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In this appendix, we first summarize the equations which determine equilibrium (including
the foreign country part). All equations are described in more detail in the main text. Second,
we describe how to derive the steady state.

A.1l Equation summary

Country A

Price dynamics:
qly = AJYimey + BOpE {75 1 1 - qlisa ), (A1)

g2 = N0Y; (1/ppt)' ¥ + BOpE; {ﬂi{til : q2t+1} , (A2)

_PAr_ e L

= = . A3
PAt =P, T e—1 g2 (A.3)
The aggregate price level is
1 1-e
1=0p (—> + (1= 0p)fy /- (A4)
TCAt
Price dispersion is then given by
D; = (1 — 9p)ﬁ2’€t -+ QPNZ/tthl. (A.5)
CPI inflation is
1-w—1vy
Ty = TU At ( Pt > . (A6)
PBt—1
The current account per capita is given by
Rec_b e*lpz(dtf]*d_)/yt—l 1—w
dp = 1 di1+—— (Chy + Iny) — poe (Coe + Int) - (A7)
TTAt w

Households: Consumption and investment decomposition as well as its aggregation is
given by

= (1/ps) " i ! (A8

. _wty

COB = mPBt/ (A9)
t

1= (1/p) O I, + 1, (A.10)

INote that it can be shown that, taking into account the CPI, this expression is equal to ¢/ =
(% / (w+ llf))wﬂp (% /(1 —w— 1,0))17(07#1 as stated in the main text and, hence, Picj = Py, + Ppicg,
The same holds for the RoT consumption basket and private investment. Analoguously, this holds for the
foreign country.
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., 1-w-gpl
Bt w—1

Car = (1= p) cy + pclyy,
Lag = (1= p) Iy
Cpe = (1 — p) s + pchy,
Iy = (1= p) Iy,
i = (1/pa) " Syt pyy el

Car _ _w+y

gy Tow—

First-order conditions are

TTr41

Riy-(1—7b )+t
— 5. Et{ 0 - e ( Fr1) t+1}’

e —nc ) =g E [ —h )
(1+1)

AL =

4

)\0
Qr=pB-E { ;1 [(1 - 5k)Qt+1 +(1 Tt+1) 7t+1 + Tt+1 5]{} }
t

where

2
Kr If
S = — -1
f 2(401 >

is the investment adjustment cost function, while its (direct) derivation is given by

Io
Slt =K <Io — 1>
t—1

I 2
1=0Q <1_St B t)"‘ﬁ'ﬂ{ 10 <tl+ol) 51t+1},
1

/\O
)\ ‘BRCCb —ll]z dt CD/Y[E
7Tt+1
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At — 7
(1+1f)

Further aggregation yields

(1= 1) (] o] + 15" ) + (1= " — e
(1+1)

Ct:

Ci=1—p)-cf+pu-c,
ki = (1 — ki,

(A.11)

(A.12)
(A.13)
(A.14)
(A.15)

(A.16)

(A.17)

(A.18)

(A.19)

(A.20)

(A.21)

(A.22)

(A.23)

(A.24)

(A.25)

(A.26)

(A.27)
(A.28)



B; BY
L =(1-u),
5~ 1-1p
=0 -wI,.

(A.29)

(A.30)

Aggregate output, employment and capital (including its law of motion) as well as

marginal productivity of capital and labor:

Yttot — Yt +gt1

Y, = c§+cAt+1At+1§+1_T“’ (Chr+ L),
Yi-Dr=et- (k)" (k] 1],
where we have [; = th in the codes (i.e. we assume 11 = 1).
Nf = (1—p) nj+p-nj”,
NE = (L= p) o g
K= (1-0K_+ 1S,

Y,
xe=mer- (1—a)- =L,
Iy
k t
s =mcy - =,
t t %,
where k; = k;_1.
For the labor market, we get
MP
9 =~
t Uf
g = My
t vf ’
t ut 4
P — M
t a,

M = (@) @)

M = xS ()" - ()7

(A.31)

(A.32)

(A.33)

(A.34)

