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1. Introduction

The Covid-19 pandemic highlights the importance of global supply chains (Bonadio et al., 2020). As a matter of fact, eco-
nomic globalization over the past several decades has been fueling the integration of the world through international trade
in both final goods and intermediate inputs. It is noteworthy that the trade volume of intermediate inputs has been growing
faster than that of final goods. A large body of literature on international trade explores the importance of vertical production
and trade (Feenstra, 1998; Hummels et al., 2001; Yi, 2003, 2010; Koopman et al., 2014; Antras, 2016).! Countries integrated
through vertical production and trade exhibit business cycle comovement increasingly (Huang and Liu, 2007; Giovanni and
Levchenko, 2010; Johnson, 2014). Thus, the design of monetary policy in open economies needs to be adjusted to take vertical
production and trade into account (Shi and Xu, 2007; Gong et al., 2016, 2020; Wei and Xie, 2020).

A widely accepted principle in economics is that violations of the law of one price are inefficient, but they are pervasive in
reality. Many researchers attribute violations of the law of one price to local-currency pricing (LCP) or pricing to market
(Engel, 1999; Bergin and Feenstra, 2001; Atkeson and Burstein, 2008). The distortion related to LCP, termed currency
misalignments, becomes a separate source of inefficiency, to which the monetary policymakers should pay attention when
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1 Vertical production and trade involve international trade in intermediate inputs, thus we use them interchangeably.
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conducting the monetary policy (Engel, 2011; Fujiwara and Wang, 2017; Chen et al., 2021). However, the existing literature
on the monetary policy in a two-country New Keynesian model with LCP has not recognized the rising importance of vertical
production and trade in shaping the design of monetary policy yet.

To fill the gap in the literature, we introduce international trade in intermediate inputs into Engel (2011) to examine how
the monetary policy prescription changes. In our model, there is a two-stage production and trade structure. At the stage of
intermediate-goods production, the firms in each country employ domestic labor to produce the differentiated intermediate
inputs for the home and foreign final-goods producers, while at the stage of final-goods production, the firms in each country
input domestic and imported intermediate inputs to produce the final consumption goods for the households in both
countries.

Engel (2011) derives the welfare loss function of a cooperative monetary policymaker and finds that the optimal mone-
tary policy should target CPI inflation, the output gap, and the currency misalignment. By comparison, in our model, the joint
welfare loss function reveals that the cooperative monetary policymaker should target the final-goods output gaps, the PPI
inflation rates at both stages of production, the currency misalignments at both stages of production, and the vertical relative
price gaps.

Since we cannot give an analytical solution to the dynamic system describing the optimal monetary policy, we compute
the welfare loss of the optimal monetary policy quantitatively instead and use it to evaluate two different Taylor-type mon-
etary policy rules: the weighted average final-goods PPI inflation-based Taylor rule (CPIT) and the weighted average
intermediate-goods PPI inflation-based Taylor rule (WPPIT). > We find that the monetary policymaker should target the
weighted average intermediate-goods PPI (WPPI) inflation rather than CPI inflation for most combinations of price stickiness
at both stages of production, which is in marked contrast to Engel (2011)’s conclusion that the monetary policymaker should
target CPI inflation rather than PPI inflation.

In the standard two-country New Keynesian model with producer-currency pricing (PCP), the fluctuation in the nominal
exchange rate can achieve nearly efficient allocations by adjusting the terms of trade in both countries. In addition, PPI infla-
tion leads to the same relative price distortions as a result of the fact that the consumers in both countries face the same
relative prices of goods produced in one country. It implies that eliminating PPI inflation can undo the relative price distor-
tions in both countries simultaneously (Clarida et al., 2002). By contrast, the stabilization of CPI results in the inefficient allo-
cations due to the restriction on the expenditure-switching effect of the nominal exchange rate. However, when exporters
set prices in consumers’ currency (LCP), the benefit of the expenditure-switching effect produced by the nominal exchange
rate adjustment decreases significantly, while the currency misalignments distortion gradually plays a major role. Thus, it is
desirable for the monetary policymaker to target CPI inflation to eliminate the staggered price distortion (Engel, 2011).

In our model, in addition to the distortions present in Engel (2011), the monetary policymaker also needs to tackle newly
introduced distortions related to vertical production and trade, namely, the price dispersions and currency misalignment at
the stage of intermediate-goods production, and the distortions from the sluggish adjustment of the relative prices of inter-
mediate goods in terms of final goods. By targeting CPI inflation, the monetary policymaker cannot undo the newly intro-
duced distortions. However, by targeting WPPI inflation, the monetary policymaker can kill two birds with one stone in
the sense that both the newly introduced distortions and those present in Engel (2011) can be mitigated simultaneously.
The reason is that the final-goods inflation rates are composed of the intermediate-goods inflation rates, not vice versa. In
addition, in our model, CPI inflation is identical to the weighted average final-goods PPI inflation due to the fact that the
expenditure shares of the households on domestic and imported final goods are assigned as the weights. Therefore, the mon-
etary policymaker should target WPPI inflation rather than CPI inflation for most combinations of price stickiness at both
stages of production.

Our paper is related to the literature on optimal monetary policy in open economies under LCP. Based on Obstfeld and
Rogoff (2000,2002), Devereux and Engel (2003) examine the optimal monetary policy when exporters set prices in con-
sumers’ currency one period in advance, and conclude that the optimal monetary policy should fix the nominal exchange
rate. Duarte and Obstfeld (2008) introduce nontraded goods into Devereux and Engel (2003) and find that the optimal mon-
etary policy requires the flexible exchange rate even if the nominal exchange rate does not play the expenditure-switching
role. Gong et al. (2017) find that Devereux and Engel (2003)’s conclusion depends on the assumption that the households in
both countries have the same expenditure shares. When the expenditure shares between home and foreign households are
different, the optimal monetary policy requires the flexible exchange rate.

In Devereux and Engel (2003), the fact that the prices being set one period in advance implies that inflation does not lead
to the distortions related to price dispersion. Engel (2011) introduces local-currency pricing into Clarida et al. (2002) and
finds that the optimal monetary policy should target consumer price inflation, the output gap, and the currency misalign-
ment. In addition, Engel (2011) also provides a rationale that the cooperative monetary policymaker should target CPI infla-
tion rather than PPI inflation, which stands in contrast to the conclusion arrived at in the model with PCP that the optimal
monetary policy should target PPI inflation rather than CPI inflation (Clarida et al., 2002). Fujiwara and Wang (2017) gener-
alize Engel (2011) to the noncooperative case to examine whether there exist welfare gains from monetary policy cooper-
ation in the model with LCP. They find that the welfare gains are relatively small, though not negligible. In a model similar to

2 We assign the expenditure shares of the households on domestic and imported final goods as weights of the weighted average final-goods PPI inflation-
based Taylor rule so that it is identical to the CPI-based Taylor rule (CPIT).
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Engel (2011) and Fujiwara and Wang (2017), Chen et al. (2021) explore whether the optimal monetary and fiscal policy com-
bination can eliminate currency misalignment and achieve efficient allocations. They conclude that the optimal monetary
and fiscal policy combination can achieve efficient allocations under the condition that the fiscal policy should be chosen
cooperatively while the monetary policy non-cooperatively.

Our paper is also closely related to the literature on optimal monetary policy in open economies with international trade
in intermediate inputs. In a two-country New Keynesian monetary model with vertical production and trade and a one-year
period of price stickiness, Shi and Xu (2007) examine how the monetary policymakers make the optimal money supply rule
in response to stage-specific productivity shocks. By introducing international trade in intermediate inputs into Clarida et al.
(2002), Gong et al. (2016) find which monetary policy rules the cooperative monetary policymaker should follow depend on
the degree of price stickiness at the stage of intermediate-goods production. Specifically, if the degree of price stickiness at
the stage of intermediate-goods production is high, the monetary policymaker should follow the intermediate-goods PPI-
based Taylor rule, whereas the CPI-based Taylor rule should be followed when the degree of price stickiness at the stage
of intermediate-goods production is intermediate or low. In a small open New Keynesian monetary model with multiple
stages of production, Wei and Xie (2020) find that the central bank should follow the monetary policy rule targeting separate
PPI inflation at the different production stages, the output gap, and the real exchange rate.

The rest of the paper is organized as follows. Section 2 lays out the model. Section 3 derives model’s equilibrium. Section 4
discusses monetary policy design. Section 5 concludes.

2. The model

The model’s structure is nearly identical to Gong et al. (2016). The world economy consists of two countries of equal size,
home H and foreign F, each inhabited with a continuum of households of unit mass [0, 1]. The representative household in
each country derives utility from the consumption of both home and foreign final goods and incurs disutility from the pro-
vision of labor services to domestic intermediate-goods producers. In addition, the representative household in each country
can trade in a complete set of state-contingent claims denominated in the home currency. Like Engel (2011), the represen-
tative household in each country exhibits a home bias in consumption.

Following Gong et al. (2016), the world economy is integrated by vertical production and trade. Specifically, the produc-
tion in each country entails a sequence of stages. Without loss of generality, we focus on two stages, from intermediate goods
to final goods. At the intermediate-goods production stage, a continuum of intermediate-goods producers in each country
employ domestic labor to produce differentiated products, which are then used by final-goods producers worldwide as
inputs. At the final-goods production stage, a continuum of final-goods producers in each country input domestic and
imported intermediate goods to produce differentiated products, which are then consumed by households worldwide as
consumption goods. Thus, besides consumption openness, we also introduce production openness, which provides an addi-
tional channel of openness to influence the monetary policy design.

Following Engel (2011), we allow for local-currency pricing (LCP) in the sense that the exporters at both stages of produc-
tion set prices in the importers’ currency rather than their own currency. Thus, the law of one price does not hold, and the
exchange rate does not play the role in automatically adjusting the relative prices facing households and firms because
imported goods prices do not respond to the fluctuation in the exchange rate. When prices are sticky, the fluctuation in
the exchange rate can bring about the inefficient change in the prices of the same good sold in different countries. In what
follows, foreign variables are marked with an asterisk, subscript f denotes final good, i intermediate good.

2.1. Households

The representative household h € [0, 1]in the home country maximizes

0 0 1-0 1+
Eo FU(C(h), Ne()) = EOZﬁf{C;(h_) -0 } M
t=0 t=0

in which 8 € (0, 1))is the discount factor, o denotes the coefficient of relative risk aversion, ¢ is the inverse of the Frisch elas-
ticity of labor supply, C;(h)is the consumption aggregate, and N,(h)is labor services that the representative household h pro-
vides to domestic intermediate-goods producers. The consumption C;(h)is a Cobb-Douglas composite of home and foreign
final goods, Cy¢(h)and Cr (h). Following Engel (2011), the home representative household’s expenditure shares on domestic
and imported final goods are  and 1 — 3, respectively, with 0 < v < 2. Thus, when v > 1, home representative household has
a home bias in consumption. The foreign representative household h™ € [0, 1]also has the same consumption aggregate, with
expenditure share on domestic final goods being 3. By contrast, in Clarida et al. (2002), the households in both countries exhi-
bit no home bias in consumption.
&1 L

f_’ &1
In addition, Cy(h) = (fol Cre(h,jy) djf> ! is a CES aggregate over a continuum of final goods produced in the home

i
c’j’—l Lj_’l
country. Similarly, Cg(h) = <f0] Cr <h7j}> K] dj}) is an index of consumption of imported final goods. The expressions of
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Che(h)and Cr(h)imply that the elasticity of substitution among differentiated final goods in each country is &, which is
assumed to be strictly greater than unity.
The home representative household h’s budget constraint is given by
Pﬂct(h) + Z Z(Spr] ‘St)D(h,SH,]) = WtNt(h) + D(h,St) - Tt + rt, (2)
St41€Q041

in which P, = k™'P}2P. " k = (v/2)"?(1 — v/2)'*%is home CPI,’ D(h,s;) is the nominal payoffs on state-contingent claims
for state s;,Z(S¢,1]S¢)is the state-s; price of a claim that yields one unit of home currency in state s;,;, W, is the nominal wage,
T, denotes lump-sum taxes, and I'; denotes aggregate profits accruing from ownership of home firms.

2.2. Firms

Different from Clarida et al. (2002) and Engel (2011), the production in each country involves a sequence of two stages:
from intermediate goods to final goods. At the final-goods production stage, there are a continuum of final-goods producers
in each country which input domestic and imported intermediate goods to produce differentiated final goods. A home rep-
resentative final-goods producer j; € [0, 1]produces consumption good j; with a Cobb-Douglas production function given by

o AYSLG)YES G
YffOf): ft Hr(lf) Fit (Jf)

$'(1-¢) 7 (3)

in which Y (j;) = | /3 YH,vf(jf,ji)%dji “and Yee () = | fo Ypif(if7j7)%djf} “are home and foreign composite intermediate
goods respectively, & > 1 is the elasticity of substitution between differentiated intermediate goods, Ay is a productivity
shock which is common to all home final-goods producers, and ¢ measures the expenditure share of the firm j; on home
composite intermediate good.

A foreign representative final-goods producer j; € [0, 1]produces consumption good j; with a similar Cobb-Douglas pro-
duction function, but the expenditure share on imported composite intermediate good is 1 — ¢ instead. Thus, as in Gong et al.
(2016), when ¢ > 1/2, final-goods producers in both countries exhibit home bias in production.

At the intermediate-goods production stage, there are a continuum of intermediate-goods producers in each country that

input domestic labor to produce differentiated products. A home representative intermediate-goods producer j; € [0, 1]inputs
domestic labor to produce consumption good j; with a linear production function given by

Yie(ji) = AieNe(i) (4)

in which Aj; is a productivity shock which is common to all home intermediate-goods producers.

Let a; =log (Ar). We assume that a; follows the AR(1)process ap = p;ap_1 + &, in which af;”’dN(O, o‘f). Similarly,
air = log (Ai)follows the AR(1)process a; = p;air_1 + & in which &"“N (0, ¢?). In addition, & is independent of e

In Gong et al. (2016), the producers at both stages set export prices in their own currency (PCP) and the law of one price
holds. In this paper, we follow Engel (2011) and assume LCP. Thus, firm j; sets a price Py (j;)in its own currency when selling
good j; domestically, at the same time, it sets another price Pj (j)in the importers’ currency when exporting j; to the foreign
country. By contrast, in Gong et al. (2016), firm j; sets a single price Py (j;)in its own currency and the price facing foreign
consumers changes with the fluctuation in the nominal exchange rate E; and is given by Pyy (j;)/E:. 4

We assume that firms at both stages of production set prices in a staggered fashion, as in Calvo (1983). In each period, at
the final-goods production stage, a home representative firm j; sets prices in both countries with probability 1 — 6y,whereas
it keeps the prices fixed with probability 6;. Similarly, at the intermediate-goods production stage, a home representative
firm j; sets prices in both countries with probability 1 — 0;whereas it keeps the prices unchanged with probability 6;.

