simpler by making the marginal cost
independent of the amount produced. If one instead assumes decreasing returns to scale,
the efficiency cost of price dispersion will be larger. For simplicity, I also assume ay > 0 for
all s € S. This means that all sectors use at least some amount of labor. This is empirically
true. Some countries, on the other hand, may import nothing in some sectors. Therefore, I
do not impose ay,, > 0.

By setting ay,, ~ 1 and ag &~ 0, [ can consider a country importing in sector s. Alterna-
tively, by setting ag, ~ 0 and ag ~ 1, I can consider a country being skilled at producing
goods in sector s, and depending on the demand from foreign, it is likely that the country
exports in sector s in equilibrium.

There is an aggregation firm in each sector with aggregation technologies
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that operates competitively. The elasticity of substitution parameter 65 can be heterogeneous
across sectors. The cost minimization problem of the aggregator gives the demand schedule
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and the price index consistent with the aggregation
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Note that the output for domestic use and foreign export are the same goods but labeled
and priced differently.

2.1.3 The individual firm’s pricing decision

Assume that in each sector s € S, a randomly selected fraction 1 — A4 of the firms can reset
the price. The price stickiness parameter A; can also vary across sectors. An individual
firm in sector s takes wage W,, import price £Q%,, the demand function in equations (10),
production function and tax 7, as given. The unit cost of imported good &Q7; is given by
the product of the endogenous exchange rate & and exogenous and stochastic international

10



price Q%,. The prices of its output are set by the individual firm to maximize its expected
profit.
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The realized profit F,; is aggregated within and across sectors Fy = [ Eyudi and immedi-
ately paid out to the household. Note that the firms are taxed differently across sectors and
between destinations. The rate for profits earned domestically is 7, and the rate for profits
from foreign is 75

Following the usual procedure, the optimal pricing condition can be aggregated to
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Note that the nominal exchange rate is substituted out using the definition of the real
exchange rate Q; = &P /P, < & = QF,/P;, and 1 deﬁned CPI inflation rate as I, =
P,/P,_; and sectoral inflation rates as I,y = Py /Py_1,11), = Py /Py_,. For the derivation,
see Appendix A.1.

Equations (13) and (14) govern the dynamics of sectoral inflation. Note that the sectoral
inflation rate Il;; and the inflation in terms of the CPI II; are related through the change
in the relative price Py /P;. Thus, the equations state that sectoral inflation is a function
of expected future sectoral inflation Fst and the expected future marginal cost Kst The
sectoral inflation rate is the weighted sum of one and the ratio F, +/ K, +, where the weight
on one becomes larger as the price becomes stickier Ay, — 1. When the price is completely
sticky Ay = 1, then sectoral inflation becomes one, meaning that the nominal sectoral price
is fixed at the previous level, and only the relative price may move if the CPI P, moves. At
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the other extreme, when the price is fully flexible Ay — 0, these equations hold by having
F,, = K. In this case, the expectation terms in Fy and K also disappear, restoring the
flexible price equilibrium pricing rule
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2.1.4 Resource constraints

The market clearing conditions are
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Using the factor demand from individual firms, these reduce to market clearing conditions

in aggregate variables
Cst == YSt and Xst == Ygi( (19)

and the resource constraints in aggregate variables
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where Ay, = [ (ﬁ”) di > 1and A = [ | 5% di > 1 are the production wedges that
st st

evolve according to

0 0
Pst : Pst Pst 1 ’
Ay = e Agyq+ (1=, 11, 21

t (Pst—1> 7t 1+( ) (f (_Pt t B n >> ( )

PX\" PX  PX \\”"
s () o (1 (B ) @)
t

S

where the function f, is defined as

fs(z,y;2) = <1 —1)\5 (1 Y (333)91))051—1

For the derivation, see Appendix A.2.

Equation (20) combined with the dynamics (21) and (22) are the key equations capturing
the cost of inflation in sector s.

First, as we can see from the dynamics, sectoral inflation or deflation Iy = Py /Py
causes larger wedges A, AX. When sectoral inflation is zero, i.e., I, = 1, the wedge decays
at the rate \g to the steady state of A, = 1. When the inflation rate deviates from one, it
enlarges the deviation of the wedge from one.® The effect of inflation on the wedge is larger

®This happens regardless of inflation or deflation. The first term is increasing in Iy, = Py /Ps_1, but
the second term is decreasing in Iy, = (Ps;/P;) 11/ (Ps—1/Pi—1). The overall term behaves like the first
term when II;; > 1 and like the second term when Il < 1.
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when the price is sticky, represented by a larger \,, and when the differentiated goods are
more substitutable, represented by a larger #,. Price stickiness limits the ability of firms to
set a uniform price across differentiated goods. A higher elasticity induces a larger response
of demand and thus production to the price differential among similar goods within the
sector.

Second, the aggregate resource constraint (20) states that the wedges A, AX create a
gap between the input L, and the outputs Cy, X, in effective units, which is the ultimate
source of welfare loss in my model. Even if the production function in each firm is not
affected by the inflation rate, the distribution of production within the sector is affected
by inflation, as explained in the previous paragraph. Since uneven outputs are translated
into a lower effective output under the love of variety assumption represented by the CES
aggregator (9), sectoral inflation causes the production wedges.

2.1.5 Small open economy assumptions
Finally, I assume that foreign demand is price elastic.

PX —03
Xy = st X7, (23)
EPy,

where X}, is the exogenous total international demand for sector s and P, is its aggregate
price index that is also exogenously given. This assumption can be derived from the cost
minimization condition of a foreign buyer who aggregates the composite goods of sector s
from different countries with a constant elasticity of substitution 67 aggregator.

2.2 The Ramsey problem

The monetary authority’s problem is defined as follows.

Definition 1. The optimal monetary policy is the solution to the following problem. Given
random shocks (( P PLIPY Zg, XE) C’*) , tax (TS, TX) g’ and initial state vari-

ables P_1, & 4, (As,—h A§—1) s the central bank chooses a Contingent plan of all the endoge-
nous variables Cy, Ly, (Cit, Loty Pt/ Pr P Py Yo, Yalfs Xooe M) o s Qs Ty, (A1, AY).
(f(&t,f?s,t, KX FX) s’ Dy to solve

s,t)

seES

es’

Lo
1+9¢

maXEOZBt lc_ ] + ADj

subject to equations (1), (2), (4)-(6), (8), (13)-(23) and

EOZ [ 07tPt Z <X8tcgt-;)t - Mst F)t )] DO

t=0 SES

The last condition is equivalent to the household’s lifetime budget constraint (3) under
the assumption that all the profit goes to the household as F; and the balanced government
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budget. This condition is important for binding the planner with the same trade-off between
consumption and labor as that faced by the decentralized economy.

Although the initial level of debt Dy is mathematically expressed as a choice variable,
this does not mean that the central bank can freely choose it. Recall that I assumed in the
previous sub-section that the asset markets operate before the monetary authority chooses
its policy. Thus, the monetary authority takes into account the change or lack thereof in
the initial level of debt Dy when it chooses its policy. In this sense, the monetary authority
indirectly chooses the initial level of debt.

3 Analytical Results

In this section, I derive the formula for the RPI and discuss the intuition behind the index.
The justification of the index is given in a theorem that states that RPI needs to remain
constant in long-run expectation for the economy to achieve the Ramsey optimal allocation.
I start by showing two lemmas that help us understand the trade-off faced by the central
bank.

The first lemma concerns the steady-state property that makes the analysis tractable.
The second lemma shows how the Ramsey problem can be approximated around the steady
state. As studied in Benigno and Woodford [2012], the solution to the approximated problem
approximates the solution to the original Ramsey problem under regularity conditions.

Then, I state the theorem on the optimality of stabilizing the RPI. The formula for RPI
can be interpreted as a weighted sum of prices in different sectors, where the weight depends
on output share of the sector, price stickiness and the elasticity of substitution within the
sector. I discuss two points on the formula. First, compared with the CPI, the RPI is closer
to PPI since PPI includes prices of exports. However, the PPI is not always better than
CPI due to the other two factors: price stickiness and the elasticity of substitution. Second,
international prices do not directly appear in the formula. This means that the central bank
should be concerned about international prices if and only if they affect output prices that
appear in the RPI formula.

3.1 Terms of trade externality and the efficiency of the steady
state

To focus on the monetary friction in the analysis, it is convenient to assume that the tax
rates are set to offset any real distortions that arise under the flexible price equilibrium.
There are two types of real distortions in this economy: monopolistic distortions and terms
of trade externality. It is widely known what tax rate offsets the former since it also arises
in the closed economy setup. Regarding the latter, however, no paper has explicitly defined
the distortion and offset it using a tax.

In this subsection, I show that these distortions can be offset by taxes if we assume
different tax rates between domestic consumption and exports, as I do in my model. The
distortions are defined as wedges between the social planner’s allocation and the flexible price
equilibrium. The planner’s problem is defined as the maximization of the household’s welfare
subject only to the resource and technology constraint and the conditions in international
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markets. The flexible price equilibrium is defined as usual. Monopolistic competition leads

to monopolistic markups in the price that appear as distortions in the allocation. The terms

of trade externality, on the other hand, comes from the inability of the individual firms to

exploit monopolistic competition in the international market.

I define the first-best planner’s problem as follows.

Definition 2. Given ((Qt P—;t) M )OO A, the planner solves

Pro P g’ 0,t t:O’ )
1—0o
(HSES C;ﬁs) _ (ESES Lst)1+¢
1l—0 14+ ¢

max . Eo Z Ik + AD,,
t=0

DO7((C.styMststt7Lst)ses)t=0

subject to the technology constraint
ZsthgsmL?tSl = Cst + Xst Vs e S
and the inter-temporal trade balance condition

> Ll A PL O Q
Ey Z A Z Xy X" =2 — 22 M || = D.
El P* Pt*

t=0 SES t

In defining the planner’s problem, I use

_p* _
pPX s PX X
Xy = (8 st*> X & i ot = < ff)
td st tt st st
to eliminate prices.

The objective function is the same as the welfare of the household in the Ramsey problem
in Definition 1. The first-best planner is constrained only by the aggregate production
technology in each sector and the inter-temporal trade balance condition. In building the
aggregate production function, I already imposed uniform production within a sector Yy; =
Y, and so forth, as the optimality condition. The inter-temporal trade balance condition
does not necessarily require balanced trade in each period, but any trade deficit is financed
in the international asset market, and any trade surplus is invested in the international asset
market such that the discounted sum of the trade surplus equals the initial level of the

external debt Dy.
Appendix B.1 shows that the planner’s solution is characterized by the following:

R
m*"“

WP Qam Lf Py Qsm Lf
Crg a2, o = VseS (24
" T Caw O QiQ o (24)

9* -1 P*t X 1 Z Q L? Pt* Gam L C % C w V S
) > )’ = s — st — Us 2 S 25
0 Qt Pr (X3) 1 Cr7 Q7 t t o, s (25)

1
Ct = 501?@; ) (26)
and
oo ® 9;—1 .
Asm, L Py o T *9% P Asm, L Lt

Do =E M P Zs t L Lst —Cs X sst_ 2t . 27
0 0 ; [ o,tt ¢ ; (( >t ( Qg C;O’ QtQ:t) t t) st Pt* Qg C;cr Qt ) ] ( )
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To compare this with the flexible price allocation, I define the flexible price allocation
as the solution to equations (1), (2), (4)-(6), (8), (13), (14), (15)-(18) under A\ = 0 for all
s € S, and (19)-(23), and the household’s budget constraint. Appendix B.2 shows that the
equilibrium is characterized by the following:

Vs Qsm L? Py o -1 Lf
Ci—=——ag 2, — ” =X; —= Vse S 28
tCst ot gl Ct 7 Qt st X Ct 7 ( )
1
0r — lQ P (X" )gi* 1y oem LY P Otam . . oz . ” e s 0)
s = U s st — Ug S
o; R AT e 677 QuQ L) T
1
Ct = gCt*Qt(T (30)
and

oo " 0% —1 ¢

asm LY Pro\T" 0T s+ P4 a L
Do =E M P Zs ki t Lst — Cs D GG UL t I , 31
53 [ Y (( (maag) woen) T AF Rty ﬂ o

where the real wedges x,, Vs are defined as

0, \ 1—7rX ¢
=(1—r1, s v, = s s
e = T)<08—1> I—7, 6,1

We can see that the characterizations of allocations are equivalent except for the wedges
xs and v,. The wedge x, for all s represents distortions coming from domestic monopolistic
competition. The wedge v, for all s represents distortions coming from the inability of the
domestic firms to exert their monopolistic power in the international market, which I call
the terms of trade externality.

Thus, the following lemma holds.

Lemma 3. The flexible price allocation is efficient if and only if xs = vs =1 for all s € S.