(A.35)
(A.36)

(A.37)

(A.38)

(A.39)

(A.40)

(A.41)

(A.42)

(A.43)

(A.44)

The employment laws of motion as well as the necessary unemployment rates can be stated as

nf’o = (1-5sP) -nf’_ol + pf . [1 - (1- s"’)nf’_o1 —(1-s8)n
W = (1 56) 4 S 1 (L, (1

nf’r = (1-5sP) -nf’_yl -|-pf- [1 -1 —s"’)nf’_rl — (1 —s8)ny’

(A.45)

(A.46)
(A.47)



nf" = (1) nfy +pf - 1= (1=s")nfy — (1= s%)nf,
U= (1-Nf) = (1-N —-N;),
Nfof Np_"_Ng,
Ut = Ut,l —|—Spr 1 + s fol
We can state the private real wage law of motion as
wy -Nf = (1-s")N/, [( = 00) W} + by - w]_y - T 1}
+Mf (1 O)al + 6 wf - n;l] .

Firms’ asset value functions are given by?
Adjunct variables:

A¢
Aly = J; + BE; { ;19 (1- Sp)Alt+1} ,

- A9
A2t = hxt + ,BEt { i}tl Ow(l — SP)A2f+1} ’
t

A3; =1+ BE,

A
if@(l—sﬂA&H},

t
)\7‘
”49(1—56A5H4},

A5 =1+ BE {1

{
A4y = (1 - 1) + BE; {AHl@ (1- Sp)(ﬂt+1)1A4t+1} ,
{

A
A6; = (1 — 1) + BE; f“e(l—ﬁanglA@H},

AO
A7y = (14 7°) + BE; { 16,(1 - 5p)(”t+1)_1A7t+1} :
b

The vacancy creation condition is given

y

Kie + 5 = Vac;

and the sharing rule by

¢ ((L—p)A4 + uAby)
1—¢ A7,

Qf — s

J.

(A.48)
(A.49)

(A.50)
(A.51)

(A.52)

(A.53)

(A.54)

(A.55)

(A.56)

(A.57)

(A.58)

(A.59)

(A.60)

(A.61)

2Note that, due to the need to write it recursively in Dynare, we introduce the adjunct variables Alt to A7t.
Furthermore, in Dynare, it is programmed in terms of real wages, while we have presented everything in
terms of private sector nominal wages in the main text; this is the reason we have to take into account
inflation dynamics below. Hence, equations (A.53) to (A.75) are the recursive representation of equations

(28) to (32) of the main text.



with

A¢
Ji = A2 — A7, - @ + BE, { ;1 (1—sP)(1— Bw)AltH},
wf—l At
= A2y — A7} - - + BE: 7(1 —sP)(1—0y) Al

t

and
Vacy = (1 —6) ] + 0, J7°.

For workers, including additional auxiliary variables, it holds that

0

(A.62)

(A.63)

(A.64)

A
H{"*" = B(1 —s”)E; {%01 [(1 —0y) — Pf—s—l( Gn] Ht+1 pf+19?quf1’av prHog}

t

A
A = e 1 g1 - ot { S ame ),

r

(A.65)
(A.66)

A
H;mx,r _ ,3(1 _ Sp)Et {%}’1 [(1 _ Qw) — Pfﬂ( 9”] Ht+1 prQZ,Hr,p,av pp Hi’g}

t+1 t+1

t

A
AT = P B0 - 0B { A |

H? = A4w] — A3 + AP,

)\0
Hf’g =(1- Ttw)wig —xP 4 BE: {il(l —sf) [(1 - P§+1)Hff1

_Pfﬂ (1-65 )Ht+1 Pt+19n Hffiav] }

w
o,p,av t—1
HP™ = A4y

— A3 4 AT,
7Tt

H? = A6/} — A5uP + A,

r

A
H® = (1-1")w{—«" + BE { /t\tl (1) [(1 = pi)HE,
t

_Pfﬂ( — 63,)H; t+1 Pt+19n Htrfiav] |

p

(A
H;‘,P,av — A6t ;[1 _A5tKB+A?ux,r,
t

while the union’s aggregate utility is given by
Of = (1— a7+ pH,”.
Government’s provision of public sector labor services is thus given by