Thus, in the home country, when final-goods firm j; is able to choose price in period t, it chooses P}, (jr)to maximize

E) 0 Qs [(1 +77)Pige () — Mcfm] Yirae Uy ) ()

in which Q,. = *(C;/C;)™° (P /Py:)is the stochastic discount factor, 1y is a subsidy to home final-goods producers by the

¢ pl—¢
home government, MCy :% and Yy (jr)are respectively period-t marginal cost and demand schedule for final-
goods firm j; that last reset its price in period t,° and Yugo¢ () has the following expression

.
T

— 1-¢ = 1-¢
3 In the expression of Pgy, Py = <f01 Prg (jf) fdjf) " is home local final-goods PPI, and P = (fO] Prg (j}) fdj}) is home imported final-goods PPI.

4 The nominal exchange rate E; represents the home currency price of one unit of foreign currency.

e PR
in the expression of the marginal cost, Py;; = []01 PHi[(ji)]"’dji i is home local intermediate-goods PPI, and Pg; = [jul Pri¢ (11*)1 "‘dj{} " is home imported
intermediate-goods PPIL.

5
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(i =< -1
YanUf)_12)<Hﬂ(’f)) (l;Lff;) C. (6)

PHfr

In equation (6),C; = fol C.(h)dh is home aggregate consumption which is also equal to home consumption per capita. The
solution to the optimal price setting problem facing final-goods firm j; in the home country is

EtzefitQt.rMCfﬂtYHfﬂt (lf)
T=t

. &
Piy () = ; : (7)
F—1)(1+1 N .
GV B S 10, Vi)
T=t
as in Huang and Liu (2005), Gong et al. (2016), ——— is an effective markup over the weighted average of final-goods

(g-1)(1+7)
firm ji's current and expected future marginal costs in the periods during which its reset price P} (j;) keeps effective.
Meanwhile, in the foreign country, when final-goods firm j; has the opportunity to reset the price in period ¢, it chooses

Pyy;, (jy) to maximize

E) 07 Qe [(1 +17) ExPyz () — Mcfﬂf] Yiar (), (8)
=t

in which the demand schedule is given by
N -1
" SN v P:-;}t Of) ! :Ifr "
YHfr\t(—’f) - (1 - z) ( P;fr P;r Cr' (9)

. a

In equation 9), Pyy. = ( fol Piy. (jf)l’gf djf)]"‘f is foreign imported final-goods PPI,
P, = k’lp;;lf;"ﬂp;}'f,k = (v/2)"(1 — v/2)" s foreign CPL° and C; = [, C.(h")dh" is foreign aggregate consumption which
is also equal to foreign consumption per capita. The solution for P;;‘}[ (jr)is given by

: E> 07 QueMCrorYipey ()
Py () = ! = : (10)
G D) B S 0 1Qu Yy
T=t

At the stage of intermediate-goods production, firm j; sets a price Py (j;)in its own currency when it sells good j; domes-
tically. Simultaneously, it sets another price P, (j;)in the importer’s currency when exporting good j; to the foreign country.
In the home country, when it is the turn for firm j; to reset price, its optimal choice is

: EtzefitQt_zMCi‘c\tYHiﬂ[(ji)
Pre i) = " = : (11)
G- +1) N et S
E:> 0;7 Qe Ynhine(Gi)
; i t,t I Hit

in which m is an effective markup, MCi;; = ﬁ’— and Y- (j;)are respectively period-t unit cost function and demand

schedule facing firm j; that last reset its price in period t. The demand schedule Y (j;)has the following expression

) PricG)\ " MCe (1o, .1 .
yHir\t(]i):d)(I;)TEj_)) PHl{E A yfT(Jf)de' (12)

Similarly, in the foreign country, firm j;’s optimal choice is

Ec) 07 Qe eMCircYiye (i)
= ; (13)

P;I‘;t (]l) = 00
) EcY 07 'QueEcYiye (i)
T=t

&
G-+

in which the demand schedule Yy, (j;)is given by

1
1-4 =
© Py, = f[} Pis. (]f) de})1 7 is foreign local final-goods PPL.
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o PG\ MG [ e
YHir\tOi):(lfqﬁ)(I;)#gl)) P;rfr/o Yﬁ(]f>d]f.
1T 1T v

Furthermore, we assume that all firms at both stages of production take input prices as given but have the monopoly
power in their own product markets.

3. Equilibrium

Before we turn our attention to the equilibrium system, it is helpful to introduce several definitions. The relative prices of
imported to local goods at final-goods and intermediate-goods production stages in the home country are defined respec-

. P, . . . P Pt . .
tively as Sp = % and S = ,’,’Hﬂ Their foreign counterparts are respectively S;; = 5% and S;; = #it. In PCP case, the relative price
t it Fft Fit

of imported to local goods is identical to the terms of trade. However, they are different in LCP case. For convenience, in what
follows, we rename the relative price of imported to local goods at the same stage of production the horizontal relative price.
In the home country, final-goods market clearing condition is

¢

i
LT 2L NTT . .
Yp= (fg Yie () 7 d1f> <fo Yielr) 7 de) = Yipe + Yo = Che + Cye (14)
=35 Ct (1-3)5 ﬂ G =k (387 TC+ (1-9)5,7C).

Intermediate-goods market clearing condition is

Yi= ([o1 YHitUi)de]i> + (](} Y (i) d]i) = Yhie + Yy
. MC,, MCy o s
= o5t Phic CHfDHff + ¢Mcﬂc (D + (1 = </))ﬁ,{CFfDFft +(1- d))ﬁiftCFtDFft
1 ¢ * % st £ y*
= (/’ (CHtDHft + CHtDHft) + (1 - d)) ,laiﬂ (CFtDFff + CFtDFft)'

Note that, due to the presence of LCP, there are two price dispersion measures at the final-goods production stage in the

=& =&
home country stemming from Calvo-style price staggering, they are Dy = fo (P”ﬁwjrf ) dj;, and Dg = fo <P Fgﬂ’tf ) dj,

(i =<5
respectively. Their foreign counterparts are Dy, = jg (P”ﬁ;f:f )> dj; and Dy, = [O < Ff‘F]f )> dj; respectively.
Home aggregate employment is determined by the outputs of home intermediate-goods producers:
1 1 .. . 1 s PO o* .
fo Nf )dji = 4 fo Uo Yhie (vaf')dlf + Jo Yhie <]f7]i>d]f} dj;

50 (16)
:A,, Af, (CHIDHft+CH¢DHf[)DHrt+ A A (CFtDFfHLC;c Fft)D;-ht

Because the home representative intermediate-goods producer chooses a price in terms of home currency and another in
terms of foreign currency, Calvo-style price setting generates price dispersion in both countries. In the home country, it is
1 (P ™ g while it is D* (P ™ i -
Dyic = J, (7,#@) dj;, while it is Dy, = [, (;ng> dj; in the foreign country.
When asset markets are complete, the households in both countries equalize the marginal utility of one unit of the nom-

inal asset in all states of the world. Thus, we have a risk sharing condition from the stochastic Euler equations describing the
intertemporal consumption choice facing both home and foreign households.

Ct G_ EtPHf[ *——" ——1
(CT) == S (17)

where Q; = Elt,—';f‘ denotes the real exchange rate.” Equation (17)is the familiar condition which ensures that the price ratio is
identical to the marginal rate of substitution between consumption goods in the two countries.

3.1. The steady state and the flexible-price equilibrium

In the steady state, there are still markup distortions due to the presence of monopoly power at both stages of production.
To offset the markup distortions and achieve an efficient steady state, we assume that the governments can subsidize
monopolistic producers at both stages of production by collecting lump-sum taxes. Since there is no difference between

7 Note the presence of home bias in consumption leads to deviations from purchasing power parity.
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PCP and LCP cases in the steady state, our model essentially degenerates into Gong et al. (2016). The readers can refer to
Gong et al. (2016) for the steady state values of the main endogenous variables. By the same token, we can obtain the effi-
cient flexible-price equilibrium which is also identical to Gong et al. (2016).

3.2. Equilibrium dynamics under sticky prices

In this section, we present the log-linear approximation to the sticky-price model around the steady state. As in Engel
(2011) and Gong et al. (2016), we use a lower-case variable to denote the log deviation of the upper-case variable from
it'’s corresponding steady state value.

Engel (2011) formally defines the currency misalignment as the average deviation of consumer prices in the foreign coun-
try from consumer prices in the home country. After we introduce international trade in intermediate inputs, the currency
misalignment appears at both stages of production. To distinguish the currency misalignment at the stage of final-goods pro-
duction from that at the stage of intermediate-goods production, we define the final-goods currency misalignment as the
average deviation of final-goods prices in the foreign country from final-goods prices in the home country, which corre-
sponds to the currency misalignment in Engel (2011). Furthermore, we define the intermediate-goods currency misalign-
ment as the average deviation of intermediate-goods prices in the foreign country from intermediate-goods prices in the
home country.

Specifically, we define the final-goods currency misalignment as:

1 . .
mg = 3 (et + Phfe — Phe + €t + Dgge — prt)' (18)

Similarly, we define the intermediate-goods currency misalignment as:

1 )
m; Ei(et + Dhie — Phic + € + Dric — Pric)- (19)

The distortions caused by the currency misalignments arise only when both LCP and sticky prices are present at the same
time. In PCP or flexible-price models, the currency misalignments disappear, i.e. mg = my = 0.
As in Engel (2011), we define the difference of the horizontal relative prices at the stage of final-goods production as:

2 = 5 (b~ i — (P~ Pi))- (20)

Similarly, the difference of the horizontal relative prices at the stage of intermediate-goods production is defined as
1 . .
Zie =5 (Pric — Pric — (Pric — Phie))- 1)

From equations (20) and (21), we know that, in PCP case, the horizontal relative price in the home country is the opposite
of the horizontal relative price in the foreign country, the difference of the horizontal relative prices vanishes.
Log-linearizing home CPI around the steady state yields

) v v )
Pr = iprt + (1 - j)prt = DPupe + (1 - j)sft = Drt — jsfr (22)

Thus, home CPI inflation 75, home local final-goods PPI inflation 7y, and home imported final-goods PPI inflation 7t
have the following relation
v )
2 2
in which Asg = sg — sg_1. Equation (23)implies that there is a gap between the home CPI inflation rate and the two PPI infla-
tion rates at the stage of final-goods production, and the gap is proportional to the percentage change in the horizontal rel-
ative price at final-goods production stage in the home country, with the gap adjusted by the degree of home bias in
consumption.

In Gali and Monacelli (2005) and Gong et al. (2016), the purchasing power parity does not hold due to the presence of
home bias in consumption. In their models, the consumption real exchange rate is proportional to the terms of trade, with
the coefficient of proportionality given by the degree of home bias in consumption.® By contrast, in LCP case, besides the hor-
izontal relative prices at the final-goods production stage, the final-goods currency misalignment also plays a role in affecting
the consumption real exchange rate. The consumption real exchange rate can be expressed as

nft = TCHft + (] - ) ASft = TEFf[ _ A th (23)

v-1
A = € +p;[ — D = Mg + ( 2 ) <5ft - S}[)' (24)

8 In Gong et al. (2016), the real exchange rate is proportional to the final-goods terms of trade.

7
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When households in both countries have a home bias in consumption (v > 1), the increase in the horizontal relative price
at home final-goods production stage results in the depreciation of the home consumption real exchange rate. By contrast,
the increase in the horizontal relative price at the foreign final-goods production stage leads to the appreciation of the home
consumption real exchange rate. In addition, the home consumption real exchange rate depreciates in response to an
increase in the degree of the final-goods currency misalignment.

The home ﬁnal—goods market clearing condition and its foreign counterpart are given by, respectively

yn=ga+ (1-3)a 5 (1-3) (5 -5) 3
i = (1 ~g)eta -3 (1-3) (s -si). 29)

In both countries, a rise in global consumption increases the final-goods output. Furthermore, the expenditure-switching
mechanism of the horizontal relative prices takes effect to some degree and induces the households in both countries to buy
the relatively cheaper goods. Thus, both the increase in the horizontal relative price of domestic final goods and the decrease
in the horizontal relative price of the other country’s final goods boost domestic final-goods output.

Similarly, the home intermediate-goods market clearing condition and its foreign counterpart are given by, respectively

Yie = o(1 - ¢)(Sit - S?[) —¢ap — (1 - ¢)a}} + ¢<th + 8 dps + (1 _%)d;ft)

(27)
(1= 9) (Vi + (1= §)dum + 5.
Yi=—d(1—)(se —53) — (1 - d)a — ba; + ¢(yf*[ + (1 =5)dm + %d;ft> (28)

+(1-¢) (J’fr +35dpg + (1 _5)d;ft>'

Due to the vertical production and trade, a rise in final-goods output in both countries increases intermediate-goods out-
put in each country. In addition, the change in the horizontal relative price of intermediate goods induces the final-goods
producers in both countries to buy the relatively cheaper intermediate goods. Thus, both the increase in the horizontal rel-
ative price of domestic intermediate goods and the decrease in the horizontal relative price of the other country’s interme-
diate goods boost domestic intermediate-goods output. Note that, up to a first-order approximation, the price dispersions are
equal to zero.

The first-order approximation to the home and foreign labor market clearing conditions gives rise to

ne = =i + ¢dpic + (1 — P)dyge + Vi, (29)

n; = @ + ¢dg + (1 = d)dric + Y. o0

Since intermediate-goods producers use domestic labor as the only production factor, the increase in the output of
domestic intermediate goods boosts the employment in each country.
Taking log of both sides of equation (17)yields

a(c—¢) :mf[-s—(l);—l)(sf[—sf*[). (31)

In LCP case, besides the horizontal relative prices at the final-goods production stage in both countries, the final-goods
currency misalignment also affects home consumption relative to its foreign counterpart.

As in Engel (2011), for any variables x, and x;, we use xf = ‘ % and xV = X‘”f to denote relative and world values, respec-
tively. From equations (18)and (19), we know that the ﬁnal goods currency misalignment is associated with the
intermediate-goods currency misalignment according to the following equation

my = my + o8, + o8, (32)

in which Vy, =5 piie 1s the relative price of home intermediate goods in terms of home final goods when they are traded

domestically, whlle Vie = PH" is the relative price of home intermediate goods in terms of home final goods when they are

exported to the foreign country. Similarly, Vg =2 i 1s the relative price of foreign intermediate goods in terms of foreign final

goods when they are exported to the home country, while Vi, = Pf" is the relative price of foreign intermediate goods in terms
of foreign final goods when they are traded domestically. For convenience, we rename the relative price of intermediate
goods in terms of final goods the vertical relative price.