That s,
0, x 0% ! 0, 0% !
1=-% 6, —1 T <1_5)<9;—1> @—1(6;—1) '

There are two types of inefficiency that the tax needs to address. To see this, note that
even if the tax in each sector offsets the monopolistic markup in each sector by setting
1—7s=0s/(0s — 1) , inefficiency remains due to the difference

0, or \ '
0, —1\6-—1

between 6, and 67. To achieve the efficient allocation, the tax needs to offset both internal
distortion due to domestic monopolistic competition and external distortion due to (not
utilizing) international monopolistic competition.

The external distortion arises when the elasticity of foreign demand is finite and hence
0%/ (0% —1) > 1. In this case, the equilibrium consumption of export sector good is too
low. The planner can improve welfare by exporting less while simultaneously improving the
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terms of trade. The market equilibrium cannot achieve this since each export sector takes the
total demand for the exports as given, but the planner can strategically increase the sectoral
price of exports as a whole to affect the terms of trade and foreign demand. To achieve this
allocation in a decentralized manner, the fiscal authority needs to impose different tax rates
depending on the destinations of goods.

In the following analysis, I assume such efficient tax rates to focus my analysis on mon-
etary frictions. If I do not assume this efficient level of taxation, the monetary authority
will have an incentive to use differential inflation rates across sectors to correct the distorted
real allocation. If this force is added to the monetary trade-off that I analyze below, the
analysis becomes too complicated. As the first step, I believe this simplification is beneficial
in understanding the optimal price index.

3.2 Approximation of the Ramsey problem

This subsection derives the approximation to the Ramsey problem around the optimal steady
state defined in Appendix B.3. I denote the log deviation from the steady state by the lower-
case letter of the corresponding symbol of the variable. All domestic nominal variables are
expressed relative to domestic CPI P;. All international nominal variables are expressed in
relative terms to foreign CPI P;.

I show that when the steady state is efficient in the sense defined in the previous section,
the second-order approximation of the welfare function, i.e., the objective function of the
Ramsey problem, becomes purely quadratic without utilizing the second-order approxima-
tions of the pricing equations. Therefore, under regularity conditions, we can obtain an
accurate first-order approximation to the solution of the non-linear Ramsey problem defined
in Definition 1 by solving the approximated Ramsey problem that maximizes quadratically
approximated welfare subject to linearly approximated constraints.

Note the difference between the optimal steady state and the efficient allocation. As
mathematically defined in Appendix B.3, the optimal steady state is optimal in the second-
best sense, where the monetary authority’s problem takes sticky pricing mechanisms and
market conditions as given. Therefore, the optimal steady state need not be an efficient
allocation in the first-best sense. The appendix also shows that the optimal steady state
can be characterized by the equations for flexible price allocation under constant exogenous
variables and thus is efficient when the assumption of Lemma 3 is satisfied.

Denote the household’s welfare by W and its steady state level by W. Define the vector
of endogenous real variables as

v = ¢}, )]

where
C; — [Clt7 ey CS{;], and Iy = [C(flt, ...,:L‘St]/

are the vectors of consumption and exports of all the sectors. Furthermore, define the vector
of exogenous variables as

/
gt = [0:7 iB:/,p:/, q:/7 zz/t] )

where
:B: = [xj{t? "'v‘T*St]/v p: = [thv ""p*St]/’ q: = [Qﬂa "'7q§t]/> and z, = [Z1t> ""ZSt]/
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are the vectors of foreign demand for exports, international prices of exports, international
prices of imports, and productivity shocks.

Before assuming the efficient tax rate, by using the market conditions except for the
pricing equations, I show in Appendix B.5 that the approximated welfare can be written as

W-Ww & 1d ()" -
T = g)ﬂtquSld(az) d(¢.) (d (x) " - I)

+3 5 Boid (o) d(,) (1007 d0) 7~ 1)

b 328 (0= V&) Toa (o= &)+ T 2 0252, 4 00 2 ()| | 4 i
t=0

865' ks

where L is the steady-state level of aggregate labor supply, ¢s. = Cs/ (Cs + X;) is the steady-
state consumption share of output in sector s, ¢;s = Lg/L is the steady-state labor usage
share of sector s, ¢s, = 1 — ¢ is the steady-state export share of output and d (e) is the
diagonal matrix of the vector inside the parentheses. The 25 by 4S + 1 matrix N defines
the natural levels N¢; of the endogenous variables defined in the appendix.

The first two lines are linear in the endogenous variables, but when the steady state is
efficient y;, = v = 1 for all s € S, all of the linear terms disappear. Therefore, under
the efficient steady state, we can obtain a purely quadratic second-order approximation of
welfare.

Appendix B.6 shows that under the efficient steady state, the natural levels of the en-
dogenous variables coincide with the flexible price equilibrium denoted by F¢; with a 25 by
45 + 1 matrix F. In the following, I denote the log deviation from the flexible price equilib-
rium by ¥; := vy — F&. Furthermore, from the following relationship obtained in Appendix

B.4 "
b, = Xs Pscon
s -1 ¢s/ )
ZS/ES Xs' ¢SCI alsll

we can see that the coefficients of the inflation rates can be simplified to

PR P st+¢sws(st)] (qusc S,)Z ws[sﬁ‘;z( )].

seS Qs s'esS SES

Therefore, I obtain the following lemma.

Lemma 4. If the steady state is efficient, approximated optimal monetary policy can be
obtained by solving the linear-quadratic problem. Given initial conditions v_y1 and pre-

o
commitment, the central bank chooses {vt, T, TN ,7Tt}t o to minimize

ZﬁtEO[Ut w2l + Ty Z ¢s [ﬁstJrf;Z( )H

sES

subject to (1) the Phillips curves
(k)™ (m = BE [min]) =700 and d (k)" (75 = BE; [w,]) = 74,0,
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where ks = (1 — Xs) (1 — BAs) /A5, and (2) the identities linking inflation rates and relative
prices

I _ = I be I (s~ = IX _ _IX
= 1gaam+7, (0 —01) + € —€,_1 and 7, = Lo +Y,x (0 — V1) + 6,7 — €.

Proof. See Appendix B.7. m

The coefficient matrices ['yo, 72, vlx, 72 and 4!y , the scalar T'; and the residuals €/ and
are given in Appendix B.7. The choice variables are the vector of consumption of each
sector ¢; and the vector of exports from each sector x; contained in the vector of endogenous
variables v, the vector of inflation rates

X
€

T = [Tty oy Tst) , T = {ﬂﬁ, ...,W@}/
and CPI inflation m;. The reason for having CPI inflation here is that nominal variables
are normalized by CPI inflation. One can alternatively write the equations with different
normalization and still obtain the same result for the optimal price index.

As is usual in closed economy analysis, we have two parts in the objective function. The
first part is the quadratic terms in the gaps in real variables from their respective natural
levels. The second part is the nominal part representing the cost of volatile inflation.

The nominal friction is larger when the sector uses more labor, the price is sticky, or
the elasticity of substitution is high. This is intuitive because if the inflation rate is volatile
in a sector, the price dispersion of the sector increases. This means that to produce a
certain effective output in the sector, the sector requires more labor input and imported
materials, causing disutility for the household through more labor or a tighter international
budget. The overall effect will be larger if the sector uses more labor at the steady state.
Inflation volatility leads to higher price dispersion when the price is stickier. Given the same
distribution of individual prices within a sector, the degrees of price dispersion A, AX
become higher if the elasticity of substitution 6, is higher.

In the constraints, there are in total 25 Phillips curves for domestic prices and export
prices in each sector. The last two equations in the constraints are identities linking sectoral
inflation rates m;, m;X and CPI inflation 7;. This means that there is only one degree of
freedom left in this problem. Although there are different inflation rates for different sectors,
they cannot be freely chosen since relative inflation rate between two sectors determines the
evolution of the relative price of the two sectors.

3.3 Ramsey price index

This subsection states the main result of this paper. If we define a price index using the
coefficients on the inflation rates in the loss function derived in the previous subsection, the
price index stays constant in the long-run expectation under the optimal monetary policy.
This implies that if the central bank does not stabilize this price index in the long-run, its
policy is necessarily sub-optimal. Specifically, Appendix B.8 shows the following.

Theorem 5. Define the price index as

95 sT
logPy = @' Y by (log P+ 2 10g Pff)
scS Kg Qbsc
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with

50t

seS ks

Then, under the solution to the Ramsey problem,
lim B, logPr = ® 'logP.
T—o0

I call this price index P, the RPI since its stabilization is desirable as the solution to the
Ramsey problem. The scalar ® is used to normalize the coefficients to sum to one. This
theorem states that the long-run stabilization of the RPI can be obtained as a necessary
condition of the solution of the Ramsey problem. The theorem motivates the central bank’s
policy that stabilizes the inflation rate measured in this index since if this price index is not
stabilized in the long run under some policy, the policy must be sub-optimal.

The converse is not necessarily true. That is, complete stabilization of this price index
does not necessarily guarantee that the economy follows the optimal path consistent with the
first-order conditions. Although it is generally possible to derive the if-and-only-if condition
using the method of Giannoni and Woodford [2010], the condition is generally complicated.
To keep my discussion simple and intuitive, I propose the use of a simple policy rule that
always stabilizes the RPI. The welfare analysis in Section 4 shows that the welfare loss from
simple RPI stabilization policy is negligible compared to the optimal monetary policy and
that it performs better than the stabilization of headline CPI, core CPI, and PPI.

The RPI is a weighted sum of prices in different sectors, where the weights depend on
consumption share 1, the elasticity of substitution 6, the Phillips curve slope k4 that
contains the information of the price stickiness A; and the trade pattern ¢y, /ds..

The weight reflects the trade-off that the monetary authority faces. As the derivation
indicates, the weight takes the form of the coefficients on inflation rates in the loss function
of the Ramsey problem representing the cost of inflation in different sectors. If the volatility
of the inflation rate in a sector is relatively more costly to welfare than that in other sectors,
the RPI assigns higher weight to the former sector.

Note that this price index will remain constant even if there is a unit-root process in the
exogenous variables that may result in a permanent change in the natural levels of endogenous
variables. This fact should be noted since if all exogenous variables are stationary, price levels
under any price index will eventually coincide after all transitory shocks die out.

3.3.1 Comparison with CPI and PPI

To understand the relationship between the RPI and the conventional price indices, let us
consider the weight on sector s under log P, = log PX. Recalling that ¢, + ¢, = 1, the
weight on the price in sector s becomes

9 ¢ 9 CPI 1
~=
578 1+ st | _ s . '
w Ks < ¢sc> s ¢ ¢sc
PPI

From this expression, we can see that weighting under the RPI can be seen as that
under PPI multiplied by the sensitivity of the wedge to inflation /k,. The PPI weight is
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relevant because the cost of inflation appears as the wedge in production; see equation (20).
Therefore, the relevant size of the sector is the production size rather than consumption size.

However, the quantitative result in the next section shows that the sensitivity of the
wedge to inflation /K, is important in the sense that PPI targeting sometimes performs
worse than CPI targeting. The reason for the inclusion of this additional factor is that a given
inflation volatility causes different wedge sizes depending on price stickiness, summarized by
ks, and the elasticity of substitution, captured by 6.

Compared to the CPI weight, v,, the PPI weight is higher for exporting sectors. This
is because when some of the output is exported, the consumption weight on the sector is
smaller than the optimal weight. In such a case, we can obtain the correct size of the sector
by inflating the consumption weight 1, by the output-to-consumption ratio 1/¢s..

We can also obtain the price index derived in Woodford [2010] as a special case by
assuming no trade ¢,. = 1 and a homogeneous elasticity of substitution 8, = 6. In this
special case, the weight assigned to sector s isS1), /K.

The previous literature has argued for core inflation stabilization based on the observation
that the non-core sectors have higher degrees of flexibility or higher values of k, resulting
in disproportionately smaller weights on those sectors. The RPI adjusts for the elasticity
of substitution 65 and trade 1/¢s.. The former has the effect of placing a higher weight on
sectors with higher substitutability within the sector. This is important since some non-core
sectors do have higher values of the elasticity of substitution. The latter has the effect of
placing a higher weight on export sectors. This may shift the optimal weight away from the
core weight and closer to the headline weight for commodity exporting countries.

3.3.2 Role of international commodity prices

Another lesson that we can learn from the formula for RPI is that international commodity
prices P, Q% do not appear directly in the index. That is, the formula for RPI in Theorem
5 is a weighted sum of prices set by domestic firms P,; and Pf. Even if those prices are
influenced by international prices, the formula does not adjust for or offset the influence of
external factors.

Note that this is despite the fact that I naturally model the effect of exogenous inter-
national prices. As in the pricing equations (13)-(18), the international price of inputs Q%,
affect the firms’ pricing behavior through their marginal costs. As in the export demand
equation (23), prices of international competitors P}, affect export demand. The former has
a first-order impact on sectoral prices, and the latter has a first-order impact on the trade
balance and a second-order impact on sectoral prices.