1
G=p5 A+ W NS,

(A.67)
(A.68)

(A.69)

(A.70)

(A.71)

(A.72)

(A.73)

(A.74)

(A.75)

(A.76)



while the law of motion of public capital is represented by
K= (1-08)k  +I (A.77)

The fiscal authority’s budget constraint reads

G by by
kB U Ry 4 Suby = (R — 1) (4 ) [wf NP +wf - Nf]
Pp: vy Tt Tt
+18 G+t (= ke F b+ T, (A.78)
h
where P g 1—w—1p scY .8 8
G =Cl+ I +pg " [(1+ 59 wi - Ny | (A.79)
:gNt

and we have defined b; = B;/P;. The tax rules are

i _ i1 1-w-
Xi = X+ px (Xi—1 — X) + (1 — px) px - €%~ - (Ytt—otlp}gtf’l v_ wb> + e, (A.80)
t—1

for X € {t%, T, b, 7¢, Tk}, whereas for all other instruments the assumed rule is

(I-px)Px
X X1\ X bi1 1-w-
it = ( ;_( > . <mp3tf& 1/]) - exp (etx> , (A.81)
tf

for X € {C8, I3, w$, N8, Sub, T}.

Country B
Price dynamics:
qly = A{"Y{mci + B*OpE; {neB;H ' ql?ﬂ} / (A.82)
P2 =AY (pat) ™+ B0 Y a2 ) (A.83)
P* * *
. Bt € € q1; ‘ (A.84)

PBt = Py, T e—le —1 g2
The aggregate price level is

1\ .
=6 (=) -8R (A9
7tBt ’
Price dispersion is then given by
D; = (1= 05)(Ph) ™ +0p(mh,)" D . (A.86)
CPI inflation is
. pei—1 <"
=1 | —— . (A.87)
PBt



The current account per capita is given by

s __ W
peedf = —g—— dr. (A.898)

Households: Consumption and investment decomposition as well as its aggregation is
given by

e = (1/pe) T e gy o, (A.89)

Gy w—¢"
i A (40
= (1/pe) ) 1 4 pl g, (A.91)

Ly w—y"
BTy 4
Car= (1 —p") s +u'cay, (A.93)
Ly = (1—p") I3 (A.94)
Cpr = (1—p")ch + p'chy, (A.95)
Iy = (1 — ") Iy, (A.96)
e = (1/ps) ) i+ pl (A.97)

Car __w—¢"
C;Ekt T 1-—w ¥ l/)* PBt, (A98)

First-order conditions
R¥- (1= Tb* + Tb*
A =P Er { oy R n:f) = } (A.99)
t+
I R it AR R (G AU,
AP = = , (A.100)
(1+ 1)
* * AO* * * * * * *
Qf =p"E { At(}l [(1 — o )Qt+1 + (1 - tk+1) : rlt<+1 + Ttk+1 o } }r (A.101)
where 2
oM (1T
IO*
S1f =« (I;— - 1) : (A.103)
t—1
* * If* * * A?—T—l * If—il 2 *
1=0Q7 |1-S ———S1; | +B" " Er{ = Qi1 | =0 | Slit1 ¢ (A.104)
Iy AY* It
- 0%
AP* = BrR§be ¥ (di=d) /Yy Et—A{jl, (A.105)
Tiq



e ) B { e b))

t+1
A = Al
t (1 i Tf*) ’ ( 06)
Further aggregation yields
e () () (1 10
f (1+7) ’ '
Cr=Q0—pu)-c"+u -, (A.108)
ki = (1—pu*)ki™, (A.109)
B} By~

—=01-pu" A1l

I = (1- )L, (A111)

Aggregate output, employment and capital (including its law of motion) as well as
marginal productivity of capital and labor:

Y/ =Y+ g, (A.112)

Yr = ¥ 4 O 4 I+ I 4+ = (Cp+ 1 A113
t =G g+ g+l +m(3t+ Bt), (A.113)
Y7 Dy =€ (85)" - [k, (A114)

where we have [} = Nf* in the codes (i.e. we assume i* = 1).