From equations (20) and (21), we know that the difference of the horizontal relative prices at the stage of final-goods pro-

duction and its counterpart at the stage of intermediate-goods production are related by the following equation
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Zp = zie + VF, — VK. (33)

In the remaining part of the section, we use the final-goods outputs, the currency misalignments, the differences of the
horizontal relative prices, and the vertical relative prices to express the New Keynesian Phillips curves, the dynamic IS equa-
tions, and the welfare loss function.

From equations (20), (25), (26), and (31), we express ¢, ¢;, S, and s;, in terms of Y Yje My, and zg,

v—1 v(2-v
O Dy g s Y2V, (34)

Ct:

= (=1  w b2-V)

¢ = _Tyfr +Yp — Tmfu (35)
20 v-—1
=V (D)m+@, (36)
20 v—1
Sp = —ijlsf +( D )mft + Zg, (37)

in which D = 6(2 — v) + (v — 1)%. Generally speaking, if final-good prices in the foreign country are higher than those in the
home country, the final-goods currency misalignment is positive. Ceteris paribus, the distortion from the final-goods cur-
rency misalignment increases home consumption, whereas it decreases foreign consumption. By contrast, the influence of
the final-goods currency misalignment on the horizontal relative prices at the stage of final-goods production in both coun-
tries depends on the degree of home bias in consumption. When households in both countries display home bias in con-
sumption (v > 1), other things being equal, the distortion from the final-goods currency misalignment tends to lower the
horizontal relative price at the stage of final-goods production in the home country when it is positive, whereas the opposite
is true in the foreign country. Unlike the final-goods currency misalignment, the difference of the horizontal relative prices at
the stage of final-goods production increases the horizontal relative price at the stage of final-goods production in both coun-
tries when it is positive.
From the definitions of the horizontal and vertical relative prices, we know that

Sit = S — Unt + Ur, (38)

Sip = S;t + Ve — V- (39

From equations (27), (28), (36) — (39), we can express y;. and yj, in terms of yg, ¥, My, Upe, Vi Ve, and vy, up to a first-
order approximation,

Vi _yfmt/+ [4a¢1 9y (20— )]yft 26(1 ¢)(u 1)mﬂ

(40)
+2¢(1— ¢) (vl — o) + (1 - 2¢)ak — aff,

v; :y}/tv _ [4a¢ +(2¢ — )]yft 4+ 2601 </>)(U 1 mf
+2¢(1 - ¢)(”Ht - UF[) -(1- 2¢)aft - aft .

When households in both countries display home bias in consumption (v > 1), ceteris paribus, the increase in the distor-
tion from the final-goods currency misalignment lowers the horizontal relative price at the stage of final-goods production in
the home country, thus decreasing the horizontal relative price at the stage of intermediate-goods production in the home
country simultaneously. It implies that the price of local goods relative to that of imported goods rises at the intermediate-
goods production stage in the home country, which lowers the demand for home intermediate goods by home final-goods
producers. In addition, the increase in the distortion from the final-goods currency misalignment raises the horizontal rel-
ative price at the stage of final-goods production in the foreign country, thus driving up the horizontal relative price at the
stage of intermediate-goods production in the foreign country simultaneously. Unlike what happens in the home country,
the price of imported goods relative to that of local goods rises at the intermediate-goods production stage in the foreign
country, which also lowers the demand for home intermediate goods by foreign final-goods producers. Taken together,
the increase in the distortion from the final-goods currency misalignment reduces the home intermediate-goods output.
Similarly, we can analyze the effect of the increase in the distortion from the final-goods currency misalignment on the for-
eign intermediate-goods output.

By combining the log-linearized optimal price setting equation (7)with the evolution equation of the home aggregate

(41)

price level of local final goods Py = [BfP:,;ff] +(1- Gf)PZIﬁ"'] "7 we can derive the following New Keynesian Phillips curve
to describe the motion of the local final-goods PPI inflation rate in the home country:
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. . . . - 20 . v—1
T = af{¢(v}“,§ + %)+ (1 - ¢>)<v}?{ + 2f 4z +fy§ _( = )mﬁ)} + BE{ Ttagesn ),

in which 6; = (1 — 0f) (1 — B0s) /0, and a variable with a tilde denotes the deviation of the log value of the variable from the
corresponding value in the flexible-price equilibrium.

Unlike Gong et al. (2016), at the stage of final-goods production, there are two home PPI inflation rates: the local final-
goods PPI inflation rate and the imported final-goods PPI inflation rate. Similar to the derivation of equation (42), we can
obtain the following New Keynesian Phillips curve to describe the motion of the imported final-goods PPI inflation rate:

- - - -r 20 v—1
= {38 — 7= 20) + (1= ) (o~ = 9+ e )+ e+ (). “3)

Similarly, there are also two New Keynesian Phillips curves at the stage of final-goods production in the foreign country,
they are respectively:

- - - - 20 . v—1

T = 6f{¢>(vY¥[ + U5 —zn) + (1 - ¢) (1’?{ + Uy +3J’f} _%mﬂ> - mft} + ﬁEt{”Zﬂﬂ} (44)
N - - N 20 . v—-1 .

i = or{ S 98 + (1= ) (3~ By 2= 5 54 U e ) | i . (45)

If final-goods producers only input domestic intermediate goods and there are no price stickiness and the productivity
shock at the stage of intermediate-goods production, the New Keynesian Phillips curves in our model are the same as those
in Engel (2011). We can verify this point by comparing the expression of 7y, given by equation (44)with its counterpart in
Engel (2011). When ¢ =1 and py; = w;, we can simplify equation (44)as 7, = O (We — D — 2 — Mg — a) + ﬁEt{n;fm}
which is identical to equation (B31)in Appendix to Engel (2011). When we introduce international trade in intermediate
inputs, besides the final-goods output gaps, the currency misalignment at the stage of final-goods production, and the dif-
ference of the horizontal relative prices at the stage of final-goods production which are present in the expressions of the real
marginal cost gaps in Engel (2011), the vertical relative price gaps also influence the real marginal cost gaps.

As in Gong et al. (2016), when we introduce international trade in intermediate inputs, there is a distinction between the
final-goods PPI inflation rate and the intermediate-goods PPI inflation rate, while it is impossible to discuss the distinction in
Clarida et al. (2002), Gali and Monacelli (2005), and Engel (2011). At the stage of the intermediate-goods production, there
are four New Keynesian Phillips curves describing how the home and foreign intermediate-goods PPI inflation rates evolve.

In the home country, the local and imported intermediate-goods PPI inflation rates are, respectively

Thic = 5,‘{1_[/5/}% +(0+ (P)j’}/rv +(1- %)Zir + (% —I)ymi + (% -T) (f/fn + Dﬁt)} (46)
+0i{200(1 — ) (U — V) — 3 Vf — (1 = 3) Vf — D} + PE{ e },
Trie = 51‘{—1_[/)7}{, +(@+ @y —3ze+ G+T)me+ G+ 1) (0F, + i/ll-gt)}
+0i{=20¢(1 = ) (DF — i) — 3V — (1 = 3) U — DR} + PE{Tricsa },

in which & = (1= 0,)(1 = f0)/0, T1 = §+ @ (*905 =2 1 2 — 1), T' = U 4 2000000,

In Engel (2011), the currency misalignment is a separate concern of monetary policy. In our model, there are two kinds of
currency misalignment: the final-goods currency misalignment my and the intermediate-goods currency misalignment m;,
both of which affect the real marginal cost gaps at their respective stage of production, and thus are the source of inefficient
allocations.

In the foreign country, the local and imported intermediate-goods PPI inflation rates are, respectively

(47)

T = 0TI 4 (04 @Y + (1= D2+ (I = Yma + (7 =P (3%, + %)}

s " e (48)
+0i{=20¢(1 = &) (U — Vi) + (1 = 5) Ve +5 U — VR } + PE{ T |

Tige = (T3 + (04 QY 320+ (~ 3= T)ma + (~3 - T)(# + )}
{20001~ 6) (3 — 98) + (1= )T + 30K — 940} + PR}

In PCP case, both the intermediate-goods currency misalignment and the difference of the horizontal relative prices at the
stage of intermediate-goods production are zero. In addition, the vertical relative prices are the same in both countries. In
this case, we can verify that equations (46)and (48)are identical to their counterparts in Gong et al. (2016).

As shown in the derivations of the New Keynesian Phillips curves, the vertical relative prices play an important role in our
model. By the definitions, we can construct an identity to describe the motion of the relative value of the vertical relative
prices of home goods sold in both countries

(49)

10
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2 rt ] * *
yﬁt = yllflt—l + 2 <ant = Ty — Ty + 7-‘:Hft)' (50)
Note that in the derivation of equation (50), we use the fact that, in the flexible-price equilibrium, the vertical relative

prices of home goods sold in both countries are identical. Similarly, we can construct an identity to describe the motion
of the relative value of the vertical relative prices of foreign goods sold in both countries, it is

2 bt 1 * *
yﬁt = vIthfl + 2 (TCFit = T — Ty + TCFft)- (51)

By the same token, there is an identity to describe the motion of the world value of the vertical relative prices of home
goods sold in both countries, it is

w - 1 . _
W=+ 3 <mm — Ty + Ty — an[) — A7y, (52)
in which A7 =7, — 7,1, and

U= Dy = Uy = E(aﬂ - a;t) + a4 F(a — a), (53)

where Z = L0020 F = (0029 In the expressions of Zand F, A = 2¢(1 — ¢) + v(1 —§)(1 = 2¢)* + (v — 1)*(1 - 2¢)*/20.
Surely, there is an identity to describe the motion of the world value of the vertical relative prices of foreign goods sold in
both countries, it is

t 2 ] * * Tl
vglt/ = U?t/fl + 2 (TCFif — Tl + Ty — TCFfr) - Avt (54)
in which A7; =7; —7;_;, and

Ui = Or = U = B(a; — ay) + 0 + F(ai — 0}) (55)

As is standard in the literature, we need the dynamic IS equations in both countries to describe the equilibrium dynamics.
Log-linearizing the home representative household’s stochastic Euler equation around the steady state, we obtain the
dynamic IS equation for the home country:

ZD
Vi = Ec{Vp} — c(1+D) (i — Ee{Ttpen } — TTe), (56)

in which i, = InR, is the home nominal interest rate, and

—_ ab-1 o(1+D _ 1 v-1 v
T)Et{Ayf[+]} + %Et{Any]} + <§ - T) Et{Amft+1} + (1 - E)Et{AthH} +p (57)

is the home real interest rate in the flexible-price equilibrium.
Following the same steps as deriving equation (56), we obtain the dynamic IS equation for the foreign country, it is

i =Bl } - 5y (i~ B } - ). (58)

by the uncovered interest-parity condition, we know that the foreign nominal interest rate i; is associated with the home
nominal interest rate i, according to the equation i; = i, — E;{Ae.,1}. The foreign real interest rate in the flexible-price equi-
librium 77; is given by

_, ab-1 o(1+D . v—1 1 v
M= %Et{Ayfwl} + %Et{A}’fm} + (T - j) Ec{Amy.a} + (1 - j)Er{AZfM} +p- (59)

The expressions of the home and foreign final-goods outputs in the flexible-price equilibrium can be found in Gong et al.
(2016).

In the next section, we follow Engel (2011) to solve for the optimal monetary policy for a cooperative policymaker. The
policymaker can directly choose the final-goods output gaps, the inflation rates at both stages of production, the currency
misalignments at both stages of production, the differences of the horizontal relative prices at both stages of production,
and the vertical relative price gaps, subject to the constraints. But for now, to close the equilibrium dynamics system, part
of which consists of equations (42) — (59), we need two simple monetary policy rules to describe how the nominal interest
rates in both countries evolve over time. In the next section, we will introduce how the policymakers conduct the monetary
policy by choosing the nominal interest rate as a policy instrument in detail.

11
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4. Monetary policy design

In PCP case, the optimal monetary policy in a standard two-country New Keynesian model can achieve the "divine coin-
cidence” in the sense that it can close the output gap and simultaneously realize zero inflation at all times, when there are no
cost-push shocks. ° However, Gong et al. (2016) show that the same conclusion does not hold in a similar model with inter-
national trade in intermediate inputs. In LCP case, Devereux and Engel (2003) show that, when the nominal prices are set
one period in advance, the optimal monetary policy cannot replicate the flexible-price allocation. Thus, it is quite natural to have
the following result.

Proposition 1. In a model with currency misalignments and international trade in intermediate inputs, it is impossible to
achieve the flexible-price equilibrium allocation.

Proof. See Appendix B1.

In Proposition 1, we assume that, by collecting a lump-sum tax, the governments subsidize the producers to eliminate the
market power distortions at both stages of production. Thus, in the flexible-price equilibrium, the allocation is Pareto opti-
mal, which means that the output gaps, the PPI inflation rates, and the relative price gaps are all equal to zero simultane-
ously. In PCP case with no international trade in intermediate inputs, when there are no cost-push shocks, the monetary
policymaker faces no trade-off between closing the output gaps and stabilizing the PPI inflation. In our model, when the
monetary policymaker chooses to stabilize the PPI inflation rates completely, the distortions from the relative values of
the vertical relative price gaps (2f,and?%)can be dismantled. However, the distortions from the currency misalignments
at both stages of production and the world values of the vertical relative price gaps (7}}and 7} )cannot be dismantled.'® Thus,
in our model, both international trade in intermediate inputs and currency misalignments play the roles in breaking the "divine
coincidence”.

In Engel (2011), if the initial value of the relative price difference z, = 0, it follows that z; = 0 in all periods. Similarly, we
have.

Proposition 2. z; =z; =0 forall t > 1.

Proof. See Appendix B2.

Proposition 2 implies that sp = —s;, and s; = —s;; in all periods. In other words, households and firms in both countries
face the same horizontal relative price at each stage of production. Unlike PCP case, the nominal exchange rate plays a lim-
ited role in adjusting the horizontal relative prices in LCP case.! In PCP case, the exchange rate depreciation deteriorates the
terms of trade in the home country, thus, the expenditure-switching effect induces home households and firms to substitute
domestic goods for imported goods. By contrast, the exchange rate depreciation improves the terms of trade in the foreign coun-
try, the expenditure-switching effect induces foreign households and firms to substitute imported goods for local goods. In LCP
case, it is appropriate to use the horizontal relative prices rather than the terms of trade to describe the trade-offs facing the
households and firms when choosing between domestic and imported goods. Due to the fact that the nominal exchange rate
plays a limited role in adjusting the horizontal relative prices, the expenditure-switching effect cannot efficiently adjust the
expenditure decisions made by households and firms.