We can observe from the formula in Theorem 5 that these international prices affect the
optimal price index if and only if they affect the output prices of domestic sectors. This is
because volatile inflation causes efficiency loss in production regardless of the cause of the
volatility, and thus, we do not need to adjust the formula for the price index depending on
whether such volatility comes from international prices. In other words, output prices in the
formula are sufficient statistics in the measure of the most welfare-relevant inflation rate.

6This is not exactly the same as the expression in Woodford (2010) since I am simplifying the analysis in
one dimension, namely, heterogeneity in the labor. This will affect the expression for the k4 reflecting the
increasing disutility from uneven labor supply.
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As an implication, although we may tend to think that central banks are not responsible
for inflation volatility caused by international price movements, a central bank should be
concerned about volatility as long as it affects the RPI. To understand this point, note that
although international prices are exogenous, domestic prices can be controlled via changes
in the exchange rate. Imagine an economy where all the domestic prices of different sectors
are proportional to the international prices in those sectors. The ratio between the vector
of international prices and that of domestic prices is the exchange rate. If the central bank
selects one domestic sector, it is possible to stabilize the domestic price of that sector by
adjusting the exchange rate to offset international price movements. Of course, this operation
affects all other sectors, so the central bank faces a trade-off between stabilizing one sector
and stabilizing another. The RPI indicates how to balance this trade-off.

4 Quantitative Results

This section calibrates the model to data on 40 countries with 35 sectors. The purpose
of the calibration is twofold: first, to understand the quantitative difference between the
optimal price index and conventional price indices and, second, to obtain some insights into
the implementation of the optimal monetary policy. That is, as noted above, the long-run
stabilization of the optimal price index is insufficient to guarantee that the economy follows
the optimal path. Therefore, the performance of the simple policy rule that completely
stabilizes the optimal price index would be of interest. I calculate the welfare loss from
stabilizing the optimal price index and sub-optimal price indices.

4.1 Welfare evaluation

I compare the welfare under the solution to the Ramsey problem, i.e., the optimal policy
with those under four simple stabilization policies for the RPI, headline CPI, core CPI, and
PPI. The equilibrium dynamics can be obtained by solving for the bounded solution of the
set of constraints combined with one of the following monetary policy alternatives.

1. Optimal monetary policy characterized by the first-order conditions (35).

2. RPI stabilization”

Z ws [Wst‘f’gbsx X]ZO

t
s K b’

3. Headline CPI stabilization.
T = 0

4. Core CPI stabilization. Denoting the set of core sectors by Core C S,

Z 7psﬂ-st =0

se€Core

"In case ¢ . = 0, I use the original expression of the weight Z o [d)scws t + Qs J.
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Table 1: Parameters common across countries and sectors

Parameter Value Note
B Discount rate 0.9712 3% annual rate
o Inverse intertemporal elasticity of substitution 2 e.g. Arellano [2008]
¢ Inverse Frisch elasticity of labor supply 0.47 e.g. De Paoli [2009]

5. PPI stabilization. Denoting the steady state output by Ys, VX for all s € S,

> (Yera + Y73 ) =0

seS

I evaluate the welfare

W W = JL S 5, [(v — N&) T (14— NE)
t=0

S 65 65 2 .
+> Dis l¢scﬁ’ﬂit + ¢SIK— (Wft) H + t.i.p.

ses Qgl s

under each of the solutions and report the welfare loss compared to the optimal monetary
policy.

4.2 Data

To evaluate the welfare loss described in the previous subsection, I need to obtain parameter
values, some steady-state variables a description of the exogenous processes. I consider one
period to be one month in this section. Parameters common across all countries and sectors,
summarized in Table 1, are the discount factor g = 0.97$, to match the 3% annual discount
rate, the inverse of the elasticity of intertemporal substitution ¢ = 2, which is the standard
value in the literature, and the inverse of the Frisch elasticity of labor supply ¢ = 0.47,
following De Paoli (2009)De Paoli [2009].

I allow for sectoral heterogeneity in the elasticity of substitution 65 and price stickiness
As . For the stickiness parameters, I use the estimates of Nakamura and Steinsson [2008].
For the elasticity of substitution, I use the estimates of Broda and Weinstein [2006]. I follow
the categorization of 35 industrial sectors in the World Input-Output Database (WIOD)?.
Appendix C.2 shows the concordance of the categories across these data sources. The pa-
rameter values are summarized in Table 2. In the analysis below, these stickiness parameters
and elasticity parameters are assumed to be common across countries.

Since the definition of the “core” index varies across countries, I define the set of core
sectors C'ore C S as non-commodity sectors for the purposes of cross-country comparison.
Table 2 also reports whether a sector is the core sector.

I use country-specific values for ¥, a,,, oy, ¢., @, and ¢;. These are constructed for 40

8See Timmer et al. [2015].
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Table 2: Sector-specific parameters common across all countries

Sector WIOD 0, s % Core
1 Agriculture, Hunting, Forestry and Fishing 9.83 125 2 1
2 Mining and Quarrying 5.53 961 3280 1
3 Food, Beverages and Tobacco 6.35 .737 67 0
4 Textiles and Textile Products 391 977 6519 1
5 Leather, Leather and Footwear 3.69 962 2310 1
6 Wood and Products of Wood and Cork 4.01 987 19639 1
7 Pulp, Paper, Paper , Printing and Publishing 505 .956 2364 1
8 Coke, Refined Petroleum and Nuclear Fuel 5.75 513 12 0
9 Chemicals and Chemical Products 525 939 1275 1
10 Rubber and Plastics 4.8 968 4214 1
11 Other Non-Metallic Mineral 3.04 959 1637 1
12 Basic Metals and Fabricated Metal 743 962 4651 1
13 Machinery, Nec 899 963 5932 1
14 Electrical and Optical Equipment 4.79 963 3161 1
15 Transport Equipment 13.41 727 130 1
16 Manufacturing, Nec; Recycling 275 835 83 1
17 Electricity, Gas and Water Supply 259 513 6 0
18 Construction 259  .939 629 1
19 Sale, Maintenance and Repair of Motor Vehicles and Motorcycles; Retail Sale of Fuel 2.59 531 6 0
20 Wholesale Trade and Commission Trade, Except of Motor Vehicles and Motorcycles  2.59  .939 629 1
21 Retail Trade, Except of Motor Vehicles and Motorcycles; Repair of Household Goods 2.59  .939 629 1
22 Hotels and Restaurants 2.59  .939 629 1
23 Inland Transport 259 583 9 1
24 Water Transport 259  .883 9 1
25 Air Transport 259 583 9 1
26 Other Supporting and Auxiliary Transport Activities; Activities of Travel Agencies 259 583 9 1
27 Post and Telecommunications 259 939 629 1
28 Financial Intermediation 259 939 629 1
29 Real Estate Activities 259 939 629 1
30 Renting of MandEq and Other Business Activities 233 939 566 1
31 Public Admin and Defence; Compulsory Social Security 259 939 629 1
32 Education 2.59 939 629 1
33 Health and Social Work 259 939 629 1
34 Other Community, Social and Personal Services 2.85  .939 692 1
35 Private Households with Employed Persons 259 939 629 1
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countries in the 2013 release of World Input-Output Database as follows?. I use the year 2000
to align with the periods covered in other estimates (Nakamura and Steinsson: 1998-2005,
Broda and Weinstein 1990-2001) and the 2013 release for the sake of matching with Rauch’s
classification.

For a given country, the domestic part of its input-output table is taken from the WIOD
and the imports and exports are calculated by summing all the foreign entries for the country.
As consumption {P,C,}, g, I use the sum of gross fixed capital formation (WIOD column
c41) and final consumption by households (¢37), non-profit organizations serving households
(¢38), and government for each sector (¢39). The consumption expenditure share 1) is
calculated as the share of each sector over aggregate domestic consumption.

As the payment to labor {W L}, g, I use value added (WIOD row r64). The labor usage
share ¢, is calculated as the share of each sector over the aggregate value added of all the
sectors in the country.

Since I abstract from the input-output linkages in my theoretical analysis, I need to
obtain the values of a,,, a, ¢, ¢, that correspond to the economy without input-output
linkages. To do so, I adjust the raw input shares and usage shares using the input-output
matrix. The adjustment described in Appendix C.3 counts all indirect usages of labor and
imported goods in calculating o, ;. In calculating ¢, ¢,, all indirect consumption and
exports are counted. In this way, I can obtain the property «,, + a; = 1541 assumed in the
analysis and the property ¢, + ¢, = 1 that needs to hold by definition.

Finally, the dynamics of the exogenous variables are assumed to be described as a vector
auto-regressive process with one lag (VAR(1)). I obtain the coefficients and the variance-
covariance matrix of the error terms by fitting the following monthly processes to the VAR(1)
model. The sample period is from June 2009 to August 2017.

I use the logarithm of US consumption as world consumption c¢;, US imports as an
approximation of world demand x}, and US export price indices as an approximation of the
prices of international competitors p;. The monthly series are accessed through CEIC'®, and
the data sources are summarized in Table 3 for export demand x; and in Table 4 for export
prices p;. For ¢}, I use seasonally adjusted series of personal consumption expenditure (PCE)
in 2012 prices from Bureau of Economic Analysis. The standard deviation in the sample is
0.94%.

For import prices g, I combine export price indices using country-specific compositions
of imports to sectors. That is, I use the World Input-Output table to calculate how much
sector s of a given country imports goods and services from sector s’ of all other countries.
I denote the share of imports from sector s over total imports to sector s by d,y. I then
use the weighted sum of the log prices of all source sectors s’ as the import price index
Qi = Y ves Qsspuy. 1 assume that productivity z; is constant to focus on observable shocks.

9The countries included are Australia, Austria, Belgium, Bulgaria, Brazil, Canada, China, Cyprus, Czech
Republic, Germany, Denmark, Spain, Estonia, Finland, France, the United Kingdom, Greece, Hungary, In-
dia, Indonesia, Ireland, Italy, Japan, Korea, Lithuania, Luxembourg, Latvia, Mexico, Malta, the Netherlands,
Poland, Portugal, Romania, Russia, Slovakia, Slovenia, Sweden, Turkey, Taiwan, and the U.S.A.

0CEIC is a proprietary database, which can be accessed here: https://insights.ceicdata.com.
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Table 3: Data source

x*  WIOD Std (%) Series Name Source
1 Agriculture, Hunting, Forestry and Fishing 12.7 Imports: 1-Digit: Food and Live US Census Bureau
Animals
2 Mining and Quarrying 9.5 Tmport Value: SITC: Customs, Aggregate US Census Bureau
under Metal and Mining Sector
3 Food, Beverages and Tobacco 10.2 Imports: 1-Digit: Beverages and Tobacco US Census Bureau
4 Textiles and Textile Products 10.6 Imports: CIF: 2-Digit: Textile Fibers US Census Bureau
and Their Wastes
5  Leather, Leather and Footwear 7 Imports: 1-Digit: Manufactured Goods Classified US Census Bureau
Chiefly by Material
6  Wood and Products of Wood and 9.9 Imports: 2-Digit: Cork and Wood US Census Bureau
Cork
7  Pulp, Paper, Paper , Printing and 6.5 Imports: 2-Digit: Paper, Paperboard and US Census Bureau
Publishing Pulp
8  Coke, Refined Petroleum and Nuclear Fuel 9.9 Imports: 2-Digit: Petroleum, Petroleum Products US Census Bureau
9  Chemicals and Chemical Products 6.8 Imports: 1-Digit: Chemicals and Related US Census Bureau
Products, nes
10 Rubber and Plastics 11.2 Imports: 2-Digit: Rubber Manufactures US Census Bureau
11 Other Non-Metallic Mineral 8.4 Imports: NAICS: Mfg: Non Metallic US Census Bureau
Mineral
12 Basic Metals and Fabricated Metal 13.2 Imports: 2-Digit: US Census Bureau
Metalliferous Ores and Metal Scrap
13 Machinery, Nec 8.1 Imports: 1-Digit: Machinery and Transport US Census Bureau
Equipment
14 Electrical and Optical Equipment 8.5 Imports: 2-Digit: Electrical Machinery, Apparatus US Census Bureau
and Appliances, nes
15 Transport Equipment 10.3 Imports: 2-Digit: Road Vehicles US Census Bureau
16 Manufacturing, Nec; Recycling 9 Imports: 1-Digit: Miscellaneous Manufactured Articles US Census Bureau
17 Electricity, Gas and Water Supply 22.4 Imports: 2-Digit: Electric Current US Census Bureau
18 Construction 1.7 Tmports: sa: Service US Census Bureau
19 Sale, Maintenance and Repair of Motor 10.5 Imports: 2-Digit: Road Vehicles US Census Bureau
Vehicles and Motorcycles; Retail Sale of Fuel
20  Wholesale Trade and Commission Trade, Except 7.8 Merchant Wholesalers Sales: Total US Census Bureau
of Motor Vehicles and Motorcycles
21 Retail Trade, Except of Motor Vehicles 6.8 Retail Sales and Food Services: US Census Bureau
and Motorcycles; Repair of Household Goods ex Motor Vehicle and Parts
22 Hotels and Restaurants 5.4 Retail Sales: FS: ow: Full US Census Bureau
Service Restaurants
23 Inland Transport 5.8 PCE: saar: SE: HCE: TR: Bureau of Economic Analysis
PT: Ground Transportation (GT)
24 Water Transport 2.8 Imports: sa: Service US Census Bureau
25  Air Transport 12.1 PCE: saar: SE: HCE: TR: Bureau of Economic Analysis
PT: Air Transportation
26 Other Supporting and Auxiliary Transport 5.4 Avg Weekly Earnings: PB: Travel Bureau of Labor Statistics
Activities; Activities of Travel Agencies Agency
27 Post and Telecommunications 4.6 PCE: saar: SE: HCE: Other: Bureau of Economic Analysis
CO: Postal and Delivery Services (PDS)
28 Financial Intermediation 2.7 Avg Weekly Earnings: FA: Credit Bureau of Labor Statistics
Intermediation and Rel Activities
29 Real Estate Activities 2.6 Avg Weekly Earnings: FA: Real Bureau of Labor Statistics
Estate
30 Renting of MandEq and Other Business 6 Avg Weekly Earnings: FA: Machinery Bureau of Labor Statistics
Activities and Equip Rental and Leasing
31 Public Admin and Defence; Compulsory Social 2.2 Imports: sa: Service US Census Bureau
Security
32 Education 1.7 Tmports: sa: Service US Census Bureau
33 Health and Social Work 1.4 Imports: sa: Service US Census Bureau
34 Other Community, Social and Personal Services 2.4 Avg Weekly Earnings: OS: Personal Bureau of Labor Statistics
Care Services
35 Private Households with Employed Persons 1.5 Imports: sa: Service US Census Bureau
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Table 4: Data source