NI =@ —p*) - n™ +u*-nl", (A.115)
N =1 —p*) nf” +u* 0" (A.116)
K= (1— )K"+ (1—8))I, (A117)
'Y*
xf =mc; - (1—a*)- l—i, (A.118)
t
'Y*
X = mer -t Iz_i' (A.119)
where k; = k}_;.
For the labor market, we get

. M

gl ==k, (A.120)
Uy

. MY

7= %, (A.121)
vy

M
A A122
p; a; ( )

M
g _ My A123
Pi i ( )



M=l (@) @),

* * ~ %\ P %\ (1—@8*
ME =R (@) (o)

(A.124)

(A.125)

The employment laws of motion as well as the necessary unemployment rates can be stated as

,0% ,0% ,0 8,0%
nf =1 =s") nl 4+ pl" 1= (1= ")l — (1= s8)nd],

gl
mf = (=) 4 (1= (L= = (1= s
P ()l 1= (L sl (1 s
7= () [ (=S = (- s
Uy = (1 NP™) = (1 N" = N&¥),
N{*™ = NI™ + NY°,
07 = Uy +sP* NI, 4 8 NE*

We can state the private real wage law of motion as

W NP = (- sON [ eal 0wl ()]

+MP (1= o)af” + oyl ()7

Firms’ asset value functions are given by
Adjunct variables:

A0
Aly =i + B"E: { /\totle* (1- SP*)A1t+1}

/\ * * *
A2 = I*x} + B* Et{;}e (1—sF )A2t+1},

A3; =1+ B*E f“e* 1—s” )Asg‘ﬂ},

)\O*

A4l = (1— 1) + B°E,

Ar*

A6F = (1 — 1) + B*E

A7} = (14 7) + B*E;

A5f =1+ p8* Et{ f“e* sp*)A5;"+1},

t-‘rl 1
Ao* 6* 1—sF )(n;fk+1) A7f+1}
The vacancy creation condition is given by

V%

K
Kie + —= = Vacy
qt

e - ) () A,

e (- ) () A6t

(A.126)

(A.127)
(A.128)
(A.129)
(A.130)
(A.131)
(A.132)

(A.133)

(A.134)

(A.135)

(A.136)

(A.137)

(A.138)

(A.139)

(A.140)

(A.141)



and the sharing rule by

& (A= p")A4 + pA6))

O = : TR A.142
with
* * * ~P* * /\(t)il * * *
Ji = A2, — A7, -, + B'E; Yz (1-sP)(1 —Ow)AlHl , (A.143)
wp*l /\0*1
{7 = A2f — A7} - 7; + B E; { /\tot (1—-sP)(1 - 9;‘,)A1§‘+1} (A.144)
t t
and
Vacy = (1 —03")]; + 657 T (A.145)
For workers, it holds that
Haux,o* % 1 p* E /\(t)il 1 9* p* 1 en* I:IO/P* p* en*HO,p,aU* p* Ho,g*
¢ = B*(1—s")E; A—?*[( _w)_pt+1( _w] t+1 — PrpYw gy = Prpr iy ’
(A.146)
0%
A = e - e { S (a147)
Huux,r* — B*(1 P*\E /\;il 1 0F p* 1 o I:Ir,p* p* en*Hr,p,av* p* Hr,g*
t = B*(1—s")E; /\—;*[( _w)_pt+1( _w] t+1 — PP iy = Prpgtty ,
(A.148)
* * * *\ % Agil aux,r
Ay = e (- ) St (A149)
AP = Adfal* — A3fP 4 ATer, (A.150)
0,8* wk\ 8% Bx * /\?j-l gk 8* 0,8*
Ht = (1 - Tt )wt —K + :B Et 0% (1 —S ) [(1 - pf+1)Ht+1
t
=P (L= 05 HYY — pi 0 H™ ]}, (A151)
* wP*
HP" = Adp L AP AP, (A.152)
t t o t t
AP = A6l — A5iKPY 4 AT, (A.153)
7,8% w* g% Bx * A;j—l g 8* r,8*
H?* = (1—-1")w{ —«"* + BE ATe (1—s8) [(1—pii)HE
t
—pia (L= 0 APy — pii 0 HE™ ) (A154)
T,p,a0% *wfjl * Bx aux,r*
H/7 = A6 —— — A5k + Ay, (A.155)
t
while the union’s aggregate utility is given by
OV = (1 —pHEP + prHP (A.156)
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Government’s provision of public sector labor services is thus given by
g =/pe) ™V [+ ) wd NS, (A.157)
while the law of motion of public capital is represented by
K= (1=K + If". (A.158)