According to equations (32)and (33),and Proposition 2, we have of, = v, = ™ "In addition, we have 0§, = 0}, = 0 in the
flexible-price equilibrium. Thus, the relative values of the vertical relative price gaps in both countries can be written as

o = o =TT (60)

Gong et al. (2016) find that, when international trade in intermediate inputs is introduced in a standard two-country New
Keynesian monetary model, the vertical relative price gaps are an important source of welfare loss. When we introduce LCP
in Gong et al. (2016), currency misalignments are distortionary and a separate source of welfare loss. How do currency
misalignments interact with the vertical relative price gaps? There are two vertical relative price gaps in Gong et al.
(2016), whereas there are four vertical relative price gaps when LCP is present. However, as shown in equation (60), the rel-
ative value of the vertical relative price gap in the home country is equal to its foreign counterpart, and they are affected by
the currency misalignments at both stages of production. To be specific, the currency misalignment at the state of final-
goods production increases the relative value of the vertical relative price gaps, while the currency misalignment at the state
of intermediate-goods production decreases it. The currency misalignments at both stages of production are assigned equal
weights to affect the relative value of the vertical relative price gaps.

9 See Clarida et al. (2002), Gali and Monacelli (2005) and Engel (2011). Note that Engel (2011) discusses both PCP and LCP cases.
10 As will be shown, the differences of the horizontal relative prices are zero at both stages of production when their initial values are zero.
1 Note that, in PCP case, the horizontal relative price is just the terms of trade.
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Since z;; = zz = 0 for all periods, we focus our attention on the currency misalignments my and my, both of which are the
source of welfare loss from the deviation from the law of one price. When prices are flexible, there is no difference between
PCP and LCP cases. Thus, it seems that the distortions caused by the currency misalignments are influenced by the degree of
price stickiness. As a matter of fact, we have.

Proposition 3. If the degrees of price stickiness at both stages of production are identical, i.e. 6; = 6;, then the currency
misalignment at the stage of final-goods production is the same as its counterpart at the stage of intermediate-goods
production, i.e. mg = my forall t > 1

Proof. See Appendix B3.

Proposition 3 implies that, when the degrees of price stickiness at both stages of production are identical, the distortions
caused by the currency misalignments at both stages of production are also identical. Intuitively, when the degree of price
stickiness at one stage of production is higher than that at the other stage of production, the distortion caused by the cur-
rency misalignment at the stage of production with a higher degree of price stickiness is also higher than that caused by the
currency misalignment at the other stage of production. Thus, due to the presence of vertical production and trade, the mon-
etary policymaker needs to make a trade-off between the distortion caused by the currency misalignment at one stage of
production and that at the other stage of production, depending on which stage of production has a higher degree of price
stickiness.

4.1. Optimal monetary policy

Following Engel (2011), we focus on the cooperative case and derive the welfare loss function for the cooperative mon-
etary policymaker. After taking a second-order approximation to the joint utility function of home and foreign households,
we obtain

W =Eo) X +tip.+0(|al’), (61)
t=0
where

2
) 2 _ 2V 2 p—) SW V2=V) 12,2
X = 2,>, <‘ant+ 2‘ant+_2‘Tcht+%an[>+(O-+(p)<_)/f[> +=0 Mg

+5 (07 + (1= T2+ (1 — O + d72) + (1+ 9)Qum? +2(1 + o), Q37 (VF — Vi)

1402 (1= (58) + (1 @)@ (3~ )" + 21 + ) Qi

20+ )T, —2(1 - 0) 55 JRTE — 2(1 + @) T, Quyfmc + (1 + 9), (8, + 7)°

+2(1+ Q)T (B — Bl) — 201 + Q)Q QIR (¥, + ) — 2(1 + @) Qumi (B — Bl
21+ Q) (B — D) (B + 7) + 21 + @)y ( + ) — 21 + )T,y (, + 28

t.i.p.stands for the terms independent of policy and O(|\a|\3>collects all terms of third or higher order. In the expression of

X Q= (42252429 — 1), Qn = ¢(1 - )25 Q, = 26(1 - $). T = 115 (1 - 24) 2

When international trade in intermediate inputs is absent, and there is no nominal stickiness at the stage of intermediate-
goods production, we can show that X, is identical to its counterpart in Engel (2011). In this case, the expenditure share of
the final-goods producer on domestic composite intermediate goods is one and composite intermediate goods should be
interpreted as labor. When ¢ = 1, we know that Q, =1,Q,, =0,Q,=0,and I'y = — 1+q) . In addition, the fact that there

is no nominal stickiness at the stage of intermediate-goods production implies that there are no price dispersion terms asso-
ciated with intermediate-goods production. After calculation, we know that X, is identical to its counterpart in Engel
(2011).12

In PCP case, there is no currency misalignments, i.e. my = m;; = 0. In addition, we have vy, = v}, = vy, vp = vj, = v;. Thus
in the expression of X, 7% = o, V¥ = 7;, and #¥, = ¥% = 0. After simple calculation, we can arrive at that X, is identical to its
counterpart in Gong et al. (2016). '
Thus, the expected period welfare loss function is

12 please refer to Appendix A for the proof.

13 Note that, when deriving the joint loss function of home and foreign households, Gong et al. (2016) do not take a second-order approximation to the first-
order terms. We conclude that X; is identical to its counterpart in Gong et al. (2016) in the sense that the first-order terms are approximated up to the second-
order terms.
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L= ;Tff (% var(myg) + 42 var(n’;,ﬂ> + 2 var(mg) +3 var(n;ﬂ» +(0+ w)var(;?ﬁ“)
+j (pvar(myi) + (1 — ¢)var (wyy,) + (1 — p)var(mr) + pvar(my,)) (mg)

+((1+ )9 = (1 - 0) 5 var(3) + (1 + @), var(mye) +2(1 + qD)Fvacov(i/H ~ %)
(1 i)
Vi)

+<2(1 +o),Q,—2(1-0) %)cov(jz}‘},j/ﬁ) =2(1+ @)QuQycov(VE, + VR, VW — VY,
+2(1 + qo)Qmchov@}i, m,-t> -2(1+ (p)l"mecov<mit,y!’§> —2(1+ @)QuQ,cov(my, VY —
+(1+ @) var (D — 9% +2(1 + @)ycov(my, D8, + 08) —2(1 + (p)rygmcoy@m + 7R 9R
+2(1+ @) Qucov (5, B — BY) — 21+ @) Qmcov(F, B + B ) + (1 + @), var (¥, + 25,)

Comparing with Engel (2011), we know that, besides the variables present in Engel (2011), the cooperative monetary pol-
icymaker should also care about such variables which are specific to the vertical production and trade structure as the
intermediate-goods PPI inflation rates, the vertical relative prices, and the intermediate-goods currency misalignment.

When the monetary policymaker is able to commit, with full credibility, to the policy rule at time zero, she chooses
y;g,y;y, My, My, D%, O DR OR Touge, Tyt Tt e Tehie, Tiyyes e, Ty, €0 minimize the welfare loss function subject to the
sequence of equilibrium dynamics given by equations (42) — (55). In Appendix A, we give the first-order conditions for
the optimization problem facing the monetary policymaker.

Given zero initial values of the vertical relative prices and the Lagrange multipliers corresponding to equations
(42) — (49), the first-order conditions, together with equations (42) - (55), constitute a dynamic system describing the opti-
mal monetary policy.

Unlike Engel (2011), we cannot give an analytical solution to the dynamic system describing the optimal monetary policy.
Thus, we compute the welfare loss of the optimal monetary policy according to the expected period welfare loss function
after the parameterization and the shocks of the model are given. In addition, we can use the welfare loss under the optimal
monetary policy as a benchmark to assess various monetary policy rules, i.e. rank these rules according to welfare losses.
Thus, in practice, the monetary policymaker should choose the monetary policy rule whose welfare loss is closest to that
of the optimal monetary policy.

4.2. Quantitative Analysis

When we introduce LCP in Gong et al. (2016), the prices of imported goods in both countries are sticky, whereas they
change flexibly with the fluctuation of the nominal exchange rate in Gong et al. (2016). In Gong et al. (2016), it is natural
to consider three different Taylor-type monetary policy rules: the CPI-based Taylor rule, the final-goods PPI-based Taylor
rule, and the intermediate-goods PPI-based Taylor rule. Here, when the prices of local and imported goods in both countries
are sticky, it is reasonable to have the nominal interest rate respond to the weighted average of local and imported goods
inflation rates. At the stage of final-goods production, we choose the expenditure shares of the representative household
on domestic and imported final goods in both countries as weights of the final-goods PPI inflation rates. Similarly, at the
stage of intermediate-goods production, we choose the expenditure shares of the final-goods producers on domestic and
imported intermediate goods in both countries as weights of the intermediate-goods PPI inflation rates. Thus, in our model,
we consider two different Taylor-type monetary policy rules: the weighted average final-goods PPI inflation-based Taylor
rule (W-FPPIT) and the weighted average intermediate-goods PPI inflation-based Taylor rule (W-IPPIT). In addition, as is
standard in the literature, the nominal interest rate also responds to the output gap. To be specific, W-FPPIT is described as

1] ~ % * * TPk
io = p+ b (57 + (1-5)7m) + Tis = p+ b3 (5 75+ (1-3) T ) + 57 (62)
Similarly, W-IPPIT is specified as
i = P+ ¢r(PThic + (1 — ) Trie) + dyYpes iy = P+ P (T + (1 — ) T) + by V- (63)

Note that the weighted average inflation under W-FPPIT is just the CPI inflation. Thus, by choosing the expenditure shares
of the representative household on domestic and imported final goods in both countries as weights of the final-goods PPI
inflation rates, W-FPPIT is identical to the CPI-based Taylor rule (CPIT). In what follows, to make a comparison with Engel
(2011), we use WPPIT to represent W-IPPIT, and CPIT to represent W-FPPIT.

4.2.1. Parameterization

In order to quantitatively analyze the optimal monetary policy and Taylor-type monetary policy rules, we calibrate the
model at a quarterly frequency. The parameters and their values are reported in Table 1. We set the subjective discount fac-
tor, f, to 0.99, which implies that the annual real interest rate is 4% in the steady state. The coefficient of relative risk aver-
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Table 1
Parameter values in the benchmark case.
Description Parameter Value
Discount factor B 0.99
Coefficient of relative risk aversion g 2
Frisch elasticity of labor supply @1 3/4
Home bias in consumption v 1.5
Home bias in production ¢ 0.67
Elasticity of substitution between final goods & 6
Elasticity of substitution between intermediate goods & 6
Nominal contract duration in final-goods sector 0f 0.75
Nominal contract duration in intermediate-goods sector 0; 0.75

sion, g, usually takes the value from 1 to 5. We set it to 2 in the benchmark case. There is a wide discrepancy between micro
and macro estimates of the Frisch elasticity of labor supply ¢!, we follow Chetty et al. (2012) and set it to 3/4. '* We follow
Engel (2011) and set the parameter describing home bias in consumption, v, to 1.5, which means that households in both coun-
tries put a consumption weight of 3/4 on local final goods. The parameter describing home bias in production, ¢, is set to 0.67,
which is in line with Barbiero et al. (2019). We assume that the markups at both stages of production are the same in the steady
state and set the corresponding elasticities of substitution between differentiated varieties, & and ¢;, to 6, which implies that the
steady-state markup is 20%. The probability that a firm cannot adjust the price at the stage of final-goods production is equal to
its counterpart at the stage of intermediate-goods production, and we set both 6; and 6; to 0.75, implying that the average dura-
tion of the nominal contracts lasts four quarters.

In our model, there are four productivity shocks. These shocks are assumed to be uncorrelated across production stages

and across countries. We set p; = p; = p; = p; = 0.95 and var (&) = var(er) = var(s;[) = var(g;) = 0.02° to capture the

persistence and variance of the shocks. In addition, following Taylor (1993)'s initial calibration, we set
b=y =15,¢,=¢, =0125."

4.2.2. Welfare comparison of alternative rules

In the standard two-country New Keynesian monetary model with producer-currency pricing, the fluctuation in the nom-
inal exchange rate plays a pivotal role in changing the price of imported goods relative to local goods (Clarida et al., 2002).
The law of one price implies that the consumers in both countries face the same relative prices of goods produced in one
country. Consequently, producer price inflation results in the same relative price distortions when prices are sticky in the
currency of the producer. Thus stabilizing PPI inflation in one country can get rid of the relative price distortions in both
countries simultaneously. By contrast, the stabilization of CPI inflation involves limiting the fluctuation in the nominal
exchange rate to some degree, thus leading to inefficient allocations due to the fact that the expenditure-switching effect
of the nominal exchange rate adjustment is impaired.

When the exporters set prices in the consumers’ currency, the law of one price does not hold anymore in the presence of
price stickiness, which leads to currency misalignments (Engel, 2011; Fujiwara and Wang, 2017; Chen et al., 2021). Thus the
optimal monetary policy needs to trade off currency misalignments against inflation rates and output gaps. Since the fluc-
tuation in the nominal exchange rate affects instantaneously the currency misalignments, rather than adjusting the relative
prices under LCP, the monetary policymaker should keep the nominal exchange rate less volatile and target CPI inflation,
rather than PPI inflation, to eliminate the distortions stemming from price stickiness (Engel, 2011).

By contrast, after introducing the vertical production and trade structure in Engel (2011), we find that, for most combi-
nations of price stickiness at both stages of production, the monetary policymaker should target WPPI inflation rather than
CPI inflation, thus changing the monetary policy prescription in the LCP model. When the world is buffeted by all the pro-
ductivity shocks, Fig. 1 depicts the welfare losses in three cases: the optimal monetary policy; WPPIT; CPIT. As shown in
Fig. 1, the welfare loss from implementing the optimal monetary policy is always lower than those from targeting WPPI
inflation and CPI inflation, and the welfare loss from targeting WPPI inflation is lower than that from targeting CPI inflation
for most combinations of price stickiness at both stages of production when the degrees of price stickiness at both stages of
production range from 0.25 to 0.75, which cover all the reasonable parameter values used in the literature (Huang and Liu,
2005; Gong et al., 2016; Wei and Xie, 2020).

To be specific, when the degree of price stickiness at the intermediate-goods production stage varies from intermediate to
high, the welfare loss from targeting WPPI inflation is lower than that from targeting CPI inflation, irrespective of the degree
of price stickiness at the final-goods production stage. Accordingly, the monetary policymaker should implement WPPIT
rather than CPIT. By contrast, when the degree of price stickiness at the intermediate-goods production stage varies from
low to intermediate, the results of welfare comparison between targeting WPPI inflation and CPI inflation are mixed. How-
ever, when the degree of price stickiness at the intermediate-goods production stage is low, the welfare loss from targeting

14 Note that Engel (2011) assumes a linear disutility from labor, which means that the Frisch elasticity of labor supply is infinite.
5 Note that p = —log § = 0.0101 is chosen to make the rules are consistent with a zero inflation steady state.
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Fig. 1. The welfare losses in three cases: the optimal monetary policy; WPPIT; CPIT.

WPPI inflation is greater than that from targeting CPI inflation in most cases, especially when the degree of price stickiness at
the final-goods production stage is higher than its counterpart at the intermediate-goods production stage.