p* WIOD Std (%) Series Name Source
1 Agriculture, Hunting, Forestry and Fishing 15.2 Export Price Index: Agriculture and Bureau of Labor Statistics
Livestock Products (ALP)
2 Mining and Quarrying 14.2 Export Price Index: Oil, Gas, Bureau of Labor Statistics
Meneral and Ores: Mineral and Ores
3 Food, Beverages and Tobacco 6.3 Export Price Index: Beverages and Bureau of Labor Statistics
Tobacco Products
4 Textiles and Textile Products 7.8 Export Price Index: Bureau of Labor Statistics
Textile and Textile Articles (TA)
5 Leather, Leather and Footwear 9 PPI: Hides, Skins, Leather and Bureau of Labor Statistics
Products
6 Wood and Products of Wood and 3.1 (DC)Export Price Index: Wood Products Bureau of Labor Statistics
Cork
7  Pulp, Paper, Paper , Printing and 3.2 Export Price Index: Paper Bureau of Labor Statistics
Publishing
8  Coke, Refined Petroleum and Nuclear Fuel 26.1 Export Price Index: Petroleum and Bureau of Labor Statistics
Coal Products
9  Chemicals and Chemical Products 5.7 Export Price Index: Chemicals Bureau of Labor Statistics
10 Rubber and Plastics 3.4 Export Price Index: Plastics and Bureau of Labor Statistics
Rubber Products (PRP)
11 Other Non-Metallic Mineral .8 Export Price Index: Nonmatalic Mineral Bureau of Labor Statistics
Products
12 Basic Metals and Fabricated Metal 9.8 Export Price Index: Primary Metals Bureau of Labor Statistics
(PM)
13 Machinery, Nec 1.1 Export Price Index: Machinery (MA) Bureau of Labor Statistics
14 Electrical and Optical Equipment .6 Export Price Index: Computer and Bureau of Labor Statistics
Electronics Products (CEP)
15  Transport Equipment .6 Export Price Index: Transportation Equipment Bureau of Labor Statistics
16 Manufacturing, Nec; Recycling 5 Export Price Index: Miscellaneous Manufactured Bureau of Labor Statistics
Articles (MM)
17  Electricity, Gas and Water Supply 1.3 CPI U: Services: Utilities and Bureau of Labor Statistics
Public Transportation
18  Construction 1.3 PPI: ME: Construction Bureau of Labor Statistics
19 Sale, Maintenance and Repair of Motor 2 CPI U: Transport: Private: MV Bureau of Labor Statistics
Vehicles and Motorcycles; Retail Sale of Fuel Maintenance and Repair (MR)
20 Wholesale Trade and Commission Trade, Except 1 PPIL: Wholesale Trade Services (WTS) Bureau of Labor Statistics
of Motor Vehicles and Motorcycles
21 Retail Trade, Except of Motor Vehicles 1 CPI U: Housing: HFO: HO: Bureau of Labor Statistics
and Motorcycles; Repair of Household Goods Repair of Household Items
22 Hotels and Restaurants 3.6 PPI: Accommodation Services: Travel Accommodation Bureau of Labor Statistics
23 Inland Transport 3.6 PPI: Travel Arrangement Services: Vehicle Bureau of Labor Statistics
Rentals and Lodging
24 Water Transport 2.7 PPI: Travel Arrangement Services: Cruises Bureau of Labor Statistics
and Tours
25 Air Transport 11.1 Export Price Index: Air Passenger Bureau of Labor Statistics
Fares
26 Other Supporting and Auxiliary Transport 2.1 PPI: Travel Arrangement Services: Others Bureau of Labor Statistics
Activities; Activities of Travel Agencies
27 Post and Telecommunications 1.4 PPI: ME: General: Scales and Bureau of Labor Statistics
Balances: Retail,Commercial,Hseholdand Mail
28 Financial Intermediation 2.1 PPI: Credit Intermediation Services (CIS) Bureau of Labor Statistics
29 Real Estate Activities 2 PPI: Real Estate Services Bureau of Labor Statistics
30 Renting of MandEq and Other Business 3.6 PPI: Rental and Leasing of Bureau of Labor Statistics
Activities Goods
31 Public Admin and Defence; Compulsory Social 1.1 PPI: Selected Security Services Bureau of Labor Statistics
Security
32 Education 1 PPI: Educational Services Bureau of Labor Statistics
33 Health and Social Work .6 CPI U: Medical Care: Services Bureau of Labor Statistics
34 Other Community, Social and Personal Services .7 CPI U: GS: PC: Personal Bureau of Labor Statistics
Care Services
35 Private Households with Employed Persons 2 PCE: PI: sa: Services (SE) Bureau of Economic Analysis
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4.3 Welfare results

Table 5 shows the welfare loss from simple monetary policy rules (i.e., monetary policies 2-5
in Subsection 4.1) compared with the optimal monetary policy. The units for these values
is 0.01% of steady-state consumption.

As a benchmark, notice that the welfare loss from the stabilization of conventional price
indices reported in Table 5 is on the order of 0.01% of the steady-state consumption. This
is small as a percentage of consumption, but it is typical to obtain such numbers in the
standard NK environment. For example, Gali and Monacelli [2005] report 0.0166% for their
benchmark case.

The first finding from the welfare calibration is that most of the welfare loss can be
eliminated by switching from stabilizing conventional price indices to the RPI. Comparing
the second column, labeled Ramsey, with any of the third to the fourth columns in Table
5, the welfare loss in terms of consumption decreases to less than one-hundredth of the
loss from targeting conventional indices, on average across countries. In other words, mere
stabilization of RPI performs as well as the solution to the Ramsey problem.

The second finding shown in Table 5 is that, while RPI is always the best, the ranking
of the stabilization of other indices varies across countries. This implies that we should not
conclude that PPI is superior to CPI just because the analytical expression for the RPI can
be interpreted as PPI plus an adjustment. For example, the worst index to target for the
U.S., China, and Japan is PPI, core CPI, and headline CPI, respectively. In other words, the
adjustment is large enough to make PPI stabilization less desirable than CPI stabilization
for some countries, depending on the trade pattern.

5 Conclusion

In this paper, I solve a central bank’s Ramsey problem and derive the Ramsey price index
for small open economies to stabilize. Due to the openness of my model, the index depends
on the export share of output in each sector in addition to those parameters that have been
studied in closed economy models such as the consumption share, price stickiness and the
elasticity of substitution.

By calibrating the formula to 40 countries, I find that RPI stabilization eliminates almost
all of the welfare loss obtained under stabilization policies for headline CPI, core CPI, or
PPI. In other words, the loss coming from a simple stabilization of RPI compared with the
Ramsey optimal solution is negligible.

Regarding the ranking of stabilization policies for other indices, there is no common
tendency applicable to all countries. Therefore, one should not ignore the price stickiness
and elasticity components of RPI and prefer CPI or PPI.

Steady-state efficiency represents the key assumption that substantially simplifies the
analysis. Relaxing this assumption would give the central bank an additional incentive to
stabilize one sector rather than another to influence their equilibrium relative price. Extend-
ing the analysis in this direction represents a fruitful area of future research.

I abstract from input-output networks across different sectors in the economy. Adding
this feature would result in a different formula for the RPI.
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Table 5: Welfare loss from simple policy rules

Welfare Loss (0.01%) Ranking

Country | Ramsey Headline Core CPI PPI | Best 2nd 3rd Worst
AUS .001 .007 .016 .004 Ramsey PPI Headline  Core CPI
AUT .002 .099 .099 .074  Ramsey PPI Core CPI Headline
BEL .009 177 .261 bl Ramsey Headline Core CPI PPI
BGR .016 073 .168 .134  Ramsey Headline PPI Core CPI
BRA 0 .005 .004 .005 Ramsey Core CPI Headline PPI
CAN .002 .044 .06 025  Ramsey PPI Headline  Core CPI
CHN 0 .006 .006 .004 Ramsey PPI Headline  Core CPI
CYP .008 .053 .048 106  Ramsey Core CPI Headline PPI

CZE .005 215 253 147 Ramsey PPI Headline  Core CPI
DEU .001 .043 .038 .033 Ramsey PPI Core CPI  Headline
DNK .002 .095 .046 .083  Ramsey Core CPI PPI Headline
ESP .002 .073 .03 .086 Ramsey Core CPI Headline PPI

EST .006 .363 507 324  Ramsey PPI Headline  Core CPI
FIN .002 .064 104 .091 Ramsey Headline PPI Core CPI
FRA .001 .056 .022 .058 Ramsey Core CPI Headline PPI
GBR 0 012 .01 .012  Ramsey Core CPI Headline PPI
GRC .002 .028 .015 .035 Ramsey Core CPI Headline PPI
HUN .003 .255 167 .159  Ramsey PPI Core CPI Headline
IDN .001 .033 .032 .036 Ramsey Core CPI Headline PPI

IND .001 .012 .007 .016 Ramsey Core CPI Headline PPI

IRL .005 .332 .323 241 Ramsey PPI Core CPI  Headline
ITA .001 071 .031 .075 Ramsey Core CPI Headline PPI

JPN 0 .008 .003 .007  Ramsey Core CPI PPI Headline
KOR .002 181 .087 .36 Ramsey Core CPI Headline PPI

LTU 011 .053 .099 177 Ramsey Headline Core CPI PPI
LUX .03 1.343 1.466 932  Ramsey PPI Headline  Core CPI
LVA .007 102 128 .101  Ramsey PPI Headline  Core CPI
MEX .001 .011 .015 .008  Ramsey PPI Headline  Core CPI
MLT .008 1.671 7 1.342 Ramsey Core CPI PPI Headline
NLD .007 215 .085 451  Ramsey Core CPI Headline PPI
POL .001 .023 .027 .022  Ramsey PPI Headline  Core CPI
PRT .001 122 .034 148  Ramsey Core CPI Headline PPI
ROU .003 .018 .058 .015 Ramsey PPI Headline  Core CPI
RUS 0 .012 .013 .008 Ramsey PPI Headline  Core CPI
SVK .01 .193 .266 27 Ramsey Headline Core CPI PPI

SVN .008 216 279 15 Ramsey PPI Headline  Core CPI
SWE .001 .078 .089 159  Ramsey Headline Core CPI PPI
TUR .001 .036 .01 .035 Ramsey Core CPI PPI Headline
TWN .003 .199 122 162 Ramsey Core CPI PPI Headline
USA 0 .015 .003 .015 Ramsey Core CPI Headline PPI
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Appendix

A Proofs and Derivations for Section 2

A.1 Derivation of equations (13) and (14)
I derive equations (13) and (14) replicated here
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from the following conditions.

1. Optimal pricing problem of individual firms in equation (12) replicated here
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2. The household’s condition

M, = 6t5t0 7
t

derived from the definition of C} and P} given in equation (7) and the risk sharing
condition (8)

3. Aggregate price dynamics connecting the sectoral price to the price in the previous
period and the newly set price Py (0), P2 (0)

PS,t = ()\s (Ps,t—l)liaS + (1 - >\s) Ps7t (0)17&)?‘95

1
1-6, RN =
PX = ()\S (PX_)7" + (=) PX(0)! 93) ,
which follows from the aggregation (11) and the i.i.d. likelihood of resetting prices.

