Log-linearized equations arelisted as below:
(Variablesin upper caseisits steady state value, while lower caseis percentage deviation)

Two country open economy, flexible price setting (means symmetric equilibrium), pegging
exchange rate regime of home currency

(1) Aggregate demand
v = [nomec+ (- n)ot| + [nopic + - n) it + o+ - oot ] +

[n\f—::,c{3 +(1- n)c—:cf*] + [n%mot +(1- n)l\s—f‘:mo;‘]
where
MOg = rf + Ge_y + Ky
mo; = ™ + iy + ki
are the monitoring cost in BGG.
y¥: world demand
ce:  entrepreneur consumption

Consumption:
Ct = —Tep1 + EefCria}
Ct = — iy +E{ciia}
M oney demand:

B
My — Pe = C¢ — TBEtrt+1 - TB(Etpt+1 —Pv)

* * * B* * B* * *
Mg — Py = C — 1-p Eeleer — 1-p (Etbts1 — PY)
Net worth and capital in BGG:

Et{r%(+1} =1 = — N[N — (e + Kegn)]

k
where n = %:;'((ik//i)) (according to BGG(1999), the steady state value of R and RX are equal).
Edria) — e = — 1 N5y — (G5 + Ky )]
* * * rmk* *
where 1 = R* W*(RK*/R")

- W‘P*’(Rk*/R*)'

Investment demand in BGG:

de = @(iy — ky)
(UK . , , , ,
where @ = — @’(]I(/K) , which is positive for the increasing and concavity of function @(.).
q = @" (it — ki)
q>*”('—1)1*/1<* o . , , , ,
where @ = ———"—— whichis positive for the increasing and concavity of function @*(.).
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Capital demand in BGG:
M1 = (0 — QWeer — Kerr — Xer1) + Les1 — G



Q(1-8)

where (= -
¢ QU-8)+5¢

M1 = (1= ) (Yis — Kivr = Xig1) +CUiyq — O

where ¢ = —4=0)

Entrepreneurs’ consumption (high order neglected):
Ct =g
cer=ng

(2) Aggregate supply

National wholesale goods supply:

Ye = a¢ +ake + (1 — a)Qhy

ye = ap + a'ky + (1 —a’)Q’hg

Retailer’ ssupply of diversified product (flexible price setting):

ye(h) = —elpe(h) —pd +y¢

yi () = —elpi (f) — pl +y¢
where yd is y shown in the aggregate demand section.
Labor demand and labor supply:

h, — x =h H
Yt e~ X TG =N
*_h*_ * _h*
yt t tl H*

Price evolution (flexible price setting):
pe = npe(h) + (1 — n)[e, + pi (f)]
p: = nlp¢(h) —eJ + (1 — n)p;(f)
which imply that PPP holds for global consumption goods:
Pr =Pt + €&
Optimal retail price setting:
pe(h) = pe — x;
pi(f) = pt — x¢

(3) Evolution of statevariables

Capital formation:
Kepr = 8y + (1 — )k,
(actudlyitis

ey I
kt+1 - S(ItKQQD(%) _k KQ(D( )

(K)—l if Q=1, then it meansthat ——<1>( )—6)

+ k) + (1 — 8)k,. Therefore, it isimplied by equation

steady stame

Kier = 8% + (1= 8)k¢

Net worth evolution :

that at
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Foreign reserve of home country:
TB vN*P*E
f= (1 +Re)f_, + ?tbt +T(nt + Pt +er)
where F, R8, TB are all in foreign nomina term, while N* is in real term deflated by
contemporary foreign consumer priceindex P*. tb, iscalculated as follows (flexible price).
Trade balance of home country:

w P(h
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where Mo, = uf wdF(w)R¥Q,_; K, and nPY""( —~2)1~¢ ishome country’ snominad GDP.

(4) Monetary policy rule, government budget and shock processes

Aggregate TFP:
at = Padi-1 + £
8 = padi-q + &
Fiscal policy:
Ot = Pgl¢-1 + Sf
Ot = pgdi-1 + &
M oney supply:

me — mey = e+ (f—f_y) + ét

*
m:_m:_lz g t

(which means that when the home country is increasing its position of foreign treasury bond, it
will cause the money base in foreign country shrinks to a same magnitude by open market



operation; in addition, these two equations reveal the relative position of the two countries: foreign
country’ s monetary policy is free for its own currency is being used as reserves in home country,
while home country has the responsibility to purchase or sl its reserves in foreign currency to
stabilize the predetermined exchange rete)

e, =0