Table 2 reports the quantitative welfare losses in three cases: the optimal monetary policy; WPPIT; CPIT. The last column
of Table 2 also reports the quantitative welfare gains from targeting WPPI inflation relative to targeting CPI inflation. Without
loss of generality, we let 0.75, 0.5, and 0.25 denote high, intermediate, and low degrees of price stickiness, respectively. The
presence of price stickiness at both stages of production implies that there are 9 combinations of price stickiness.

As shown in Table 2, the welfare gain from targeting WPPI inflation relative to targeting CPI inflation reaches 0.2942% of
the steady state consumption in the benchmark case. According to the literature on international monetary policy cooper-
ation, the welfare gain of 0.2942% of the steady state consumption is sizable and should not be neglected (Obstfeld and
Rogoff, 2002; Pappa, 2004; Liu and Pappa, 2008; Rabitsch, 2012; Fujiwara and Wang, 2017).

In addition, when the degree of price stickiness at the intermediate-goods production stage is intermediate or high, the
welfare gain from targeting WPPI inflation relative to targeting CPI inflation decreases with the increase in the degree of
price stickiness at the final-goods production stage. When the degree of price stickiness at the intermediate-goods produc-
tion stage is low, there are welfare gains from targeting WPPI inflation relative to targeting CPI inflation, if the degree of price
stickiness at the final-goods production stage is also low. However, when the degree of price stickiness at the intermediate-
goods production stage is low, but at the same time the degree of price stickiness at the final-goods production stage is
higher than its counterpart at the intermediate-goods production stage, there are welfare gains from targeting CPI inflation
relative to targeting WPPI inflation. In this case, the welfare gain from targeting CPI inflation relative to targeting WPPI infla-
tion is relatively small.

4.2.3. Impulse responses

To gain the intuition behind the welfare results, we compare the impulse responses of the main variables of the model to
a positive productivity shock hitting the home final-goods production sector. Fig. 2 depicts the impulse responses of the main
variables of the model in three cases: the optimal monetary policy; WPPIT; CPIT, when the home final-goods production sec-
tor is buffeted by a one-standard-deviation positive productivity shock. As shown in Fig. 2, WPPIT outperforms CPIT in terms
of stabilizing the inflation rates in both countries when the degrees of price stickiness at both stages of production are high.
Since the fluctuation in the inflation rates plays an important role in affecting the welfare loss, there are welfare gains from
targeting WPPI inflation relative to targeting CPI inflation. Why?.

In general, there are five types of distortion preventing the world economy from achieving the efficient allocations:
monopolistic competition, price dispersion, the horizontal relative price distortion, the vertical relative price distortion,
and currency misalignment. The distortion related to monopolistic competition is eliminated by subsidies to producers at
both stages of production which are raised by the governments in a lump-sum fashion. In addition, from equations
(50) — (52),and (54),the distortion stemming from the vertical relative price can be alleviated if the monetary policymaker
stabilizes the inflation rates at both stages of production.

According to Egs. (36) to (39), we have

~ 20, (b-1)
S

My, (64)
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Table 2
Welfare losses and welfare gains from targeting WPPI inflation relative to targeting CPI inflation.
Optimal WPPIT CPIT Welfare gain
L(G,» =0.75,0; = 0.25) 0.2712 0.4989 0.8934 0.3945
L(6; = 0.75,6; = 0.5) 0.3572 0.6300 0.9868 0.3568
L((),- =0.75,0; = 0.75) 0.4770 0.9895 1.2836 0.2942
L((),» =050 = 0.25) 0.1545 0.2138 0.3234 0.1096
L(6; = 0.5,6; = 0.5) 0.2166 0.3508 0.4229 0.0721
L(G,- =0.5,0, =0.75) 0.2832 0.7267 0.7825 0.0557
L((),v =0.25,0; = 0.25) 0.0854 0.1238 0.1441 0.0203
L(('),- =0.25,0; = 0.5) 0.1253 0.2594 0.2372 —0.0222
L(0; = 0.25,0; = 0.75) 0.1788 0.6340 0.6064 —0.0276
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Fig. 2. Impulse responses to a positive productivity shock hitting the home final-goods production sector under alternative monetary policy regimes.

~, 20 . v—1

g = *3)’}‘; + D D My (65)
Sie = Eft — Ut + Vg, (66)
E?t = Eﬁ + U — V- (67)

Egs. (64)-(67) imply that the inefficiencies caused by the horizontal relative price distortion are determined by output
gaps, the vertically relative price distortions, and the final-goods currency misalignment. Therefore, when choosing the mon-
etary policy to minimize the joint welfare loss, the monetary policymaker should attach great importance to output gaps,
price dispersions, and currency misalignments.
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The monetary policymaker trades off among the distortions to try to replicate the flexible-price equilibrium. In response
to a positive productivity shock hitting the home final-goods production sector, the monetary policymaker implements the
expansionary monetary policy in both countries to boost the global demands for the increased final-goods supply in the
home county. Furthermore, the monetary policymaker also desires to change the horizontal relative prices at the final-
goods production stage in both countries, with the purpose of directing more demands towards the country experiencing
productivity improvement. Under PCP, the monetary policymaker can achieve it by depreciating the nominal exchange rate.
By contrast, under LCP, the fluctuation in the nominal exchange rate only has a limited effect on the horizontal relative
prices, while it aggravates the currency-misalignment distortion. Thus, compared with the PCP case, the optimal monetary
policy under LCP involves the stabilization of the nominal exchange rate, with the result that the currency misalignments at
both stages of production are nearly eliminated completely.

Due to the fact that the expenditure-switching effect of the nominal exchange rate is crippled in the LCP case, the degrees
of monetary expansion in both countries are different from those in PCP case. Though the monetary policymaker wants to
stabilize the nominal exchange rate to alleviate the inefficiencies caused by the currency misalignments, she also wants to
produce the depreciation of the nominal exchange rate to adjust the horizontal relative prices at both stages. To achieve the
desired depreciation, the degree of the decrease in the nominal interest rate in the home country is slightly lower than its
foreign counterpart.

The productivity improvement at the stage of final-goods production in the home country tends to drive down the home
local final-goods PPI inflation rate 7y, and the foreign imported final-goods PPI inflation rate 7j;, by lowering the marginal
cost facing home final-goods producers. But, meanwhile, the expansionary monetary policy in both countries has a tendency
to drive up 7y and 7y, sluggishly. In the benchmark case, the marginal cost effect dominates the monetary expansion effect
so that both 74 and 7y, fall. By contrast, the expansionary monetary policy in both countries drives up the home imported
final-goods PPI inflation rate 7z and the foreign local final-goods PPI inflation rate 7. Our analysis implies an increase in
the horizontal relative price at the stage of final-goods production in the home country.

The drop in 7y and 7, gains the upper hand over the rise in 7, and 7, so that the CPI inflation rates 7, and 7; fall in
both countries. But the home bias in consumption implies that the degree of the decrease in the home CPI level is larger than
that in the foreign CPI level. Thus, as in Engle (2011) and Fujiwara and Wang (2017), the optimal monetary policy requires
the real exchange rate depreciation.

In the flexible-price equilibrium, the productivity improvement at the stage of final-goods production in the home coun-
try has different influences on final-goods output in both countries. The drop in the price of home final goods relative to for-
eign final goods generates the income effect and the substitution effect in both countries. Both effects move in the same
direction such that home consumption rises to meet the increased potential final-goods output. Accordingly, home final-
goods output rises. By contrast, in the foreign country, the income effect and the substitution effect move in opposite direc-
tions, with the latter being larger than the former in the benchmark model. Unlike what happens in the home country, for-
eign final-goods output falls.

In the sticky-price equilibrium, the expansionary monetary policy increases the final-goods outputs in both countries.
Due to the fact that the optimal monetary policy cannot eliminate the above-mentioned distortions, the home final-goods
output in the sticky-price equilibrium falls short of its counterpart in the flexible-price equilibrium, leading to a negative
final-goods output gap in the home country. By contrast, the increased final-goods output in the sticky-price equilibrium
together with the decreased final-goods output in the flexible-price equilibrium imply a positive final-goods output gap
in the foreign country.

The expansionary monetary policy increases the consumption, thus lowering the marginal utility of consumption
obtained by providing an additional unit of labor. Given the labor supply, the nominal wages rise to compensate for the util-
ity loss of the real wage in both countries. The increases in the nominal wage tend to drive up the intermediate-goods PPI
inflation rates in both countries. In addition, the increase in the foreign final-goods output requires more input of local and
imported intermediate goods, which, together with the rising wages, drive up the local and imported intermediate-goods PPI
inflation rates 7y, and 7y, further. The situation is different in the home country. Though final-goods output goes up, the
productivity improvement at the stage of final-goods production lowers the demands for local and imported intermediate
goods, which tends to drive down the local and imported intermediate-goods PPI inflation rates 7y, and 7. But, in our
benchmark model, the nominal wage effect dominates the productivity improvement effect so that 7y; and 7g, rise under
the optimal monetary policy regime. In the presence of home bias in production, the dampening effect of the productivity
improvement on the home intermediate-goods price is larger than that on the imported intermediate-goods price, thus the
horizontal relative price at the stage of intermediate-goods production in the home country rises.

Unlike Engel (2011), in the presence of international trade in intermediate inputs, the monetary policymaker should tar-
get WPPI inflation rather than CPI inflation, when the degrees of price stickiness at both stages of production are high. The
foremost reason is that the monetary policymaker cannot alleviate the newly introduced distortions related to the vertical
production and trade by implementing CPIT. The newly introduced distortions include price dispersions and currency
misalignment at the stage of intermediate-goods production, and the vertical relative price distortions. By contrast, the mon-
etary policymaker can kill two birds with one stone by implementing WPPIT in the sense that both the newly introduced
distortions and price dispersions and currency misalignment at the stage of final-goods production can be alleviated simul-
taneously, because the final-goods inflation rates are composed of the intermediate-goods inflation rates, not vice versa. In
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addition, due to the fact that the CPI inflation rates are composed of the final-goods inflation rates, the monetary policymaker
can also stabilize the CPI inflation rates by implementing WPPIT to some degree.

In view of the fact that the violation of the law of one price is pervasive and the global supply chain is increasingly impor-
tant in the sense that more output is produced as intermediate inputs rather than final goods, our monetary policy prescrip-
tion that the monetary policymaker should target WPPI inflation rather than CPI inflation, when the degrees of price
stickiness at both stages of production are high, makes a meaningful addition to the literature on monetary policy in the
open economy.

As shown in Fig. 1, when the degree of price stickiness at the intermediate-goods production stage varies from interme-
diate to high, the monetary policymaker should target WPPI inflation rather than CPI inflation, irrespective of the degree of
price stickiness at the final-goods production stage. However, when the degree of price stickiness at the intermediate-goods
production stage is low, the monetary policymaker should target CPI inflation rather than WPPI infaltion in most cases, espe-
cially when the degree of price stickiness at the final-goods production stage is larger than its counterpart at the
intermediate-goods production stage. It means that, in this case, our conclusion is the same as that drawn by Engel
(2011) by and large. The reason is that the newly introduced distortions related to the vertical production and trade are less
important than those present in Engel (2011) in this case. In addition, it is hard for the monetary policymaker to target WPPI
inflation, when the intermediate-goods inflation rates are more volatile than the final-goods inflation rates.

4.2.4. Alternative monetary policy rules

In the above analysis, we follow Taylor (1993)'s initial calibration, and set ¢, = ¢; = 1.5, ¢, = ¢, = 0.125.Admittedly, we
only show that our conclusion is true for this specific coefficient calibration. It is natural to ask whether our conclusion
changes when the coefficients ¢, ¢, ¢,,and ¢, are optimally chosen by the monetary policymaker implementing WPPIT
or CPIT. That is, the coefficients ¢, ¢;, ¢,,and ¢, are chosen, for each calibration, to minimize the welfare loss. The choices
are completed numerically by searching over a grid spanning the intervals ¢, and ¢;, € [1.5,5], and ¢,and ¢; < [0,2]. The
optimal coefficients vary according to the combination of the degrees of price stickiness at both stages of production.

Fig. 3 depicts the welfare losses in three cases: the optimal monetary policy; the optimal WPPIT; the optimal CPIT. As
shown in Fig. 3, obviously, the welfare loss from implementing the optimal monetary policy is always lower than those from
implementing the optimal WPPIT and the optimal CPIT. The welfare loss comparison between implementing the optimal
WPPIT and the optimal CPIT reveals that the monetary policymaker should target WPPI inflation rather than CPI inflation
for most combinations of price stickiness at both stages of production. In particular, when the degree of price stickiness
at the intermediate-goods production stage is higher than or equal to its counterpart at the final-goods production stage,
the optimal WPPIT outperforms the optimal CPIT. Otherwise, when the degree of price stickiness at the intermediate-
goods production stage is lower than its counterpart at the final-goods production stage, we cannot give a conclusive result.
In this case, the optimal CPIT outperforms the optimal WPPIT, when the degree of price stickiness at the final-goods produc-
tion stage is high. Thus, roughly speaking, our conclusion drawn in the benchmark case keeps unchanged when the monetary
policymaker chooses the optimal monetary policy rules.

Besides the WPPIT and the CPIT, the vertical production and trade structure also permits us to consider a Taylor rule tar-
geting a weighted intermediate goods inflation and final goods inflation (WIFT). To be specific, the WIFT is described as

it = p+ dn (0T + (1= )7 + 3,3 i; = p+ 63 (0T + (1 - O)3) + 37, (68)
in which

Tt = PTopie + (1 — ) Trie, T = P75, + (1 — ) Ty

v v . v ., LA
nft = iant + (] - i) an[7 7'Eft = iTCFﬂ + <1 - i) TCHft

Fig. 4 depicts the welfare losses in three cases: the optimal WIFT; the optimal WPPIT; the optimal CPIT.'® As shown in
Fig. 4, the welfare loss from implementing the optimal WIFT is always lower than those from implementing the optimal CPIT
and the optimal WPPIT. As for the welfare loss comparison between implementing the optimal WPPIT and the optimal CPIT, we
can draw the same conclusion as that obtained in Fig. 3.

Huang and Liu (2005) examine what inflation rate a central bank should target in a closed-economy New Keynesian
model in which there are two stages of production, and find that a simple hybrid rule under which the interest rate responds
to inflation rates at both stages of production outperforms any other rule. We can arrive at a similar conclusion in a two-
country New Keynesian model with local-currency pricing.

Fig. 5 shows how the weight of inflation in the optimal simple WIFT changes when the degree of price stickiness changes.
As shown in the left and middle panels of Fig. 5, the relative weight of intermediate-goods inflation to final-goods inflation
rises, when the degree of relative price stickiness of the intermediate-goods production stage to the final-goods production
stage goes up. The right panel of Fig. 5 shows that the weight of final-goods inflation rises as the degree of price stickiness at

16 Note that the weight w is also chosen optimally.
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Fig. 3. The welfare losses in three cases: the optimal monetary policy; the optimal simple WPPIT; the optimal simple CPIT.
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Fig. 4. The welfare losses in three cases: the optimal simple WIFT; the optimal simple WPPIT; the optimal simple CPIT.

the stage of final-goods production increases. The results reported in Fig. 5 imply that the monetary policymaker in each
country should give greater weight to inflation at the stage in which prices are more sticky.