The derivation closely follows that in Benigno and Woodford [2005].
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First, take the first-order conditions of the pricing problem. The first-order conditions
are
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and for exports
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Next, rewrite the dynamics and insert the above conditions:

By rearranging this, we can obtain equation (13) and (14).
Finally, note that under the assumption of a bounded solution,

Fs,t = Z A;ﬁTEth,t,t+T

T7=0

can equivalently be written as
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Similarly, for Ks,ta Fs)ia
(15)-(18).

K 5‘; Thus we obtain the equivalent definitions given in equation
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A.2 Derivation of equation (20)

I derive the aggregate resource constraint (20) replicated here
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together with the evolution of the price dispersion (21) and (22) from the following conditions.

1. Market clearing conditions
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2. Factor demand from firm’s optimization conditions
Mo — (asm W, )%l (Psit)_es Y " (ng)_gs Yy
" Q) th:t Pst Zst Ps)t( Zst

* Asm —Us 793
o <Oésl 5tht> (Psit) b Yy n P, Yy
" QAsm Wt Pst Zst Ps)t( Zst

3. Optimal pricing equation obtained in Appendix A.1.
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The derivation here closely follows that in Benigno and Woodford [2005].
To obtain the aggregate resource constraint (20) , combine these conditions 1 and 2.

Then,
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Note that the second condition also uses the definition of the real exchange rate @), =

Mst = Lst-

— 5tPt*
P,
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To obtain the dynamics of price dispersion, rewrite the definition of the dispersion using
the optimal pricing equation as follows.

. —0s
e[ (2)
st
_ P\ . Pyt (0) e
_)\8 < Pst ) dl+<1 AS)/( Pst dl

1-0s\ 1—05
P .\ P... —0s 1— ) Por—1
_ )\s( st 1) /( sit 1> di + (1 i /\s) ( Ps ¢ )

Pst Pst—l 1- )\5
Ps i1 1-0s 1-0s
Pstfl s L= /\S ( P )
= Ag JAVI 1= 2t
( Pst ) t—1 + ( ) 1 — )\S

0s
P, )9571 051

0
P, \" 1 —As -

B Proofs and Derivations for Section 3

B.1 Planner’s solution

Given {Qg‘tj{t, %t, at}zo , A\, the planner maximizes
1-0o
00 Mocs oY Lot
max . EOZBt ( s€ St) _ (Xses List) + AD,,
Do{(Cot:Met, Xet.Lot)ses Yooy 1=0 -0 1+¢
ZS7tM;3ngtSl = Cst -+ Xst Vs e S [Ast]

s.t.

G*_l i * .
Eo > [ S,tpt* > oses <Xst Xt o '* %f Mst)] =Dy [Ap]

The first-order conditions are

[ ] ﬁtCtl_”é”jt = Ast
[Mi] asm@A 0:Q%AD
[Xt] Métp . _1>‘D
[Lst] BtLZ) = aslfsi/\st
[Do] A=Xp

From the first-order conditions, we obtain aggregate consumption and the consumption
price index. Rearranging the FOC with respect to C,

Vs

s — tcl o
1 =0 N,
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Plugging this into the consumption aggregator C; = [],cg C’;ﬁs, we obtain

e e I ()

seSs seSs

Multiplying both sides by Mg Ap = Mg A, we have

* t N—o Ps atA v t ]Dt
M A =6C7 [T v T W =p3'C. 7 <€t>

sES seS

s tol—o s Ps
where £ := J[,es¢;¥ HSES( A”A)w = [Lies s ¥ Ilses (W) is defined as the
shadow price of the aggregate consumption in terms of international currency. Combining
this with the assumption on the relationship between Mg, , Cf and P/, we obtain the risk
sharing condition

t( ) /Pt* _ atyyv—o —1 _ * %
BW/\—BQ &P = G =£C7Qy,

where £ is the same constant as that in equation (8). The real exchange rate here is defined

as (Qy = t L using the shadow price of the aggregate consumption defined above.
We can also obtain the intra-temporal conditions. Due to the assumption ay > 0 for all
s € S, combining the FOC with respect to C and that with respect to Ly leads to

Vo, Yo _ Ly

C —
"Cy Cst Lst Ct_a

For those sectors with «y, > 0, combining the FOC with respect to M and that with
respect to L,

agyt  BULY _ LY /cre
Qsm, ]\};St MS,tQ:tA Qt %‘ff
t

From this, we can calculate the aggregate labor productivity:

Yo = Zo Mg L'
e 1\
= Lisit (asm t/Qf 1 ) LQSZ

t
tpe YLy

o LY B\
= Z&t (Q _tU : . ) Lst
Qs Ct Qt s

For those sectors with positive exports, combining the FOC with respect to X, and that
with respect to C;, we have

0r—1 P, (X,\ % PXor—1 4,
s _ st s _ C
Qt (X;kt) By 9; tCst

S

Combining these, we obtain the conditions in equations (24)-(27).
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B.2 Flexible price equilibrium

The household.
The first-order conditions are

B, S = Mipp,
5tL¢ == /\gt& )\Wst
A=)

From the linearity of labor aggregator, we can immediately see thatWy = W, must hold in
the equilibrium. From the first-order conditions, we can calculate aggregate consumption
and price index.

1—0o

>\Pst seS & )‘ seS
o ECT7
:N%—B&A H(ﬁ) _pEar
sesS st

Ps . .. . .
where P; = [],cq (%) is the consumer price index. Combining this with the same sequence
of Cf and Fjas in the planner’s problem,

(GO TP
() /K

1

B A=pCraP T = C = EC1Q7

A

(c5) "/rs

marginal utility Aof the initial debt is the same.
We also get intra-temporal conditions

Ps
%Ct - 15; Cit

LY _w

(ornd P

where £ = is the same constant as the planner’s problem as long as the

The aggregator firm.

There are two aggregator firms in each sector: one for domestically consumed goods
and the other for exported goods. The variables related to exports are indicated by the
superscript X. The sectoral aggregator firm’s cost minimization for domestic use is for each
s €S,

min /PsitYS,-tdi st. Yy = </ stes dz) me
{Ysit}z‘

Psi e %
=Yoo= (F2) Yo Pu= ([P 0a)
st

and for export goods,

0s

O0s—1 0s—1
mln /PSltYSﬁdz st YX </ (Y;ﬁ) - di)
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pXN\ % 1-0, N\ T
svi=(F) e (f () e
st

The Individual Firm.

The individual firm in sector s € S takes wage W, import price &£Q7%,, the demand
function derived above, production function and tax rates for domestic salest, and foreign
sales 72¥ as given. I allow the firm to set different prices for domestic consumers P,; and for
foreign buyers P2, (pricing to market). As we will see later, this is necessary for the flexible
price equilibrium to be efficient.

X X v X *
Legmax (L) PaYa (1= 1) PRY — Wil — EQ5 M
sit sit »Vlsity Lsit,

sit? sit

-0
P . S
Yoir = (T;S;:) Yt

-0
pX °
st Sy X — < m) ysi(

sit — Ps)§
Yair + Yy = Zoy Mgy L
Solving the cost minimization problem as its sub-problem, the marginal cost can be calcu-
* Asm Qg .
lated as (%) (M) 'z ! and the factor demand should satisfy

Qg

- Ngm Wt I
sit — sit-
ag EQ%

Thus,

Pyis,PX Py 5t

gt *t Asm, Wt ) Qg 1 ( Psit ) 795 P)(t —0s x
_ 78 v Z —ov }/; S Y
( asm ) (asl st Pst ! + P)t{ ot

P\ Y pX —0s
> s 1= (5) s () i () o

)

The first-order conditions are

{(1 —0,) (1= 7,) Pofzee + 6, (5% )™ (B)™ 251 e = 0

QAsm Qs st Psit

x\ px Yoy EQL ) *om (Wi \ ¥t p=1Ye)
(=0 (1-7; >Psit1?5;+93(am i) ZapH =0
(] — )L b (EQL\m (W) -1
{Pszt - (1 TS) ?3—1 ( Qsm ) sl ZSt
X (1 X\ e (EQu )\ (Wi )% -1
Psit - (1 7—5 ) 0s—1 ( Asm sl ZSt

With flexible prices, all firms are symmetric within a sector. Thus, subscript ¢ can be
dropped. In summary, we have

Py=(1-7)" 7 (%)am (o%)%l Zq'
pr = (1) (B ) 2

s 0s—1 Qsm gl
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Py= (1) e (B (1)

QAsm Qg

=iXs
R I (R PR L

S
g wils

S

::1/;1

Combining firms’ pricing equations and factor demand equations with the household’s opti-
mization condition,

YsCy =
st — st o
Py Zos MEsm T, sl - Ld)
LY w, Ctgs Qg =tst st — - = X IC -
Ct_a — P; st ¢/ st
Inglonnd
| StQ*t Qsm We Qg -1 ag Mt = izt
Pst - Xs (Has'nj ?ﬂ Zst = Lst atsm Qt Q:t
pPX =1 % 9*—1 P -
st Vg 0x—1 st Qt P* 7 P* =" 1016%9
M., — Qsm Wi L st
st — gl th*

Recall the assumption on the foreign demand for exports

PX —03
Xst — ( st ) X;kt

&g
Then, the third condition can be equivalently written as

0r — 1QtPjt Vs

e e

Finally, using production technology and the market clearing condition, Xy, = Z, Mg Lo —
Cy:. Thus,

9* -1 _ P

Qipr =

L (G)F = (ZaMg L - Ca)® G
st

Combining these leads to equations (28)-(31).

B.3 Definition of optimal steady state

The optimal steady state is defined as follows.

Definition 6. The optimal steady state is the solution to the following problem. Given
Q * *

constant <{ P* , P*?ZSt7Xst} 5’ W > ({QS,P Zg, X }ses,ﬁ, 1), tax (TS,TSX)SGS,

and initial state variables <P_1, E 4, {A&_l, Af_l}ses) = (1, 1,{1, 1}865), the central bank

maximizes

_ L+
maXEOZBt[ 1+¢]
=0
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s.t.

b
wsct = ptt Cst

Ld’ _ W
cre P
5C*Qt

fs(*; t E:;)Kst—Fft ,
* Qsm s s~
K&:u~w4faz($ﬁ) ()" AV 4+ ABE (M) K

S

FY=Cr%% S‘Ysut9+)\ BEt( st+1) _IFsutJrl
A =0 () AL+ (=) (£ (s )

st 1
) * Asm P, 0; *
Zuko = (2 3%) {Asﬂstwﬁ(ézé;) x|

_ s Wi/ Py
My = ag QiQ:

X
E() tho |:B ZsGS (( éié§t> X: Q:}gt - MstQ:)] =

where

PY/P\ " L.
t = Cst, }/TS):‘: — < Qttps*t> XS

and Ct = HSES Cgf» L, = ZSES L.

B.4 The solution and properties of the optimal steady state
B.4.1 The solution

Before solving this, solve out Cy, M, as functions of prices and aggregate consumption.
Define the Lagrangian
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1-o 1+ ¢
_p* a
wsct X (P)t(/Pt) ° >_1 (asl QtQ* ) o
+) = s + AL | 2 X Z, — 2 — L,
;’ . { ( ' St/Pt ! QtPs* Qsm Wt/Pt !
é s
W, - P, /P,
+ Ey (Z Lst) _ —tC' sy ( t/ t>
sesS ¢s
S, Ps Psu U U
+ 2“415 ){ ( Pt Ht; Bt 11>Ks,t_Fs,t}

+ Z =5 {0 O+ ABE (W)™ ™" Fupin — Fur

seSs

L= Zﬁt l c, - (Eses Ly)'™

Ela

s PX (PX/P\ " . 0. )
+ :5%X C o t( st/*t> X +)\55Et< st+1) F£+1 F;’i
ses QtP
L6, W\ T 4,
D e MG
seS s Qgm Qg st st/Pt

+)\55Et (Hs,t—}—l)es Ks,t—i—l - f(s,t}

« « —03
—s. X X -1 98 s (Qt@:) sm ( Wt ) sl 1 Ps)t(/'Pt ) *
—ox ) 2 (L) e
+ 6t { ( Ts ) 0, — 1Ct Qs og Py Zg \ QiP; ’

ses

Os ~ ~
+FABE, (T 4) K§+y—K§}

0 0
Pu s P Pu s
(s,u) st u s,t s,t—1 u
+ = —= 1 A +(1—=A I1;; — A
s { () a0 (e ) }
2 {50*@ C}| +ADs
x PY/P\" . PX o Wi/P,
+ = Z Btz < st/*t> X* st t/ tht — Dy b
t=0 ses Qtps QtPt ag @y
By taking the first-order condition with respect to C; , Q¢, L, W/ P;, Ay, Pat)Pi, PP,
I1;, Fst, Kst, it can be shown that there exists a solution to this system of first-order
conditions that satisfies II; = TIY, = 1, A,ES’” =1,C=C,Li=LQ,=Q, W/P =W
PY/P, = P, F, ot = F* and f(;ft = K" with constant Lagrange multipliers To do this,
use the following relationships: f; (Ps, 1; Ps) = 1, fo (P, 1; Ps) = _As P , fso (Ps, 1; Py) =
1__’\/\1 and fe (Ps, 1; P;) = )‘5 P! to see that the first-order condltlons reduce to 10 linear
' = =M =X =XX =M =X =XX

equations with respect to <H1t,ugt,u3t,u6t,u6t,u6t y E7t Sy, By ,:gt) Thus, generically,
we can solve the system given C, {L,},Q, W, P¥ and F" . The values for C, {L;},Q, W,

s

P! F! are the solutions to the constraints with zero inflation. Thus we have shown that

?
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the optimal steady state is characterized by the following.

