Note on notations: Subscripts H and F denote whether the commodity originates in the Home or Foreign
economy, respective. A ‘*’ as a superscript indicates that the variable represents a value in the Foreign
economy. E.g. M7 +(j*) denotes the nominal holdings of home currency by the foreign Household j*.

Model Setup:

Home house lifetime utility:
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Foreign household lifetime utility:
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Cost of consumption (composite) good (similar to its foreign analog):
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Firm’s maximization problem (similar to its foreign analog):
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The solution for the firm’s problem gives the following labor demand (similar to its foreign analog):
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Home governments budget constraint:
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Foreing goverment budget constraint:
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International bond market:
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Home and foreign resource constraints:
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Equilibrium conditions: In our setup, agents are identical within each economy, hence, we can drop
the j’ indexes and deal with per capita variables.

Euler equations:
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Money demand equations:

Mue _ E [1+lt+1 Cp]
Pt ELiges

*

St(1+ir+1) *p
= ——C
=X'E [St(1+it+1)—5t+1 t ]

*

= 1°E, [1+lt+1 C*PSt]

lt+1

Cost and benefit of holding money:
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Wage setting equations:



o1 c;
E_1kY = TPH,tEt—l [;—t]
E,_ctyy =2"1p: | [—C:_p]
t—1K It o TFtEe-1| T

Households budget constraints:
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Governments budget constraints:
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Resources constraints:
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Consumption of tradable goods:

_ VP
Che=5—Ce
Ht
YP{
CHt - p¥ Ct
H,t
(1-y)Pe
Cre="—F G
Ft
— (I_V)PLT *
Crt = Ct

Fit

Prices indexes:
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Purchasing power parity:
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Output and nominal wages:
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Fisher equation:
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