4.3. A comparison between LCP and PCP

Gong et al. (2016) examine the monetary policy in a two-country New Keynesian model with international trade in inter-
mediate inputs under PCP. To evaluate various monetary policy rules, Gong et al. (2016) use the welfare loss under the opti-
mal monetary policy as a benchmark to rank three alternative Taylor-type monetary rules: a CPI-based Taylor rule; a final-
goods PPI-based Taylor rule; and an intermediate-goods PPI-based Taylor rule. In this case, Gong et al. (2016) find that a
cooperative monetary policymaker should target the intermediate-goods price inflation rates, the final-goods price inflation
rates, the final-goods output gaps, and the vertical relative price gaps, the last of which is specific to the vertical production
and trade structure.

By introducing LCP into Clarida et al. (2002), Engel (2011) examines the difference in optimal monetary policy between
PCP and LCP, and finds that the optimal monetary policy should target consumer price inflation, the output gap, and the cur-
rency misalignment. In particular, the distortion related to LCP, currency misalignments, becomes a separate source of
inefficiency.
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Fig. 5. How the weight of inflation in the optimal simple WIFT changes when the degree of price stickiness changes.

In this paper, we introduce international trade in intermediate inputs into Engel (2011) to examine the implications of the
interaction between currency misalignments and the vertical production and trade structure for the monetary policy pre-
scription. As in Engel (2011), the presence of currency misalignments distorts the horizontal relative prices at the stage of
final-goods production and relative consumption. From equations (64), (65), (34),and (35), we know

~ 20, (-1

Sfr = 3th - Tmfu (64)
~ 20 . v-—1

5= oy U Um, (65)
& W=1)_p 02-v)

G="p Vit ap M (69)

Thus, under PCP (my = 0), the horizontal relative prices at the stage of final-goods production and relative consumption
are efficient, if both home and foreign final-goods output gaps are zero. By contrast, under LCP (my; # 0), the horizontal rel-
ative prices at the stage of final-goods production and relative consumption differ from their efficient levels, even if both
home and foreign final-goods output gaps are eliminated. Equation (69)implies that, under LCP, there exists a misallocation
of consumption between home and foreign countries, even if distortions from home and foreign final-goods output gaps are
eliminated.

After we introduce international trade in intermediate inputs into Engel (2011), there are currency misalignments at both
stages of production. In addition, the vertical relative price gaps also become a source of welfare loss. From equations
(66)and (67), we know that

Sit = Eft — Une + Vg, (66)
E?t = Eﬁ + D;It - b;t- (67)

Equations (66)and (67)imply that, under PCP (my = 0), the horizontal relative prices at the stage of intermediate-goods
production are inefficient, even if both home and foreign final-goods output gaps are eliminated. The reason is that the ver-
tical relative price gaps distort the horizontal relative prices at the stage of intermediate-goods production. Under LCP
(mg # 0),compared to what happens under PCP, the distortions from the horizontal relative prices at the stage of
intermediate-goods production are aggravated. The reason is that, in addition to the vertical relative price gaps, currency
misalignment at the stage of final-goods production also distorts the horizontal relative prices at the stage of
intermediate-goods production via the horizontal relative prices at the stage of final-goods production in this case.

Currency misalignment at the stage of final-goods production distorts relative consumption. By contrast, Currency
misalignments at both stages of production, together with the vertical relative price gaps, distort production. To see how this
happens, we make a difference between foreign and home final-goods marginal costs,

e +mcy — meg = My — (1 — 2¢)si — aj, + ag. (70)
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Under PCP (my; = m; = 0), the difference between foreign and home final-goods marginal costs depends on productivity
shocks at the stage of final-goods production and the horizontal relative price at the stage of intermediate-goods production.
Note that the horizontal relative price at the stage of intermediate-goods production is determined by the vertical relative
prices which are not efficient in the presence of international trade in intermediate inputs. As a result, the difference
between foreign and home final-goods marginal costs is not efficient anymore. It implies that relative production is not effi-
cient in comparison with the case with no international trade in intermediate inputs.

By contrast, under LCP (mg # 0, m; # 0), in addition to the factors affecting the difference between foreign and home
final-goods marginal costs under PCP, currency misalignments at both stages of production also play a role in affecting
the difference. To be specific, currency misalignment at the stage of intermediate-goods production affects the difference
directly, while currency misalignment at the stage of final-goods production affects it via the horizontal relative price at
the stage of intermediate-goods production. Due to the fact that currency misalignments at both stages of production and
the vertical relative prices are inefficient, relative production is distorted further compared to what happens under PCP.

To better understand the role of LCP in the presence of international trade in intermediate inputs, we compare dynamics
under PCP with that under LCP. Fig. 6 depicts the impulse responses of the main variables to a positive productivity shock
hitting the home final-goods production sector for PCP and LCP cases. One main difference between PCP and LCP is that the
expenditure-switching effect of the nominal exchange rate is crippled in LCP case, while it functions effectively in PCP case.
When a positive productivity shock hitting the home final-goods production sector occurs, the cooperative monetary poli-
cymaker implements the expansionary monetary policy in both countries to boost the global demands for the increased
final-goods supply in the home county. Under PCP, the monetary policymaker depreciates the nominal exchange rate to
direct more demands towards the home country. By contrast, under LCP, the nominal exchange rate only plays a limited role
in affecting the horizontal relative prices in both countries. On the contrary, the fluctuation in the nominal exchange rate
aggravates the currency-misalignment distortion. Therefore, the degree of the depreciation in the nominal exchange rate
is lower under LCP than that under PCP. In the presence of price stickiness at both stages of production, the real exchange
rate also displays the same pattern as the nominal exchange rate. That is, the degree of the depreciation in the real exchange
rate is lower under LCP than that under PCP.

As explained previously, in the flexible-price equilibrium, home final-goods output rises following a positive productivity
shock hitting the home final-goods production sector, whereas foreign final-goods output falls. In the sticky-price equilib-
rium, under PCP, even if the expenditure-switching effect of the nominal exchange rate directs the global final-goods
demands towards the home country, the optimal monetary policy cannot eliminate the distortions completely. Accordingly,
the increase in the home final-goods output in the sticky-price equilibrium falls short of its counterpart in the flexible-price
equilibrium, implying a negative home final-goods output gap. By contrast, though the expenditure-switching effect of the
nominal exchange rate directs the global final-goods demands away from the foreign country, the effect of the expansionary
monetary policy on foreign final-goods output exceeds the expenditure-switching effect of the nominal exchange rate, with
the result that the foreign final-goods output goes up. The increased foreign final-goods output in the sticky-price equilib-
rium and the decreased final-goods output in the flexible-price equilibrium bring about a positive foreign final-goods output
gap.

Under LCP, the expenditure-switching effect of the nominal exchange rate is impaired. It means that the home final-goods
output is lower than that under PCP, while the opposite is true for the foreign country. Therefore, the output gap is larger
under LCP than that under PCP in each country.

After a positive productivity shock occurs at the stage of final-goods production in the home country, the home local final-
goods PPI inflation rate 7y, declines. However, weaker demand for home local final goods under LCP implies that the degree
of reduction in 7y is greater under LCP than that under PCP. The demand of home households for imported goods increases
in both PCP and LCP cases, driving up the home imported final-goods PPI inflation rate 7tg. The fact that the degree of the
depreciation in the nominal exchange rate is greater under PCP than that under LCP implies that the degree of increase in 7tg;
is greater under PCP than that under LCP. Our analysis implies that the horizontal relative price at the stage of final-goods
production s; increases in both PCP and LCP cases. Since the degree of the depreciation in the nominal exchange rate is
greater, the degree of increase in s is greater under PCP than that under LCP. The fact that the home CPI inflation rate 7;
is composed of 7y and 7, and the home bias in consumption implies that 7y, has a greater effect on 7, than g, thus
the responses of 7, are similar to those of 7.

The rise in home final-goods output causes the home final-goods producers to increase the demands for local and
imported intermediate goods, thus driving up their prices. Since the home final-goods producers need to produce more out-
put under PCP than that under LCP, the local and imported intermediate-goods PPI inflation rates 7y; and g in the home
country are higher under PCP than their corresponding values under LCP. Similar to what happens at the stage of final-goods
production, the degree of increase in s; is greater under PCP than that under LCP, resulting from a greater degree of the
depreciation in the nominal exchange rate. In the flexible-price equilibrium, the home vertical relative price goes up, after
a positive productivity shock occurs at the stage of final-goods production in the home country.'” Since the optimal monetary
policy cannot eliminate the distortions completely in both PCP and LCP cases, the home vertical relative price gap is negative.

17 Please refer to the Appendix to Gong et al. (2016) to find the proof.
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Fig. 6. Impulse responses to a positive productivity shock hitting the home final-goods production sector under PCP and LCP.

The previous quantitative analysis of the responses of 7y and 7y shows that the home vertical relative price gap under PCP is
almost the same as that under LCP.

The productivity improvement at the stage of final-goods production in the home country tends to drive down the foreign
imported final-goods PPl inflation rate 7y, while the expansionary monetary policy in both countries has the opposite effects
on 7;,.Our quantitative analysis shows that the former effect is larger than the latter, with the result that 7, decreases. A
greater degree of the depreciation in the nominal exchange rate leads to the degree of reduction in 7;;, being greater under
PCP than that under LCP. By contrast, the expansionary monetary policy in both countries tends to drive up the foreign local
final-goods PPI inflation rate 7y, but the expenditure-switching effect of the nominal exchange rate depresses 7;,. Our
quantitative analysis shows that the latter effect is greater than the former, and 7, decreases under PCP. On the contrary,
because the expenditure-switching effect of the nominal exchange rate has a limited role in adjusting the horizontal relative
prices under LCP, the former effect is greater than the latter, resulting in an increase in 7.

In the sticky-price equilibrium, foreign final-goods output rises, thus increasing the demands for local and imported inter-
mediate inputs. The fact that the foreign final-goods output is higher under LCP than that under PCP implies that the local
and imported intermediate-goods PPl inflation rates 7t;;, and 7j,;, are higher under LCP than their corresponding values under
PCP. In particular, since the degree of the depreciation in the nominal exchange rate is greater under PCP than that under LCP,
;. decreases initially under PCP when the shock occurs. The previous analysis shows that foreign CPI inflation rate 7;
decreases under PCP, while it is hard to determine whether 7; goes up or down under LCP. Our quantitative analysis shows
that 7; goes down under LCP.

In the flexible-price equilibrium, the foreign vertical relative price goes down, after a positive productivity shock occurs at
the stage of final-goods production in the home country.'® Our quantitative analysis of the responses of 7;;, and 7y, shows that
the foreign vertical relative price gap is positive in both PCP and LCP cases, and it is greater under LCP than that under PCP.

18 Pplease refer to Appendix to Gong et al. (2016) for the proof.
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4.4. Sensitivity analysis

In this section, we perform the sensitivity analysis to show that our conclusion is robust to two key parameters: the
degree of trade openness at the stage of intermediate-goods production and its counterpart at the stage of final-goods pro-
duction. In the benchmark model, we set the degree of trade openness at the stage of intermediate-goods production 1 — ¢ to
0.33 and its counterpart at the stage of final-goods production 1 —J to 0.25, respectively. To examine whether our conclusion
depends on the calibrated values, we calculate the respective welfare losses from targeting WPPI inflation and CPI inflation
and the corresponding welfare gain from targeting WPPI inflation rather than CPI inflation when 1 — ¢ and 1 — § vary within
reasonable ranges. In Fig. 7, the red line with crosses represents the welfare loss from targeting CPI inflation, while the blue
line with stars represents the welfare loss from targeting WPPI inflation.

As shown in Fig. 7, at each stage of production, when the degree of trade openness increases from 0.05 to 0.45, the welfare
loss from targeting WPPI inflation is always lower than that from targeting CPI inflation, thus our conclusion that WPPIT out-
performs CPIT, when the degrees of price stickiness at both stages of production are high, is robust to the degrees of trade
openness at both stages of production. In Fig. 7, the black line with circles represents the welfare gain from targeting WPPI
inflation rather than CPI inflation. The observation of Fig. 7 reveals that the welfare gain from targeting WPPI inflation rather
than CPI inflation increases with the degree of trade openness at the stage of intermediate-goods production, while it
decreases with the degree of trade openness at the stage of final-goods production.

The main difference between Engel (2011) and our paper is international trade in intermediate inputs. If international
trade in intermediate inputs is absent, the expenditure share of the final-goods producer on domestic composite intermedi-
ate goods is one, and there is no nominal stickiness at the stage of intermediate-goods production, our model is identical to
Engel (2011), in which the monetary policymaker should target CPI inflation. '°With the decrease in the degree of trade open-
ness at the stage of intermediate-goods production, Engel (2011)’s mechanism tends to be stronger, and thus the welfare gain
from targeting WPPI inflation rather than CPI inflation becomes smaller. Equivalently, with the increase in the degree of trade
openness at the stage of intermediate-goods production, our model’s mechanism tends to be stronger, and thus the welfare gain
from targeting WPPI inflation rather than CPI inflation becomes larger.

After introducing local-currency pricing and home bias in consumption into Clarida et al. (2002), Engel (2011) concludes
that the monetary policymaker should target CPI inflation rather than PPI inflation as in Clarida et al. (2002). However, when
the degree of trade openness becomes smaller, the welfare gain from targeting CPI inflation rather than PPI inflation tends to
be smaller as a result of the fact that PPI increasingly approaches CPI. By contrast, when the economy is more open, the dis-
tortion related to currency misalignments matters, and thus the welfare gain from targeting CPI inflation rather than PPI
inflation becomes larger. Likely, in our model, with the degree of trade openness at the stage of intermediate-goods produc-
tion being set to the calibrated value, Engel (2011)’s mechanism tends to be stronger when the degree of trade openness at
the stage of final-goods production becomes larger. It implies that the welfare gain from targeting WPPI inflation rather than
CPI inflation becomes smaller.

5. Conclusion

This paper examines the implications of international trade in intermediate inputs for the monetary policy in a two-
country New Keynesian model with local-currency pricing a la Engel (2011). The welfare loss function shows that the coop-
erative monetary policymaker should pay attention to the output gaps, the PPI inflation rates at both stages of production,
the currency misalignments at both stages of production, and the vertical relative price gaps.