¢SC - PSCS
]

=W

C=£C"Q-

(e () " x)

Qsm

X*P

)

B.4.2 Properties

w
M, = o L, = (W)%Z (QQ*fm_l (Cs + X,) 7; = @omXs iz (Cs + X0)
X

Note that by the definition of £ := <1}> and the assumption that P* = 1, we have

(c3) " /Pg
A A

C=(CQr & (C"—— =C"Q&e ==C".
(Cs) 7/’ Q
Note also that by the definition of us, &,
PX\7% y.pPX
Mst _ (QP5*> XS Q

Hs = o 755 = "y
Sies ((G) " X5 - @) Ses () x5 - m

Thus, -
) pX PX
:us(l_B)DOZMSQsafs(l_B)DOZ (QP*) Xs Q .

Let us first show the following relationships since these appear a few times.

ADy (1= B)& (1 —62) = —x; 'V 105 s 22 L1H9
C7 = Yees X5 ' Pscs (ms o
ADy (1 = B) ps = f;l:lLl”’
My, Mt = LYo gd (eu) ™
X5 ! fac 2L

¢5: S_QSZ¢/

1 l
Zs’es Xt ¢S/C ass/l

First,

ADo (1= B)6, (1—607) = —x v 07, Do+
«

sl
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where I used the characterization of the steady state and

gl QQ: %QQ:)QSM _ ZsLs
Qs W Qs W Co+ X,

Z,Lg = ( )asm (Cs+ X,) = (

Next, C'~7 becomes
C'7 = ¢ydiagx ' diagey ' ¢ L7,

where I again used the relationship derived from the resource constraint. Finally,ADq (1 — 3) ps
can be calculated as follows.

Ps

sc

AD, (1 —=0)pus = L1+¢asmxs ¢)2diagx_1diagal_1¢c

Thus, recall that

L
(bls - fs
_ ¢ls’ 1/13
= Z Xs’1¢sc/ Qs Xs-
s'es Qg (bsc
Therefore, we have
o Lhe B

—1 Prst
ZS/GS Xs! ¢sc’ a:’z

B.5 Second-order approximated welfare function

Exact relationships In the following, I will use the following equilibrium relationships.

wsCt = Lu Cst

Py
Ly _w
cy e Py

1
— Osm Wt/Pt
Mst T oag QtQ:t/Pt* LSt 0*
PX/P s *
Ys,t = Cst7 }/S),g = ( St/ : ) XSt - XSt

0 QtP:t/Pt*
Ct = HSGS Csts

Q
~—r

Pst = C¢ — Cst = ZS’GS ws’cs’t — Cst
Wy = ¢lt + OCy = Cblt +o0o ZSIES ¢5/C51t
g =0 (Ct - C;) =0 (Zs’eSws/Cs’t - Cr)

Mg = W — @ — Qo + lst = Ol + sy + 0] — ¢,
— X — _9* X _ ok *
Yst = Cst, Ygt s (Dot =@t — Pgt) T Ty = Tt

Cy = ZSES wscst

o o
-~ =

(32)

N N N N N /N
ISH
— =

[y
~—
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One can see that the {pst, D Mty Yst, Yo } , C¢, Wy, q; can be written as linear functions of

seS
{cst, st lst}s€ g and l;. The rest of the equations are the resource constraint

o —0*

o) QtQ*t/Pt* o X P)t(/Pt °
Lylg = | ——2—— AgCl A s - X*
h (asm W,/ P, Gt S\ QP Py s

and the initial level of debt

(07> Z <W> X* Ps)t( — My st
) /PO sesS QtP;f/Pt* ot QtPt B F)t*

Naive Welfare Since welfare is

o0

Ey |0

t=0

— Do.

, 1 o Ltl+¢
W =E AD
0 Z b -0 1+ 10) * 0
[ ———
=:U;
denote the steady-state value of the welfare by
1
W = 7U + AD,.
- B
Subtracting this from welfare can still serve as our welfare criterion.
- > Dy — D
W—W=FE,> 8 [U, Ul +AD, <°°>
t=0 0
The second-order Taylor expansion of U, (Cy, L) = lel_i: s

(C,L) is

1-— 1
Ut—U ~ lea (Ct+2 O-C?)—L1+¢ (l +—+2_¢ )

USing Lt = ZSGS Lst;
Z ¢ls st T3 Z qblsl?t
seS SES
where I
¢ls = fs

Plugging this into the above,

1 —
Ut -U = Cl_a ( 9 ) L1+¢ (Z QSZS st + 3 Z ¢18 223)
seS SES
= C L1+¢) Z ¢ls st + SWt
sES
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where
= 1 (1)t = 17 (Tt + o).
ses
Similarly to the standard closed economy NK models, we can use the approximated re-
source constraint to derive the relationship between [; and ¢;. First, take the second-order
approximation as follows. Since Ay is of second order or higher,

« —0*
Al Qt@:t/Pt* o X Pé)f/Pt T
Zalg = AL LTSS A Cy A — L X
st (asm W,/ P, oS\ QP By 2

* 1 *
:>Zst + lst — Qlgm (qt + qst - wt) + 5 {Zst + lst — Qgm (qt + qst - wt)}2

1 1
= ¢sc <Ast + Cst + 203t> + ¢s:c <A§ + L st + 2:1: >

where o x
gbsc - > ; ¢sac = >

Cs + X, O+ X,
Utilize equation 32-(b),(c), and

lt+7l _quls st + = qulssta

seS SES

Zst + lst — Qgm <_JC: + q:t (Z ¢l5/l 't +3 Z ¢l$/l st T o ))

s'eS sGS

1 * *
+ 5 {Zst + lst — Qlgm (_Uct + Qe — ¢lt)}2
1 1
:¢sc ( st + Cst + 205t> + gbsa: <Ast + L st + 25L‘5t>
Solving for the linear term in I, and gathering the quadratic terms together,

lst + asm¢ (Z ¢ls’ls’t)

s'eS

:¢sccst + (bs:rxst + Olgm <_Uc>tk + qst asm¢ ( Z (bls lQlt a )

SGS

1 1 .
+ ¢sc ( st + 20515) + ¢sx (Aﬁ 2 ) — Zst — 5 {Zst + lst — Qgm (_O-C: + st — ¢lt)}2
In matrix,

[T + ¢d (o) Lox19] U
=:M;
=d (¢c) C + d (¢m) Ty + d (am> (_1S><1O'C: + q:) — %t

— SOl (d(B) ~ BB L+ 5 (6) A +d(e)e) +5d(6,) (24 +d (@) )

S (b) et d(8,) @) (A () e+ d(6,) @)
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Thus, up to first order,

L= M"{d(¢.) c; + d(¢,) x + d (an) (—Llsx10¢ + q;) — 2i} -
_ (1-A)(-80)

S

2
( St) ,where £

Furthermore, noticing that >°0°, S*EgAY, = 322,
the infinite sum becomes

iﬂtEOzt 1ZﬁtE o) +d(d,) T + 5 ZﬂEOSRt—l-tzpa
=0 23

where
Sge = M [d(p,)d(c) e+ d (@) d(x:) B — cumdly (d(P;) — Py7) L]

A (d (@) e+ d(@,) me) (d () €+ d (D) )]
+Ml [d 0)d (k)" {d(¢,)d(m) m, +d(¢,) d (m) m¥}]
By approximating the lifetime international budget condition, we can approximate the

initial debt DOD;ODO ~ dy + %Jg as

. , 1 Spe
d0+2d2 E025 [;5 7 Mlt+21_ﬁ]+t i.p.
2= ald (6~ 1) d(6) (€ (e~ 1)d(6)

+2(~08 L5 +d(07) @ +p;) d(€)d (0" —1)d(6")
— UM} d () Ml

= T o Leal (d(61) ~ i) L
= (67— 1)d(6°) d (&) d (6"~ 1)d (67) "
+2 (=0t Lsa +d(67) e +p) d(§)d (6"~ 1)d(6") "
U (Myd (1) My + 6L (d (@) — $166) L
My, = ¢lsxagy + 1

Plugging the expressions for U, — U, >29°, 5" Ey [l;}, and DOD;ODO obtained above into the

equation for W — W, we obtain the following welfare criterion

1 —
U, —U = Cl_a ( 9 ) L1+¢ (Z QSZS st T 5 Z ¢ls ¢25Z;§2>
seS SES
= C L1+¢) Z ¢ls st + SWt
sES
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W =W =3 B'E |C'c,| — L' Z B Eol,
t=0
+ ADy (1 — B) E, Zﬁt £d (0" —1)d(6") " @ — p Ml

+3 Zﬁ Ey {SWt“f‘ADOSDt} +t.i.p.
213

=Y BE[CV Ty — MM ()] e

t=0

£ BBy [ADo (1 - 9)€d(6° — 1)d(67) " — M, 'd(9,)]

t=0

+ = Z 6 EO {SWt + AD()SDt MwSRt} + th

t 0

Finally, I show that f.(x,v) and f, (x,v) can be simplified as

fe(v) = gid(en) " d (@) (d(x) " — 1)

fo (ov) = @ld () M d(¢,) (d(x) " d ()" = 1).
To see this, first note the following.
MMt = (L0¢) + ADo (1= B) i/ [I + $1s.ae)]) [ + éd (o) 15xa 9]
= L' ¢jd (cu)
Using the properties derived in Appendix B.4, the desired relationships hold as follows;

Cl—a , 1 .
fc(XaV): L1+¢¢ _L1+¢M M d(¢)

_ngl¢sc¢18¢ ¢l (al) 1 <¢c>

sES

= ¢jd ()" d(@) (d(x) " = 1)

o (V) = TegADy (1= 9) (6"~ 1)d(6) " — 15 MM (8,)

= id(ew) ' d(9,) (00 d (W) - 1)
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B.6 Natural rate under the efficient steady state

When the steady state is efficient, xpr = xx = xr = 1, and all the f are zeros. Thus,
recalling M, M, = L'*¢diag (c;)™" , My = plga ) + I,
L_(H_d)) (W - W) |efﬁcient
—(+¢)
2

iﬁtEo [SWt — M,Spge + ADOSDt} +ta.p.
t=0
- > 5 (1~ 0) 6 () d (en) " g ciabab'es — i (on) " d (6,)d (e0) e
t=0
— ¢d (cu) " d () d (@) T+ @id (0" = 1)d (07) " d () d(x)” d(v) " d(cu) d(¢,)m
+ ¢2d (al)il d (d (¢c) (& + d (¢x) mt) (d (¢c) C + d (d)x) mt)
— U (d () + o) U + did ()" andl; (d (d)) — 1) L
— 1 (M}, d (¢y) d (0n) d ()™ My, + 611u5d () d (0u) d () s (d () — 1))
+2 (=00t Lga +d () a; +p;) d($)d(x) " d(v) " d(a) " d (),
— ¢id ()" [d(0)d (k) H{d(d)d (m) mi+d () d (m1) w5} +tip.
where
lt = ]\4l_1 {d (¢c) ¢ + d (d):c) T+ d (am> (_]-SXIO-C: + q:) - zt} :
Collecting terms, and recalling x = v = 1541,
L_(H_(z)) (W - W) |efﬁcient
=SS0 [e (1 - 0) did o) D) e
t=0
—cd(¢,)d(d)d () d(9,) e
—x; (d(6") ' —d(¢,))d(¢)d () d(¢,)mi
+2¢jd () d (¢)) d(cu) " d(¢,) @
—LM{d (o0) " (d () + o)) L
2 (=0t Ly +d (67 i +pi) d(d) d (o) d(d,) 2
— ¢ld(cn) " [d(0)d (k) {d () d (m) i+ d(,)d (n)) m}] +tip.