Defining bj = B;/ P/, the fiscal authority’s budget constraint reads

—qh* b* b* * * * *
Gips ¥+ Sub} + x5 - Uf + R:; - ;T—;l = (R}, —1)- ;r‘*l + (T 4+ ) [wl™ NPT+ NET
t t
+18 - CF T (= 8k + b + T, (A.159)
where .
Gy =C5 + I+ (1/pee) ¥ [(1+ T79)wi™ - N7 (A.160)

The tax rules are

_ _ bi1 1w
Xi =X+ px (X1 — X) + (1 —px) dpx - e (th_;p}gtj’l v_ a)b> + €, (A.161)
t—1

for X € {T%*, 5%, b pox ke }, whereas for all other instruments the assumed rule is

(I-px)Px
Xy X1\ ¥ i1 1w
X :< X ) '(W”Btfl ' exp (). (A.162)
t_

for X € {C8*, I8*, ws*, N8*, Sub*, T*}.

Common equations

Terms of trade

T
PBt = —-Ppi-1. (A.163)
TCAt
Monetary policy As described in the main text, we have defined ‘after-VAT” CPI as
c 1 —+ TC
7 = ! A.164
Tty T+t Tt ( )
and s
¢, T *
= A.165
nt 1 + thjl TCt ( )

which is taken into account by the monetary authority,

PR w c 1—w] P w 1-w
R [ ReY (nf) i Yot Yot
Rech Rech =T¢ =€, % tot totx
Ree Ree T T Y{% Y%

¢y (1=Pr)

(A.166)
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This set of equations then describes our economy.

A.2 Steady state calculations

In this section, we show how to solve for the model’s deterministic steady state and for the
parameter values consistent with the long-run targets in Tables 1 and 2 of the main text,
given these long-run targets as well as the parameters chosen on the basis of micro data and
other studies.

Given 714, we are able to calculate @7 = 7™ = 74, * = A and g = AT * = 7T*; see
equations (A.6), (A.87), (A.163), (A.164) and (A.165). Given U, we know that N'! = (1 — U)
and, thus, N§ = (1 —U) - fracpub. Hence, NP = N'" — N8 = 1 — U — N8; see equations
(A.49) and (A.50). Furthermore, we are able to calculate the number of searching workers
U from equation (A.51). Given w©, w8 and w'$, we are able to calculate G, C8 as well as
I8. Analogously, we are able to calculate the corresponding foreign country values. Using
equations (A.31), (A.76) and (A.79), we get Y = Y — G + C¢ + I8; correspondingly for Y* by
using equations (A.112), (A.157) and (A.160). From these equations (especially the national
accounting identity), we can also derive § = G — C$ — I8 as well as §* = G* — C8* — [8*.

Hence, using equations (A.7), (A.32), (A.88) and (A.113) as well as (A.9) to (A.17) and
(A.90) to (A.98), we get

_ w (1—w—l/))[l7t°t—(?]_ w (1-w-9)[Y-C -
PB 1_ (a)—l/)*)[YtOt*—G*] T 1—w (w_lp*)[Y*_Cg*_Ig*]’

(B.1)

where use has been made from the fact that Cg + Iy = (1 —w —9) (1/pp) [Y**" — G] and
Cy+ I = (w—y*)pp [Y' — G*],° which we have substituted into equation (A.7) ford = 0
and solved for pp.