The main conclusion in Engel (2011) is that the monetary policymaker should target CPI inflation rather than PPI inflation.
Unlike Engel (2011), we cannot give an analytical solution to the dynamic system describing the optimal monetary policy.
Instead, we compute the welfare loss of the optimal monetary policy quantitatively, and use it to evaluate two different
Taylor-type monetary policy rules: the weighted average final-goods PPI inflation-based Taylor rule (CPIT) and the weighted
average intermediate-goods PPI inflation-based Taylor rule (WPPIT). Different from Engel (2011), we find that the monetary
policymaker should target WPPI inflation rather than CPI inflation for most combinations of price stickiness at both stages of
production.

To be specific, when the degree of price stickiness at the intermediate-goods production stage varies from intermediate to
high, the monetary policymaker should target WPPI inflation rather than CPI inflation. By contrast, when the degree of price
stickiness at the intermediate-goods production stage varies from low to intermediate, the results of welfare comparison
between targeting WPPI inflation and CPI inflation are mixed. Thus it is hard to determine which inflation rates the monetary
policymaker should target. However, when the degree of price stickiness at the intermediate-goods production stage is low,
the welfare loss from targeting WPPI inflation is greater than that from targeting CPI inflation in most cases, especially when
the degree of price stickiness at the final-goods production stage is higher than its counterpart at the intermediate-goods
production stage. It means that, when the degree of price stickiness at the intermediate-goods production stage is low,
the monetary policymaker should target CPI inflation rather than WPPI inflation in most cases.

19 In this case, the composite intermediate goods should be interpreted as labor.
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Fig. 7. Sensitivity analysis.

The reason for targeting WPPI inflation rather than CPI inflation for most combinations of price stickiness at both stages of
production is that the monetary policymaker cannot reduce the newly introduced distortions related to the vertical produc-
tion and trade, price dispersion and currency misalignment at the stage of intermediate-goods production, and the vertical
relative price distortions, by implementing CPIT. However, due to the fact that the CPI inflation rates are composed of the
final-goods inflation rates, which then are composed of the intermediate-goods inflation rates, not vice versa, the monetary
policymaker can alleviate the newly introduced distortions and those present in Engel (2011) simultaneously by implement-
ing WPPIT.

The reason for targeting CPI inflation rather than WPPI inflation in most cases, when the degree of price stickiness at the
intermediate-goods production stage is low, is that the newly introduced distortions related to the vertical production and
trade are less important than those present in Engel (2011) in this case. In addition, it is hard for the monetary policymaker
to target WPPI inflation, when the intermediate-goods inflation rates are more volatile than the final-goods inflation rates.

In addition, we also consider whether our conclusion is still true when the monetary policymaker chooses the response
coefficients of the nominal interest rates optimally. Roughly speaking, our conclusion drawn previously keeps unchanged
when the monetary policymaker chooses the optimal monetary policy rules. By contrast, when the monetary policymaker
adopts a Taylor rule targeting a weighted intermediate goods inflation and final goods inflation(WIFT). we find that the wel-
fare loss from implementing the optimal WIFT is always lower than those from implementing the optimal CPIT and the opti-
mal WPPIT.
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Appendix A

1. Derivation of the DIS equations
From the final-goods market clearing conditions in both countries
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From equations (A4) and (A5), we have
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Solving for the horizontal relative prices at the stage of final-goods production in both countries, we obtain
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Loglinearizing the Euler equation yields
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Substituting equation (A4) into equation (A10) and using 7y = 7ty + (1 — %)ASft,ZO we have
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Substituting equation (A8) into equation (A11) and rearranging the resulting equation, we can obtain
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Since xk = PULEES ’% ,Ax; = x; — x;_1,the above equation can be written as

Rearranging equation (A13), we have
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2. Derivation of the New-Keynesian Phillips Curves

2.1 Derivation of the home New-Keynesian Phillips Curves at the stage of intermediate-goods production
2.1.1 Solving for p%, and p;g,

Solving the optimal pricing problem facing home intermediate-goods firm j; € [0, 1],
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The first-order conditions are,
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in which E.; is the nominal exchange rate at time t +j.
Thus, we can solve for P, (j;) and P;2,(j;)
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Using the expressions Py = [](} Prie(Gi)' dj,-] Py = [[0] Py G o dj; ]1 ,and the fact that all home intermediate-goods
firms resetting prices will choose an identical price, we have
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A first-order Taylor expansion of equations (A16)and (A17), around the zero inflation steady state yields
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2.1.2 Solving for 7y; and 7y,

Following the standard procedures adopted in the literature, we can obtain
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Substituting equations (A4), (A20), and (A8)into the above expression
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After some algebra, we can obtain
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Substituting equation (A24) into equation (A18), we have
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Equation (A25) is the New-Keynesian Phillips Curve for the home intermediate-goods firm selling goods in the domestic
market.
Similarly, we can get the expression of mcjj,, which is given by
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Substituting equation (A26) into equation (A19), we have
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which is the New-Keynesian Phillips Curve for the home intermediate-goods firm selling goods in the foreign market.
2.2 Derivation of the foreign New-Keynesian Phillips Curves at the stage of intermediate-goods production
Following the similar procedures, we can obtain the expressions of mcf;, and mcf;,
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= [o(—225-2+1-29) — 5|75 + (- + 1 +200(1 — ¢) 25 my
O+ QY — 37+ (S + 1+ 200(1 - 9) 50) (9, + 28)

—20¢(1 = ¢)(vf — o) =5V — (1 —3) vf — VY

Thus, the New-Keynesian Phillips Curves for the foreign intermediate-goods firm selling goods in the local and home mar-
kets are, respectively

Mg = 0 VP + (0 + @Y + (1= Pz + (T = Ymie + (0 = 1) (T, + 74, | 28)
+0i{ =20 (1 — ¢) (08 — Vi) + (1 = 3) U + 50 — O } + BE{ Tin

Tl = 51{—1'[’37,’3( +(@+@yy —3ze+ G+T)me+ G+ 1) (0F, + th)}
+0i{ =209 (1 = ¢) (08 — 04) —3 e — (1= 3) 0 — D} + PEATrienn }-

2.3 Derivation of the home New-Keynesian Phillips Curves at the stage of final-goods production
Similarly, we can obtain the expressions of mcj,, and mcj;,

(A29)
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MChy = MCuit — P = PPhic + (1 — )Pric — At — Prpe
= ¢ (Ve + D) + (1 — &) (Ve + Prre) — A — Puge
= ¢y + (1 =)V + (1 - d)Sp

(
= o+ (1= $) o+ (1 - 9) (375 + 21 — %5t my )
= (U + V) + (1 =) (U + 08) + A=) FVE+ (1 = Pz — (1 - ) 5 my

mCjy = MCjy — (My + 2)

= = 5 5 = -1
= ¢(V¥:‘f + Vﬁt _th) +(1- ¢)(v¥tv + yft +2§Y}§ - (VD )mft) — My

Thus, the New-Keynesian Phillips Curves for the home final-goods firm selling goods in the local and foreign markets are,
respectively

- - - - 20 . v—-1
mm:@{¢@m+vﬁyul—¢W}ﬁ+v§+@+7iﬁ_(1))MO}+ﬁﬂﬁwﬂﬁ, (A30)
- - - - 20 . v—-1
Ty = (Sf{gb(v,‘f‘,’r + U —z) + (1 ¢) <v¥‘[’ + oF ‘*‘33’}; —%mﬂ> - mﬂ} n ﬁE[{n;ﬂH}. (A31)

2.4 Derivation of the foreign New-Keynesian Phillips Curves at the stage of final-goods production
Following the similar procedures, we have

mc;ft = mc;ft —Pg t = mc;ft - p;ft + p;ft — Pt

= MCry — Pppe + Mt — Z; = mc;;t +me —z;
mCIr-')*‘t = mcl*-'ft - pl*-'ft
= P + (1- (p)pl*-lit - a}t - p;ft
= ¢17;[ + (1 - d’)i/l*-n + (1 - ¢)§;t

After some algebra, we can obtain
mcg, = oV + (1= )V — (1 = ) FVE + (1= d)zp + (1 - §) 5 my
)

~ - ~ = = -1
= ‘/)(y?t, - U?t) +(1- ¢’)<7}1V1l; - ”ﬁt +2Zp — zﬁgyﬁ + OD mﬂ)

mc;ﬂ = mc;}t + Mg — 2z
=V + (1 =)0 — (1 = D) VR — ¢z + (1 + (1 — ¢) 5y
= ¢(VF — vf) + (1= ) (Ul — ) — (1 = ) FV; — dzp + (1 + (1 — o) 5H)my

Thus, the New-Keynesian Phillips Curves for the foreign final-goods firm selling goods in the local and home markets are,
respectively

X - - - - 20 _ v—1 .
Ty = of{</>(v¥{ - )+ (1~ 4,)(1,;3; ~ Utz -Vt ( 5 )mﬁ>} + ﬂEt{anm} (A32)
W SR W5 20, (v-1)
e = O D(VK — Vi — 2e) + (1 = @) | D — gy _fyft + D My ) + Mg ¢+ BEe{ g1 } (A33)

3. Derivation of the welfare loss function
Following Engel (2011), after taking a second-order log approximation around the non-stochastic steady state, the period
utility function of the cooperative monetary policymaker can be written as

. ., 1-0 2y 1+ .
Ve=Co G- Ne— T+ (cf+ct2)—T(p(nf+nt2)+o(\|a3|\) (A34)
When the prices are flexible, the period utility function given by equation (A34) is maximized
T L 1 5
YR G G = T+ (€@ +82) — o L (W 4 T) + o(|le’]) (A35)

If we define X; = x; — X;, then
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v — P = 20 - 20 4 (1 - 0)[(&)” + ()] - (1 + @) [ () + (32)°]
+2(1 — ) [eRek + SWEW] — 2(1 + @) [ARA + AWAY |

(A36)

According to Engel (2011), we need a second-order approximation to the term 2¢/¥ — 2i}, while the first-order approx-
imations to the rest of the terms.
Taking the second-order approximation to home and foreign final-goods market clearing conditions, we get, respectively

=g (- +30- P (-3 35 05 o
(-3 -30- P (-3 35 05 o
in which
10y V2 Wy, v\ 1,
fealas (-3)) ¢ (-3 (@ - 39) ] -0

R0 e 0-Pa)] 5
From (A37) and (A38), we have

YetYp=c+c+fi+fa (A39)
After rearranging equation (A39), we obtain

2" =2y ~f1 - f> (A40)
Subtracting the counterparts in the flexible-price equilibrium from both sides of equation (A40), we have

28 =2y = (fi —F1) - (f2 - f2) (A41)

Taking the second-order approximation to home and foreign labor market clearing conditions, we get, respectively

. v 2-v .
Ne = @Ypie + (1 — )i + e + (1 — ¢)dyy +idHft + TdHft — Qi (A42)
* * * 2-v Vo *
n; = (1= ¢)Vre + dYpi + ddrie + (1 — ¢)dp, + Tdet + jdrff — (A43)

Adding both sides of equation (A42) and (A43), we obtain

ne+ng = QbyHi[ + (1 - ¢)Y;-1,[ = Qi + (1 - d))yFit + d)y;it
+5 i + 35  dyy + 3 i + Sy — 4 (A44)
=Yg +Yj — Gie — G+ $dpie + (1 — ¢)dpye + ddrie + (1 — d)dp

+ 5+ 25 dy + 25" dege + 3 g,
which is equivalent to
2nY =2y — aie — @ + dpdpic + (1 — §)dpye + ddpic + (1 — P)dp,

: . o (A45)
+5dup + 252 dyp + 25 i + 3 iy
Subtracting the counterparts in the flexible-price equilibrium from both sides of equation (A45), we have
2n =2y + ¢pduic + (1 — ¢)dyyie + ¢drie + (1 — d)dpg, (A46)

+3 e + 25 dyy + 35 i + 3 dig
From (A41) and (A46), the second-order approximation to the term 2¢¥ — 2a% is

20V =20 = —(f, — f1) — (f, — f2) + ¢duie + (1 — d)dpy, + dric + (1 — ¢)dp, (A47)
+3duge + 3 dyp + 35 dpge + 3 gy

Substituting equation (A47) into equation (A36), we have
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ve— v = —(f, —f1) = (> - — ) [(@)+ (@) - 1+ o) [(@) + ()]
( )[cRcR + chW] 2(1+ o) [Afak + A al]

- [¢dHlt + ( - ¢)dHir + ¢dFit + (1 - ¢)d;'it]

- [% i + 25" dig + 25" i + %d;ft] :

(A48)

which includes only the terms involving squares and products. The first-order approximation to equation (A48) is sufficient.
Using (A4), (A5), (A8)and (A9)and the expressions of f; and f,, we have

_ _ 2 2 /e
fi=Frefo =T =@ =)o () + 2940f ) + 25 m

(A49)
22 2 +<v—1><15g)v< -v) mfd’ﬁ
From equations (A6) and (A7), we have, in the flexible-price equilibrium
g vV-1_
o =5k, (A50)
o =y (A51)
Subtracting the counterparts in the flexible-price equilibrium from both sides of equation (A6), we have
r V=1_ v(2-v
cR =5 f+ (2D )mﬁ. (A52)
Similarly, we have
=gy, (A53)
Log-linearizing home and foreign labor market clearing conditions yields, respectively
e = §(1 = ) (Vr = Vo — Vi + v3) + (M+ 26— 1)yE -+ asa)
~p(1— )25 my — pa — (1 - d)a, — ay
and
1 = —¢(1 = @) (Un — v — Uiy + ) + (— 2252+ 1 - 20)y% (A55)
Y+ (1 — ¢) 25 me — (1 - d)ap — da; — a
From equation (A54) and (A55) and their counterparts in the flexible-price equilibrium, we obtain
AW — 5’}/:/7 (A56)
nk = ny)’ft — Qi — Q0 + Q0 — QR — Q% (A57)
in which
40¢p(1 — 2(v-1
0, =209 54 1.0, - 91 -2V 0, 2901 - 9)
From the flexible-price equilibrium, we have
_ 1-
=W (AS8)
i — l_yy};“ (A59)
in which I, = 0724550

Substituting equations (A49) — (A53), (A56) — (A59)into (A48), we have
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12102 _\2 o
Ve — P = —y(2 - y) L ((y}i) +2y}§yj§> -2(1

_2 )2 (v -D(A-0)v2)

4p?> St D?