Using
L=M"{d(¢,) c; + d(b,) : + d(an) (—1sxi0¢ + ;) — 2},
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L~ (1+¢) (W W) |efﬁc1ent
=5 2 BB ¢ (1 - 0) did (en) ™" pup)) e
—c{d(¢,)d(p)d ()™ +d(d.)d ()" (d(d) + o) M} d () e
— a2 {(d(6)" d( >) () d ()™ +d(e,)d ()™ (d() + dy0) M '} d(,)
+2¢jd (¢.) {d (¢, " d () (d(B) + oty M d (9,)
(-

—2{d () 1sX1crct+qt> z} d (o)™ (d(¢y) + dyy) M d ()
— 2 [[{d (am) (“1sx10€] + q;) — 2} d (on) ™" (d () + 60,0) M|

~ (~otga +d (O a1 pi) d(@) d (o] d(g,) m
~ ¢rd (en) ™ [d(0)d (k) {d () d () i+ d () d (m)) m)* }] + tip.
Thus,

7~ (1+9) (W _ W)

_EOZB [ Ut U2vt+£trévvt+22

sES

A

+t.i.p.,

where

1—‘c ch
F'UQ - [ I'VZ r 9 ‘| 9

To= (1—0)¢id(cs)” ¢t

—{d () d(@)d ()™ +d (@) d () (d(¢) + o) M} d ()
Teo = —0d(0,) $i1M;'d (¢,)
Tp= —{(d(0)" = d(¢,))d(¢)d(cw) '} d(e,)

—{d(¢,)d() " (d(¢) + 6] M} d (,)

To obtain the expression for I'g,, note

d (o) (—1sx10¢ +qf) — 2z = [ —oo, Ogxs Ogyxs d(an) —I }ft

—O'é;k].SXI +d(0*)_1 CU: —i—p: = { —O‘lgxl d(@*)*l I @SXS ©SXS }gt
Thus,
FEU - [ ch Pé:v } 5

[0 Oss Ogs —d(an) 1] d(en)™ (d(d) +0hi@) M, ()
= {Uam Osxs Osxs —d () } (04,1) ' (d (g, +¢¢z¢z> Ml ()
+[ —0lg d(0)" T Ogus Osus | d(py)d(an) ' d(o,)
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Now, calculate the flexible price equilibrium to simplify the above expression. The flexible
price equilibrium is characterized by

d(am) (1saaf + ;) + ww! =z —pf =0
d(am) (1saqf +q;) + cwf =z, = piF =0

where

qt —U('cht _Ct>
wf = o¢ily +o'el
17 = Mt {d (@) ef +d(¢p,) xf +d (o) (—Lgxio¢ + q;) — zt}
pl = 1ga¢'cl —cF
pF = —d(6)! (a:f — :c;f) +1gx10 (%b’cf - C;:k) +p;

First, the pricing equation gives
F_ _XF
b = DP:

Lsa'e] —ef =—d(0) 7" (af —a}) + Lsao (¥ &) +p;
x; =—d(0") (1 —0)ls®’ — I)cf +x; — 0 0c; +d(0%) p;

Therefore,

1 =M {d(@) el +d(d,) @] +d(an) (~1sa0c +q]) — 2}
= M, {d(¢,) —d(¢,)d(0") (1 —0)1sa®)’ — D)} ¢
+ M= (d(9,) 0" + ) o¢; + d(9,) ) + d(p,) d(07) P} + d(cum) gF — 2]

Thus,
d (o) <1S><1th + ‘AII) + alwf -z = Pf

d(am) (1510 (W'ef = &) +a;) + ou (il +og'el) — 2

! _F F
=1s1%'¢c; —¢

d(am) 1gxio'cl + aop'el — (g0’ — 1) el
= 0ot —d(am) §F — ol + 2,

d (o) 1gxio'cl + agop'el — (1gp’ —I) el
+ oM {d(p.) —d(¢,)d(0°) (1 —0) Lga®y’ — 1)} ef
=00, 06 — d (o) @) + 20 — udg M
X [ (d(9,) 0" + an)oc; + d(¢,) x; +d(¢,)d(07) p; +d(am) q; — 2]
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[(o—1) lsay)' + 1] Cf
+ [euodiM; {d () — d(¢,)d(0°) (1 — o) Lsaty — 1)} ef
=08 —d (o) G + 2 — aypd M
X [~ (d(9,) 0" + ) oc] + d(¢,) ] +d(¢,) d (67)p} +d () g — 2

That is,
(0= 1) 1ga’ + 1+ dgi M {d () — d(¢,) d (67) (1 = 0) 1s.a9p’ — I)}] ¢f
= [an + g M (d (6,) 0" + )| 0] — cudi M d (¢,) )
— M d (¢,) d () p; — [T+ cusd{ M| d (o) @; + [T + b M| 2,
¢/ = MM
Moo = [(0 = 1) Loat + T + cuod M {d (¢,) — d (¢,) d(0") (1 = o) Lgxaty’ — 1)}
M = [ Moo Mg Mope Mege M, |.

<

o = [am+al¢¢1MZ (d($,) 0" + an)|o
Moy = —al¢¢l ( )

Mcp* = —Ofl¢¢lMl 1d( ) ( )

Moy = — [+ 016 M| d

M. =

2 = [[ + oy M, }

2 = —d(0") (1 - 0) gt — ) M M+ [ =00 1 d(6) Ogus Osys | &
={=d(0") (1 - 0)1sa® = ) M 'Mec+ | 6" I d(0°) Osus Osus |} &

In terms of vf",

F _ Cf _ M«:lecﬁ ¢
U el | T a0 (1 0) Lsa® — D) M M+ | —00 T d(67) Oses Osys |} ]
=F

Defining
Fy= M ' M, Fr = {=d (") (1 = 0) 1gsa®' = ) M,'Mc + | =0°0 1 d(6") Osxs Osus |},

F=[F.F].

c? x

The following shows that the second-order approximated welfare can be expressed in the
quadratic form of the gap from the flexible price equilibrium. That is,

FCZFC + Fc:va + Flgc = O (CL)/
[ F.+TF, +T., =0 (b)°
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This set of equations is sufficient to see that when we express the real terms %vl’tfvgvt +& ey
in the deviations from the natural level as

1
E’D;FUQﬁta
where ¥; := v; — vN, the natural level v}¥* coincides with the flexible price equilibrium
since 1 1 1
iﬂészﬁt =3 (vy — N&) T (vy — N&) = ivéfvzvt — & N'T vy + ti.p.
Part (a)’

FC2FC + chFx
=—d(¢)d(d)d() " | Mew Meow Mepe Moy Mo |

—¢d(¢,) diiM; A (¢,) | —60 I d(87) Osxs Osxs |

The second to S + 1th columns of part (a)’ is

—d(¢.)d(p) d()” Megw — ¢d (@) prt1 M 'd (,)

=d (¢,) d(¢,) d () cauppy M d ($,) — ¢d (d.) M, d ()
=d(¢,)d () d ()" (cud — poy) piM;'d ()
=0

The S + 2 to 25 + 1 columns of part (a)” are

—d(¢,)d(¢))d ()" My — ¢d(b,) $) M d ($,)d(07)

=d(¢,)d () d ()" (ud — dou) $1M'd () d (67)
=0

The 25 + 2 to 35 + 1 columns of part (a)” are

—d(p.)d(¢)d ()" Mg
—d () (M) (d(d) + b)) d (0u) ™ d ()

= d(¢.) S d(¢)d ()™ (I +¢lsad) M " b d(cy)
(%)

—d (@) { {d (@) d(¢) (I + dLlsua) M1} td (eu)
=(x)’

It suffices to show that d(¢;)d(cy)" (I + ¢lgxi¢p)) Myt is symmetric, but it is indeed
symmetric.
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The last S columns of part (a)” are

—d(¢,)d(¢)d (o) Me:+ (d(0a) ™" (d() + o)) M 'd (¢,))
= —d(¢.)d () d(n) " (I+uop| M) +d () ((I+ dlssad) M) d () d ()"

= —d(¢.) {d () d (o) (I +¢Lsad) M —{d () d ()™ ((I +dlssa)) M)}
:(*) :(*)/

Part (b)’
Therefore,

I F,+ T, F,
=—d(¢)d () d(¢,) M
—{d(0) " d(@)d(eu) +d($,)d($) s M '}
xd(¢,)| —0"c I d(0") Osus Osxs |
The first column of part (b)’ is

—d(¢)d(cn) " d(,) [am+az¢¢lMl (d(¢,) 0"+ axn)| &
+{d(0) " d(¢) d () +d(¢,)d(d) s M; '} d(e,) 070
+d(¢,) (M, )<d<¢l>+¢¢l¢l> () ooty — d(e,)d(cn) ' d () 1sxio

=—d(¢,){d(#)d ()" (I + dlsx) le} QU
(%)

+d(¢,) 4 (d(e)™ d(¢) (I + d1ls1) Mll)’} o0,
=)'
—d(¢p,) d () {1sx10 — dLlsxi} PIM; " d () 0%

The 2nd to S + 1’th columns of part (b)” are

d(¢)d(cn) " d(¢,) az¢¢2Mf1d(¢ )

—{d(6) " d(p)d () +d(¢,)d(d) Plsadi M} d (o)
+d(¢,)d(c) " d(¢)d (6 )1

=d(¢,) d () Lss16B M, d ($,)

—d(¢,)d () ¢1Sx1¢;Ml_1d (9.)
=0
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The S + 2th to 25 + 1th columns of part (b)’ are
d () d(cu) ™" d(@,) cuddi M, 'd () d (67)
—{d(O) " d(¢)d () +d(¢,)d(d) SlsadiM; '} d(e,)d (67)
+d(¢,)d(ea)”" d(4)
=d (¢z) (@) dLsxa1 M, (¢ )d(67)

d(¢,)d () ¢15><1¢l td(¢,)d(67)
=0

The 25 + 2’th to 35 + 1’th columns of part (b)” are
d () d(cu) " d(¢,) [T+ cudpdiM; ] d (cun)
—d(¢,) (M) (d(d) + odi)) d (o) d (ex,)

=d(¢,) {d (en) " d(¢) (I + Plsxaghy) le} d(cm)
=(x)

—d(¢,) { (d ()" d(¢y) (I + $1lsa ) le)/} d (o)
=(x)’
The last S columns of part (b)’ are
—d (¢ d () d(¢,) (I + cuodi M)
+d(@,) (M) (d () + o)) d ()

= —d(¢,) {d(on) " d(e) (I + ¢Lssa ) le}
=(%)

+d(,) (d ()" d () (I + $lsady) le),} :
=(x)

B.7 Proof of Lemma 4

From Appendix B.6, we can see that, under the efficient steady state, the objective function
is approximated purely quadratically by

W-Ww

O(E()ZB v2Ut+Z ( 7rs7Tst+FX ( >2>‘|
sES

+ t.2.p.,
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/ n’
where ¥; = v; — v = vy — {(cf ) , (mf ) ] . Tt remains to show the form of the constraints.

All the constraints in Definition 1 except for pricing equations (13)-(18), (21), and (22)
are already used to substitute out auxiliary endogenous variables. The linear approximations
of these pricing equations reduce to the Phillips curve for each sector.

/fs_l (7Ts,t — BE; [7Ts,t+1]) = Ogm ((It + Q:t) + QW — Zgt — Pst
s Tst — ﬂEt [Wfprl]) = Qg <Qt + q:t) + QW — Zst — pii
st = Tt + Dst — Pst—1
Tt = Tt + Pl — Do

In matrix,

d(k)" (7, — BE [mi11]) = d(am) (Lsxiqe + qF) + quw, — 2, — P,
d(w) " (mX = BE [m),]) = d(ew) (Lssaaq + @) + cwy, — 2 — pif
T = lgam + P — Pry

) =lgam +p; — Py

Comparing this with the condition of the flexible price equilibrium:
d(em) (1sxaa +a7) + uw! —z —pf =0
d(am) (1S><1th + qf) +oqw! —z, —pt =0,

the Phillips curves can be rewritten as

d (k)™ (7 — BE; [711]) = d (@) Lsx1ds + ity — P, (33)
d ("f')_l (WtX — BE; {Trt)fd}) =d (am) 1g1G: + oy — @X (34)

Since the linear approximation of other equilibrium conditions that map ¢, wy, p,, p;* into
¢;, x; hold both in the sticky price equilibrium and in the flexible price equilibrium, the gap
on the right hand side is linear in ¢; and &

qe = 0¢/ét

Wy = ¢¢ﬁt + op'e
L=M"{d(¢,) & +d(¢p,) &}
P, =1lsap'e, — &

P = —d(0) & + 1o, 100'¢,

Plugging these into the Phillips curve (33) and (34), we can find v and 7%, in the following
expressions.

d(k)"" (my — BE, [my11]) = 70
d(r)™ (7"5( — PE; {WﬁJ) = X0t

56



For the identity, we can rewrite

™ = lgxaam + Dy — Dy +Pf - Pf_1
) =1lsam+DP; — b+ — Pl
The gaps p, and p;* can be similarly rewritten in terms of & and &;. This gives the expressions

for ! and +!y. Regarding the flexible price equilibrium objects, pf" and p;*¥’, substitute the
solutions as functions of exogenous variables. This gives the expressions for ¢/ and /.