Now, given ¢ and the terms-of-trade just derived, we are also in the position to calcu-
late the public sector real wage (in terms of CPI) as*

= =~ \1-w—19y
o 8(1/ps)
T T A o)Ne (B.2)

From equatlons (A.21) and (A.22) and (A.102) and (A.103), respectively, we know that S =
S1 =58* =S1" = 0. Hence, O = Q* = 1; see equations (A.23) and (A.104). From equation
(A.18), we get

/B — 1’

R = ,
1— b

(B.3)

while equation (A.20) and Q = 1 yields

7k — {%—1%"(1—%")}/(1—%")- (B.4)

8 Resulting from the composition of consumption and investment; see equations (A.9) to (A.17); and the market
clearing condition and the current account identity; see equations (A.7) and (A.32). Correspondingly for the
foreign country.

4From now on, we only show derivations for home country variables /parameters as the foreign country deriva-
tion — unless explicitly stated below — is perfectly equivalent (of course, using the corresponding foreign
country equations, parameters and target values).
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We further get from equation (A.24) that

Rect = [I_{ (1 - 'Z'b) + Tb] exp (Yo(d—d)/Y). (B.5)
=1/p
From equation (A.4), we get,
) 1/(1-€)
pa={ [1 —0p- ﬁ;—l] /(1- ep)} , (B.6)
which, using equation (A.5) yields
5 (1—6p)ps°
D —_— W. (B'7)

Using the steady-state version of equations (A.1) and (A.2) as well as equation (A.3),
marginal costs in steady state are given by

— pa(1-0ppmTy) (1/55) Y. (B.8)

= (1-0epRs)
This allows us to calculate v
X:(l—a)-rﬁc-m (B.9)
by using equation (A.37) as well as

k=uw-mnic-

=<

(B.10)

by making use of equation (A.38) and bearing in mind that k=r. Using the private capital
law of motion, equation (A.36), evaluated at the steady state, we get

I =6k (B.11)

Making use of equations (A.28) and (A.30) allows us to calculate k° and I°. Given I€ from
the target values as well as equation (A.77), we can calculate k8 = I¢/6¢, which then allows
us, making use of equation (A.33) to calculate

Y-D
_a _
& = GRS (B.12)
From the employment law of motion from the firms’ perspective, i.e. n{ 4= Ntf = (1-
s/ )Ntf_1 + q{ . v{ , evaluated at the steady state, we get
. NS
of = N (B.13)
g/

where f = p, g stands for private and public sector, and i = o,7. As the result is, from a
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formal perspective, perfectly equivalent in the private and the public sector, we only present
the steady-states results for f = p,g. Using equations (A.39) and (A.43) and (A.40) and
(A.44), respectively, we get

of . qf

P (B.14)

e’ (af )1-¢/

which, again using equations (A.43) and (A.44), yields
M =« 07 ()7, (B.15)

from which we are able to calculate the job finding probabilities
Mf

pf = B.16
= (B.16)

by making use of equations (A.41) and (A.42). Using equations (A.45) to (A.48), we get
afi = Mf/sf. From equations (A.53) to (A.59) and (A.62) as well as (A.63), we get

= _— - 1
pu— pu— p— . 7
Al=A3= A5 B0 )5y (B.17)

o 1—7v
4—A6—1_‘B(1_Sp)ew‘7_rl, (B.18)

- X
A2 50 )0, (B.19)
and o

A7 tT (B.20)

1—B(1—=sP)fy -1

Using equations (A.60) to (A.75) evaluated at the steady state and some mathematical ma-
nipulation, we see that, in steady-state, it must hold that

£ (A3/A:1) (AA-A2/DD) + (14 7). CC- @8

WP =af = (14 7). — - , (B21)
£ (A3/A1) (AA-A1/DD) + BB
where
aa—q PA=sN[ -0, —pr]  p—sP)p*  p(1—s¥)pP
B 1—B(1—5")0 1-p(1—sP)fy 1—p(1—s8)(1-p2)
e B(1—sP) _ rrs
BB = A3(1 —rrs) + 1= A= )0 P “ A=) (1= )
__ B=sh) ps
T pa =0, T-pA—s)(1— %)
and

DD =1—-A1-B(1—s")(1—6y).