+1-0) [(%9}‘; + 5" mft>2 + (%” )2}

-(1+ o) |:(ny§ = Qumie + Qy (VY — V) — O (U + ”Ft

+2(1- ) [58 (529 + 2% mﬁ) Y

~2(1+ @) [T08 (QFE — Quimi + Qu (B — 9lf) — Qun (9, + % )
= [ddmic + (1 = )y + ¢drie + (1 —

~ [ + B i + 3 det+2 -

After some algebra, equation (A60) can be written as
v — 0% = L (37, + 250 + 250, + 3 )
— 25 (9T + (1 = 9)mf, + (1 — )Ry + P70
) — 2 ~ 2 ~
-0 a2 (3#) - @+ o))
v=1)% R v(2-v
+[201 - 0) 255 - 21 + )0, |y — G52 m2
—(1+ @)QpmZ +2(1 + @)Q,Qmyfmy + 2(1 + @) T, QryRmy
~(1+ @) (K — 9)" — (1 + @), (7, + )
=2(1+ (P)ngvy}er(i)?r/ - V) +2(1+ 9)Qy meft(yHt + UF)
+2(1 + Q)QuQumie (D — D) — 2(1 + @) mye (DF, + L)
72(1 + (P)Fvay]Br(thv - DI-VK) + 2( + (f) F Qm.Vft(yHt + yF)
+2(1 + 0)QuQy (VY — Vi) (U, + )
Thus, the welfare loss function is given by
W=E; ) fX:+o([X’|]) + t.ip.

in which

— 9 (vp2 v | 2oy
Xe =35, (‘ T + 55" T + 25" T + 3 anr)

+2L$, (¢ + (1 = o)y + (1 — )T + $7E)
) — 2 ~ ~

H+ o) - (1 -0 (58) + e+ o) ()
+[201+ @)1, —2(1 - ) U5 yhk + 1550 m2
+(1+ @)Qnm2 +2(1 + @)QQuyRmic — 2(1+ )T, QuyRm;
+(1+ @) (DY — o) + (1 + )2 (9, + 98)°
+2(1+ (p)QyQ,,j/ft(i/?{ — ) —2(1+ @)Qy meft(yHt + V%)
-2(1+ (P)ngvmif(i/?t/ - DHI) +2(1+¢) Q mlt(”m +7 )
21+ )0y QY8 (08 — Vi) — 2(1 + @)1 QY (U, + 25,
—2(1+ @)QnQ, (yFt o) (OF + vf)

t.i.p. stands for the terms independent of policy and o(|[x3||)collects all terms of third or higher order.

The expected period welfare loss function is
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L=5 ( var (M) + 4 yar(nHﬂ) + 23 var () + 3 var(nm»
+2_o', (pvar(mye) + (1 — ¢)var (1) + (1 — d)var(mg) + pvar(my,))
—i—((l +0)Q —(1-0) %) var(&ﬁ) (G + @) var(yﬂ )

+(20 + )T, - 2(1 - 0) 55 cow (v, 7% ) +* (my)
)
)
V)

+(1+ @)@ var(my) +2(1 + (p)Qmchov@ﬂ,m,-t) -2(1+ @)L, chov<m,t,yf>
+(1+ @) var(D — Of%) + (1 + @), var (Df, + 7%
201+ @) Qucov(VE, 9l — Blt) — 2(1 + @) Qncov (35, o5, + )
“2(1 + @)QuQycov(mye, DY — D8%) +2(1 + @)Q5cov(my, D7, + DR,
+2(1+ (p)Fychov(ZJ?{ - D,‘Q;,y}‘;) 21+ )Ty chov<vm + Z/Ft,yf>
=2(1+ @)QnQycov (iR, + VR, DY —
4. The optimal monetary policy

(A64)

When the monetary policymaker is able to commit, with full credibility, to the policy rule at time zero, she chooses
yﬁ,j}}?’,mﬁ,mir, R, R, bm,bﬁ,an,,n;ﬂ, TCefe, e Thiie, Tigy> hit, Ty, O Minimize the welfare loss function subject to the

sequence of equilibrium dynamics given by the following equations:
- - - - 20 . 14
nHﬂ:(Sf{qs(v}’,‘Hth)Jr(lf¢)<v?{+v§t+zﬂ+ﬁy}<t (

20, (v

N N N N -1
T = 5f{¢<1/¥tv — Uy —2p) +(1-¢) (Um — Uy __yft D )mft> + mft} + PEc{ Trpean },

20, (v-1)

T = 5f{¢(fﬁv!r + Ve —2) +(1-¢) (vﬂ + U+ Vi - Tﬂ%) - mfr} + BEc{ i |,

N N - - 20 . -1
i =0 D(08 = 98) + (1= 0) (3l — o+ 2~ R+ U me) b e ),

Thie = 5,-{1‘[’5/]5 +(@+ @y + (1 -9z + G- T)mie + G- T") (U + vn)}
+0i{200(1 — ¢) (V5 — Vi) =5 Vfe — (1 = 3) 0 — Ui} + BEAThien ),

e = 3i{~T19% + 0+ @Y — 320+ (+ T)mi-+ (b ') (e + )

+i{ —20¢(1 — ¢) (Vg — Vi) =5 VR — (1 = 3) Vf — VK } + BE{ Tries1 },

T = 0 ~TUF 4 (04 @) + (1= D2+ (T~ Yrm + (7~ 3) (8h, + %)}
+5i{—2$¢(1 - ¢)(D¥\t/ - ijl‘{l\;) + (1 - %) ijgt +%1~/F[ yFt } + ﬁEt{nﬁHl }7

i = 0{TUW8 + (0 + QY 320+ (~§— T)ma + (~ - T) (i + 7))
{20001~ ) — ) + (1 3) o+ 398 — B4} + BB (i)

1 * *
Uhe = Vea +5 3 <7'CHn — Tyfe — Ty + TCHf[),
Rk ] o
Up = Up 1 + 5 (TCFir — T — Ty + an¢>7
- N 1 . . -
”lm = qu + 2 <nHit — Thft + Ty — nHﬂ) — Ay,

Vp = Ve = Uy = E(let - af*[> +ap + F(a?[ - ait)»
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(A65)

(AG6)

(A67)

(ABS)

(A69)

(A70)

(A71)

(A72)

(A73)

(A74)

(A75)

(A76)
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e e ] ko * e
=00+ 3 (nm — T + Ty — nFﬂ) - A7}, (A77)
U = Up = U = E(‘lfr - aff) + 0, + F(ai — a). (A78)

The first-order conditions are

0= 2D19§ =2(14 @)QuQymi + 2(1 + @)QQ, (VY — 9) — 2(1 + @) Qun (DR, + TF) — Dzj/]’f}

26(1-¢) , (A79)
+=52 0 (M1 — Mo + M3p — Nae) + TL0i(Mse — Hge — M7 — M)
0= 237}/[\/ + 5i(’75t + Nee + Mg + 778t) (ASO)
v2-v 1- v-1 1- v-1
0= 5 my oy (=20 D gy o (C= 2R 1) ) (81)
0= 2(1+ Q)my — 2(1 + @), T} ~ 21+ )0y (B — 34f) +2(1 + )2 (7, + %) n52)

-2(1+ (P)Fygmy}i +0i((G—T)se = M70) + G+ T7) (Mg — Me))

0=-2(1+ (P)Qmej/ﬁ +2(1+ (p)Q,anit -2(1+ (p)QmQ,,(ilg‘t/ - i/n/t) —-2(1+ QD)Fmej/}i
+Or(@(Mye + M30) — (1 + ) (M + Nae)) + Hor — BEeNgriq (A83)
3i((152 =) (s — Mse) + (52 + ) (e + 170)

0=38(1+ @) 28 —2(1+ @)QQuIR +2(1 + @)Qpmy — 2(1 + 9)QnQ, (VY — 7}})
-2(1+ o)y meft +0i (5 = T) (s + M) + (57 + ') (Mg +17¢)) (A84)
+0r((1 + &) (M3, +'73f) d(Mae + Nar)) + Mior — BEeH10e41

0=-2(1+ @) (DY — D) — 2(1 + P)QQIE +2(1 + ) Qi + 2(1 + 9)QuQy (T, + TR)
=2(1+ @)Ly QuYf + 0i(—(1 +20h(1 — ¢) (M5, + M) +20H(1 — ¢) (Mg + 17,)) (A85)
+0r(p(M1e +N3e) — (1 + &) (Mye + Nae)) + M1ae — PEM 11644

0=2(1+@)Q; (7l — 2lf) +2(1 + Q)QQIE — 2(1 + ©)QnQymi — 2(1 + 9)QnQ, (Vf, + 7F)
+2(1 4+ @)Ty QYK + 6i(—(1+ 200(1 = ) (e, + 12e) + 20 (1 — §) (M5, + Ng,)) (A86)
+0r((1+ @) (M1e + M3e) + d(Mar + Nar)) + Hioe — PEH 12611

3= e+ 10 (A87)
j*f ?n;ft M3+ M3 — % +% =0 (A88)
%mmf R R . (A9T)
L. (#92)
é(1 — ) Thic — e + Mor 1 —%—%: 0 (A93)
2 — e+ 1+ 122 -T2 0 (A94)
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in which 9y, 92, W30, Naes Mse Mees N6 Nser Mo Mo H11e and 74, are the Lagrange multipliers corresponding to equations
(AB5) — (A75), and (A77)respectively. In addition, D; = (1 + @)Q} — 1"7 ,Dy =2(1 — )("’D”2 —2(1 + @)T,Q,. Given ini-
tial values of vy 1, Ur 1, Vj_q,and 05y and 0y =1y =3 4 =14 1 =MNs_1 =He_1 =Ny_1 = Ng_1 = 0, the above first-
order conditions, together with equations (A65) — (A78), constitute a dynamic system describing the optimal monetary
policy.

5.The welfare loss function is identical to its counterpart in Engel (2011), when international trade in intermediate
inputs is absent (i.e. ¢ = 1), and there is no any nominal stickiness at the stage of intermediate-goods production.

Proof: The welfare loss function is

W:Eoiﬂtxtﬂ.i.p. +o(||a||3), (A95)
t=0

where

2of ( T + 5" T + 250 T + 5 ”%ﬁ)
+2CT;, (¢7THit +(1- ¢)7T12-17r +(1- </>)7'C)2;u + ‘/’TCFM)
+[1+ @) - (1-0)057] (yf;) toro )

+[200+ 90,0, - 2(1 - 0) S yhk + G5 m2
+(1+ @)Qum2 +2(1 + @)QQuyimic — 2(1+ )T, Qnyim (AB3)

+(1+ @) (Tl — 0l)” + (1 + @), (96, + 3F,)°
+2(1 + @)ngvj’}i(ijgtv — ) —2(1 + (p)Qmeyft<yH[ + U
~2(1 + @)QuQumye (DY — V1) +2(1 + @) mye (VF, + D},
+2(1+ Q)L QIR (D — B}) — 2(1 + @)1, Quiyf (5, + Vi
=2(1+ @)QmQu (VF — V) (U, + ¥}

)
)
)
)

in which t.i.p.stands for the terms independent of policy and O(||a||3) collects all terms of third or higher order. In the expres-

sion of X;,Q, = (Wﬂgtq),gm = ¢(1—¢) 25,0, =2¢(1 - ¢), Ty = 115 (1 - 2¢) %2

When there is no international trade in intermediate inputs (i.e. ¢ = 1), we have Q, = 1,Q, = 0,Q, = 0,and I'y = — =55
In addition, the fact that there is no any nominal stickiness at the stage of intermediate-goods production implies that there

are no price dispersion terms associated with intermediate-goods production. Thus, X; can be simplified as

2
2- 2-v ) 2 5 v2-v
X; = 2()f( Hfr+ 2 anrJf anr*ﬁanc) +(‘7+(P)(J’}¢/) + (4D‘)mfr

Ha o) - (55) + 20+ ) (- 285) — 201 - o) sk
in which D = ov(2 —v) + (v = 1)%.
Note that 2(1 (p)( H@D) 20-0) " —0and (1+¢)— (1-0)22 12 ” = (¢ + %), thus X, can be written as

2 2
~ ~ )(2—V
X =[p+9 (y}i) +(o-+<p)(yfV)’) +250m2
ok (372 + 2P + 32, + 3 )

which is identical to equation (C45) in Appendix C to Engel (2011).%!

Appendix B

B1. Proof of Proposition 1
We prove the proposition by contradiction. Suppose that there were a monetary policy which can achieve implement the
flexible-price equilibrium allocation, then y§ =y} = of, = 9§ = 2}/ = v}, = 0, for all t. In the flexible-price equilibrium, we

know that Mg = My =2 = Zi = 0, for all t. It follows that, from equations
(42) — (49), Tty = T = Ty = Ty = Tie = i = Ty = Ty, = O, for all t. However, from equations (52)and (54), we know
that Tehit — Tt + Ty — Ty = 2A0 = 2(5 (Aaﬂ - Aa}r) + Aag + F(Aa; — Aa,-t)>and

21 Note that we use ¢ to denote the inverse of the Frisch elasticity of labor supply, while Engel (2011) uses ¢ to represent it.
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Trie — T + Ty — Tlpy, = 2007 =2 (E (Aa;t - Aaﬂ) + Adj, + F(Aay — Aa@),which contradict
T = Toepe = Ty = Ty = Thiie = Torie = Ty = Ty = 0, for all &.

B2. Proof of Proposition 2

We first show that, if z; =0, then z,,;=0. From equations (46)— (49), we know that, if z; =0, then
(Trie — Toie) — (ke — i) = PEe[(Thies1 — Thier1) — (Thiey1 — Tjiesq)]- 1t implies that (7m — ) — (T3, — Tiy) =0 for all
t > 1. Thus, we have (Ppr.q — Pris1) — (Priss — Phier1) = Prir — Prie) — (Phie — Pjyie)- It means that, if z; = 0, then z,q = 0. By
induction, if zj; = 0, then z; = 0 for all t > 1.But from the expression of z;,we know that in the steady state, z;y = 0. Following
the same steps, we can similarly prove that z; =0 for all t > 1.

B3. Proof of Proposition 3

From equation (32), we know that my = m; + v¥, + 2%. Thus, it is enough to show that 2§, = ¢& =0 for all t > 1. How-
ever, from equation (33)and Proposition 2, we know that #f, = & for all t > 1. Thus, it is sufficient to show that ¢&, = 0 for
all t > 1. Now we show that, if &, = 0, then ¢f,_, = 0. From equations (42), (44), (46), and (49), we have that, if 6; = 6;, and

VR, =0, then (i — Te) — (n;;,.t - n,*,ﬂ> = BE; [(nH,m — Type1) — (n;;,.t 1~ T +1>]- Note that this equation makes use of the
conclusion that, if R =0, then =28 =0 and Mg = M. From
(Tic = Tohpe) — (nz*ﬁr - n;Ift) = PE: [(TCHiHl = Thpei1) — (n;lit+1 - nl*ifm)]- we have (i — Tup) — (nl*-lit - n;lft) =0 for all
t > 1. It implies that (Ppi.1 — Prpi1) — (Pfqz‘m —P;Ifm) = (Puic — Prypt) — (P:tm —Pl*qfr>- Equivalently, of,,, = vf. Thus, if

vR. =0, then o8, , = 0. By induction, if 2§, = 0, then v, =0 for all t > 1. But in the initial steady state, we have v&; =0,
Thus, we complete the proof of the Proposition.
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