B.8 Solution in the long-run expectation

This section derives the RPI as the index whose long-run expectation remains constant under
the optimal monetary policy. The argument parallels that in Woodford [2010]. To this end,
I take the first-order condition of the approximated Ramsey problem given in Lemma 4.

m)  Tad(0)d (k) d()m +d (k)" (¢ — @)+, =0
7] Ted(0)d (k)7 d () d(,)d (@) m +d (k)7 (@ —@is) +9pF =0
] 11><S"7bt + 11><S77th =0
(35)

where ¢, i, 1,, ng( are S dimensional Lagrange multipliers for the Phillips curves and the
identity.

I first focus on the long-run expectation. Assuming the existence of long-run expectations
of vy = vy — N& denoted by 07° = limp_,o, F;0p, Lagrange multipliers also have long-run
expectations ¢°, ;> P,

B Tt — (4F) f - (%1?1,)/ (¢ X°°) — (1= 8) (W) ¥ = (1= ) (vh) Wi =0
™) Ted(8)d(k)" d ()7 + b =

mX| Tad(8)d (k)" d(¢)d (6,)d(9) X+ 47 = 0

| Licsth, + Listpy =0

—_——_—— —

T
Combining this with the conditions implied by the constraints in Lemma 4,

(1—B)d(k) " me =l
(1-B)d (k) m¥>e =~L, 0
X = 1,1
ﬂ'f(oo = ]-S><17TtOO

the long-run expectation of the Lagrange multipliers for the Phillips curves ¢, ¢X> can be
shown to be zeros.

Specifically, from the last three equations of the first-order conditions and the third and
fourth equations of the constraints, we have 735 = m>° = m° = ¢ = p3>* = 0Vs € S.

Thus, the system simplifies to
L — (60 e~ () (@) + o (o2) =0
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and b
{ 71) Ul?o - O [Qat]
Tt =0 o]
That is,

oo
v, =0

and

(F) @+ (v8,) @ — o (1) 9 = Tt
ey

L) (%) () w ]| e | =0

_ 2yNoo
t

Next, by summing the first-order conditions (35) with respect to sectoral inflation rates
s, i, I obtain

Iz Z ws [Wst + Do X] + Z ( (pst — Pst—1) + /18_1 (g&ﬁ — @ﬁ,l)) =0.

st
seS ¢SC sesS

Recalling the definitions of 7,; and Wft,

Psa
Pse
+ 3 (5 (P = o)+ (93— 030)) =0

sES

0
Fﬂ‘ Z 71/15 [(log Pst - log Pstfl)

seS

(log ng log Ps‘)t(1>]

By rearranging, we can see that for any ¢,

08 ST — —
Z [Fﬂws <log P, + ¢ log P;f) + Ky lgost + Ky 1g0§] = const.
ses Ks gbsc

This also holds in long-run expectation.
Since the long-run expectations of the Phillips curve Lagrange multipliers are zero, we
obtain

lim E, Z . Zap, llog Pyr +

T—o00 scs

where log P is a constant.

C Appendix to Section 4

C.1 Detailed welfare evaluation procedure

For each country-specific calibration of these parameters, we can solve for the equilibrium
characterized by the Phillips curves, identities relating inflation rates and relative prices, and
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the normalization of CPI and monetary policy.

m (7Tst — BE; [71'3 t11]) = Qam (@ + @%) + Qqwy — 2 — pst Vs
W\(ﬁ ( — BE; [ St“]) = Qgm (Qt + q;}) + Wy — 2t — Pﬁ Vs
Tst = Tt + Dst — Pst—1 Vs
T =T DN — Pl Vs

Monetary Policy

The normalization equation comes from all nominal variables being expressed relative to
CPL
To consider the optimal policy, denote v, = [clt, ceey €Sty Tty ooy TSty Thty ooey TSty Thn s vy Ty, T
) gt = [0:7 xit? crey :L‘gtvpiw "'apj%’ta qrta ceey q;’w 2ty ZSt]/' Deﬁne Fy27 nya 7:57 715;7 757 7;7 ’7;771 S0
that
L~ (1+) (W W) |efﬁc1ent — EO Z [yngZyt + §£F§yyt]

t=0

As *
(_ (1—X)(1=X.5) (7‘-5 t BEt [775 t+1]) + asm (qt + qst) + ag Wy — Zst — pst>ses _ P P B P
A . P Yy YtV Eryrr1+7, &t
(_ A (=x0) (7 = BEy [7841]) + om (0 + ¢%) + asiwy — 20 — pst) s

—Tst + Tt + Dst — Dst—1

I I
= + Yo Y1
—W§t+ﬂt+p§ _p§_1 YyYt T VymYt-1

Consider
o0

max Ej Z [y Lyoye + eyt
t=0

o J By G =0 ¢!
’Y;yt + 7§myt—1 =0 o
The first-order condition is

2yt + Doyt + 75 01 + 75 01 + Vim Pt + Vi Erpty = 0.

Thus, assuming an exogenous process &1 = p& + u, 1 solve the dynamics
Vo Yt + Vyp Bty + 75 & =0
VoY + VymYr1 =0

Eii1 —p& =0
20yoys + Le & + 70" of + ) ol + el s + v Erol =0

and evaluate welfare at the solution.
. : ~ o (e (YT / rfox N (P Y| s
It is convenient to define g, = [yt, (got ) , ((pt) ] and z; = [ét, (pe—1)", (ptfl) , <<pt71) } , Uy =
[u}, Q1x35]". Then, the solution takes the form

U = Gy
Tir1 = Hxxt + ﬂt.
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Note that H, consists of two parts, one without the Lagrange multipliers and the Lagrange
multipliers.

i1 &t

ﬁt — Hmac @ DPi-1 + I @ u

255( Hyy Heyp p{fX—1 0O O .
@f 901{3—1

C.1.1 Alternative policies

Alternative policies can be solved for by replacing the first-order condition with the monetary
policy rule considered.

I also track the Lagrange multipliers o ¢! defined as in the optimal dynamics as auxil-
iary variables that do not affect the system (that is, defined by the state variable z; and do
not appear in any of the other equations). To do so, I solve

vfyt + 7£3Etyt+1 + ’Yfft =0
VoYt + VoY1 =0

Ei&i1 —p& =0

m=0o0r Y .cqlsccoresmst =0
—gpf +H,x, =0

In this way, the solution takes the same form
Ut = Goxy

Tir1 = Hxxt + &t.

Note that the difference in the policy is reflected in the coefficients G, and H,.

C.1.2 Calculation of welfare

The unconditional expectation of welfare
E {L (1+¢) (W W) efﬁment} = EZ yt y2yt + €tF£yyt =L Z {yt y2yt + xtrﬁyyt}
t=0 t=0

under any solution

gt = Ga:xt
Tey1 = Hpxy + Uy

can be calculated as follows by assuming Euu;, = 3, Etu), = 0 Vt # s. Define

V= LEU + Exory+8H,VH.
——

—-f

=3

then
E L7 (W = W) leffciens| = 11 [(G,T2yGix + 230 Go) V] .
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The choice of ¥, depends on the type of policy experiment.

I consider two types of policy experiment. The first type is that in which the economy
starts form the stationary distribution obtained under headline inflation targeting as an
approximation of the current policy. Then, this experiment compares switching from the
current headline inflation targeting to different policies. To obtain the variance-covariance
matrix, I use H, obtained under the headline targeting policy H¢. By solving

Head
Tppr = H 0 + ugy

we obtain )
S, = Hds, (HI) + 5,

The second type of policy experiment compares different worlds each of which starts from
the steady state under the policy considered and continues the policy. In this case, ¥, is the
solution to

where H, is the solution to the equilibrium system under each policy.

C.1.3 Conversion to units of consumption

To interpret the welfare loss in units of consumption, the following procedure calculates
the consumption equivalent of the welfare loss relative to the optimal policy. Compare the
welfare at the optimal

~ r CO)I—U (LO)1+¢
o ._ ¢ ( ¢ o\t 0
W .—Eogﬁ - T+ o + AD;
with sub-optimal ]
N o
S . t ( t . t S
W .—EO;)B - 4o + ADj.

Consider discounting C© by a fraction v° to make them equal.

< [(0=)er)y™ ()™
WS:EOtZZOﬁt 1_015 . 1t+¢ —I-ADOO

Using the approximation, U; ~ U + C'~7 (ét + 1_7"6?) — L[*¢ (lAt + %[Z)

Wo = Eoiﬂtcd_” (log (1 - 75) + 1_20 (log (1 - 75))2 + (1 —o0)log (1 — 75) 6?) + W
t=0

Under the stationarity of exogenous variables, FEq¢; = 0. Thus,
1l—0 2 (1-7) wH wo
S S _ _
log (1 -7 ) + 5 (log (1 - )) = Ses gbsc% <L1+¢> [1+o
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Table 6: Concordance between WIOT, NS2008, and BW2006

WIOT  description ISIC NS2008
cl Agriculture, Hunting, Forestry and Fishing 01, 02, 05 Farm products
c2 Mining and Quarrying 10-14 (Note 1)
c3 Food, Beverages and Tobacco 15,16 Processed foods and feeds
c4 Textiles and Textile Products 17,18 Textile products and apparel
cH Leather, Leather and Footwear 19 Hides, skins, leather, and related products
cb Wood and Products of Wood and Cork 20 Lumber and wood products
c7 Pulp, Paper, Paper , Printing and Publishing 21,22 Pulp, paper, and allied products
c8 Coke, Refined Petroleum and Nuclear Fuel 23 Fuels and related products and power
c9 Chemicals and Chemical Products 24 Chemicals and allied products
cl0 Rubber and Plastics 25 Rubber and plastic products
cll Other Non-Metallic Mineral 26 Nonmetallic mineral products
cl2 Basic Metals and Fabricated Metal 27,28 Metals and metal products
cl3 Machinery, Nec 29 Machinery and equipment
cl4 Electrical and Optical Equipment 30-33 Machinery and equipment
clb Transport Equipment 34,35 Transportation equipment
cl6 Manufacturing, Nec; Recycling 36,37 Miscellaneous products
cl7 Electricity, Gas and Water Supply 40,41 Fuels and related products and power
cl8 Construction 45 Services (excl. travel)
cl9 Sale, Maintenance and Repair of Motor Vehicles and Motorcycles; Retail Sale of Fuel 50 (Note 2)
c20 Wholesale Trade and Commission Trade, Except of Motor Vehicles and Motorcycles 51 Services (excl. travel)
c21 Retail Trade, Except of Motor Vehicles and Motorcycles; Repair of Household Goods 52 Services (excl. travel)
c22 Hotels and Restaurants 55 Services (excl. travel)
c23 Inland Transport 60 Travel
c24 Water Transport 61 Travel
25 Air Transport 62 Travel
c26 Other Supporting and Auxiliary Transport Activities; Activities of Travel Agencies 63 Travel
c27 Post and Telecommunications 64 Services (excl. travel)
c28 Financial Intermediation 65-67 Services (excl. travel)
c29 Real Estate Activities 70 Services (excl. travel)
c30 Renting of M and Eq and Other Business Activities 71-74 Services (excl. travel)
c31 Public Admin and Defence; Compulsory Social Security 75 Services (excl. travel)
c32 Education 80 Services (excl. travel)
c33 Health and Social Work 85 Services (excl. travel)
c34 Other Community, Social and Personal Services 90-93 Services (excl. travel)
c35 Private Households with Employed Persons 95 Services (excl. travel)
1-5 WS wo
-1+ 1+2(1_0)Z( ¢)¢>15 <L1+¢_L1+¢)
s€s TCag

= 7" =1—exp
l—0o

C.2 Concordance of sectors across the World Input-Output Table,
Nakamura and Steinsson (2008) and Broda and Weinstein

(2006)

Table 6 is the concordance table created by the author.
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C.3 Input-output adjustment
By aggregating the input-output table, I can obtain the following matrix.

 PYy, - PYis PC PEX, ]
PsYsy -+ PsYss PsCs PgXg
EQIM, -+ EQtMs n.a. n.a.
WL, --- WLs n.a. n.a. |

Define
Totc, = Z P.Yy . + gQ:MS + WL,

sl

by . PVs
Totc Totc
. WLy EQ: M, o e
N = Tope, Ome = e, A= 3 T
S S PsYs1 .. PsYss
Totcy, Totcg

Then, if we count all indirect usage of labor and imported goods,

gy aq an ag ag
) ) 2| . —1
= : + A/ : + (A,) : + cees — (I - A/)
s Qs s s s
(07751 &ml a‘ml dml a4m1
. ) 2 . —1
- : + A : + (A : +.o.=I-A)
(07 de de &mS de

Similarly, define
0r —1

PSY;:ZPSKS’—FPSCS—F H* P;(Xs
(ﬁ —Psic’s (Z; (_ P3PsXXs>_0*—].PSXXS o Pl'Yl Pl'Y1
e FERY, o LY, PsVer ... PeYss
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Then, I count all indirect demand from domestic and foreign consumers,
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