14



Given @8 from equation (B.2), we can solve equation (B.21). This also implies

. A2 — A1(1 + T5¢) P
J=]"= 1(313 ) , (B.22)

Vac= (1-03)] + 0] = «°=q" (Vac — ), (B.23)

where x;. = 0.55 - @” as described in the main text, and

Al — I

R (B.24)

Furthermore, we are able to calculate the unemployment benefit x® = rrs - (1 — T%)@?. This
allows us to derive

(1—-1t“)@w’BB— (1 — 1) - CC

I_:Io,p — fOoPAY — IfIr,p — grpav — B.2
L ;B2
fos — gre = L=T)@ =k —p-pP-(1—s8) - HOP (B.26)
1—p(1—s8)(1—p2)
and B .
Q= (1—pu)H"P + uH*P" = HP. (B.27)

With the auxiliary variables in steady state being equal to

™0 = o = B(1 — sP) {[(1 —0y) — (1 —02)pP] HOP — pPOIHOP™ — ﬁgﬂ-o,g} (B.28)

and I_'Iaux 0
Aauxo _ gauxy _ ’ i B.29

Making use of equations (A.7) and (A.32), we can now, for d = 0,° derive total per capita
consumption as

C=1/pp) ¥V [Y-CS-B]—1, (B.30)

while per capita consumption of RoT households is given by

_ ) (AP P 4 78T 8 — AP — 78T )xB
oo =T (@ -ab + 7 Z‘_’)Jr(l art — )K; (B.31)
(147)

see equation (A.107). Hence, given equation (A.27), per capita consumption of optimizing
households must be given by

_ C—pue
-

EO

, (B.32)

SSubstitution of (A.7) in (A.32) for d = 0 yields Y = C8 + I8 + C4 + I4 + pp [Cp + Ip], which equals P4Y =
DPAC8 + PAI8 + PyCp + Paly + PgCp + Pplg = PoC8 + PAI8 + PC + PI. Dividing by P yields the following
equation.
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from which we can, by making use of equation (A.19) and (A.25), derive

so_ A=B-m)[A—me]™

A= B.33
1+ ) (B-33)
" (11 [(1— )]
< 1—-B-h)[(1—h)] "™
A= . B.34
(14 7°) (B:34)
Using equations (A.1) and (A.2), we are now in the position to get
- A%Yriic
= B.
M= T pape (B.35)
and 1/ \wp
2=" Y(1/ps) . (B.36)

1-poprg !

Furthermore, given total per capita consumption levels per household type as well as invest-
ment, we are now also able to decompose the consumption and investment baskets accord-
ing to equations (A.8) to (A.17) as

&= (w+y)py 0 T = (wryp)py OV, (B.37)
G=1-w-)p; Ve =1-w-p)p; ", (B.38)
Ca=1—wu)y+ucy;, Cp=(1—u)cy+ ucy. (B.39)

For investment, we get

In= (w+9)pg “ 'L =0 —-w—9)pg "], (B.40)

which implies B B

Ia Ip
1—p 1—p
It now remains to determine the fiscal authority’s steady-state budget constraint. Given the
steady-state level of debt (in real terms) by b = w? - Y as well as steady-state subsidies as
Sub = w- Y™ (1/ ﬁb)l_w_w (the latter because GDP is define relative to PPI, while subsidies

are defined relative to CPI), we solve equation (A.78) evaluated at the steady state for T,
which gives us the steady state-value for the home country’s last missing variable,

Iy = ; Ip = (B.41)

+xB0 + Rg — {T’b(R — 1)2 + (7Y + 7°) [P NP 4 @8 N¢]
rj 7T 7T
+7°C + (7 — )k + E} : (B.42)

Proceeding analogously in the foreign country then fully solves our model in steady state.
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