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1. INTRODUCTION

This paper incorporates limited enforcement constraints into a New Keyne-
sian small open DSGE model to analyze optimal monetary policy. In this paper,
similar to the studies of Kehoe and Perri (2002), and Bai and Zhang (2010), en-
forcement constraints require that, at every point in time, the continuation utility
be equal to or greater than the financial autarky. As such, imperfect risk sharing
takes place endogenously because of the limited ability to enforce international
credit arrangements between sovereign nations.

Recent literature studies enforcement constraints in open economies. For ex-
ample, Kehoe and Perri (2002) include limited enforcement constraints into their
two country and one-good model to explain that cross-country correlations for
consumption are lower than those for output, and cross-country correlations of
employment and investment are positive. Through interaction of limited enforce-
ment and limited spanning to create an endogenous debt limit in a small open
economy, Bai and Zhang (2010) solve the Feldstein-Horioka puzzle that shows
a highly correlated relation of long-term average savings and investment rates
across countries. The difference between the two papers in terms of enforce-
ment constraints is that Kehoe and Perri (2002) has current value constraints,
while Bai and Zhang (2010) uses continuation value constraints. To explain that
the volatility of the real exchange rate is much higher than the volatility of con-
sumption and the real exchange rate is negatively correlated with the ratio of
domestic over foreign consumption (Backus-Smith puzzle), Bodenstein (2008)
introduces enforcement constraints similar to Kehoe and Perri (2002), but unlike
them, the goods market consists of two tradables and the non-tradable good.

As opposed to existing analyses based on a real business cycle model, this
paper characterizes optimal monetary policy in a small open New Keynesian
DSGE framework, in which prices are set following the Calvo-Yun price stag-
gering model. When steady-state distortions can be eliminated through fiscal
policy measures such as lump-sum subsidy or tax to households or firms, this
paper analyzes enforcement effects on the central banks optimal policy decision.
The results show that the inflation targeting regime is optimal even when there
are enforcement constraints.

The remainder of the paper is organized as follows: section 2 introduces the
canonical New Keynesian model in a small open economy and enforcement con-
straints; section 3 analyzes optimal monetary policy in a complete market and
bond model with enforcement constraints; and section 4 concludes the study.



50 OPTIMAL MONETARY POLICY AND LIMITED ENFORCEMENT

2. THE MODEL

This section first describes a small-open economy model modified from a
two country model, following Gali and Monacelli (2005), De Paoli (2009), and
Farhi and Werning (2013a, 2013b). Price adjustment of a firm producing a differ-
entiated good under monopolistic competition is based on the Calvo-Yun model.
Following Kehoe and Perri (2002), enforcement constraints are introduced to
generate endogenous imperfect risk sharing.

2.1. HOUSEHOLDS

There are two countries, H (Home) and F' (Foreign). In this scenario, a
fraction of agents [0, n) of unit mass belongs to country H and the other fraction
(n, 1] belongs to country F and a continuum of differentiated goods exists.
Each type of these tradable goods is produced by either country H or country F,
while each country produces a number of different brands with measure equal to
population size.

The preferences of the representative household at period O in country H are
represented by the following function:

G o1 H
-0 1+x

E)Y " BUC.H)=EY B [ (1)

)

where C; is the aggregate consumption index at period ¢, H; is the number of
hours worked during period ¢, B is the time discount factor, ¢ is the inverse of
intertemporal elasticity of consumption, ) is the inverse of elasticity of labor
supply and Vv is the weight on leisure in the utility function. The aggregate con-
sumption index in the utility functions of home and foreign residents is defined
as

and

where the parameter 8 > 0 is the intratemporal elasticity of substitution between
Cn+(Cy;,) and Cr,(Cy,), which are the subindices of home(foreign) consump-
tion of domestic and foreign goods. As in Sutherland (2005) and De Paoli
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(2009), the parameters ay = 1 — (1 —n)A and aj;, = nA are the share of home
goods in the consumption index of home and foreign residents. Here, the pa-
rameter A measures the degree of openness, and the small open economy can be
derived by taking the limit for » — 0. Hence, in the small open economy, it can
be represented that ay = 1 — A and aj; = 0.

The subindices Cp ,(Cy;,) and Cr,(Cy,) are defined as

€
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where € > 1 is the elasticity of substitution across the differentiated products,
Ch,.(z)(Cf; ,(2)) is the home(foreign) consumption of the differentiated good
produced by domestic firm z and Cr,(z) (C,(2)) is the home(foreign) consump-
tion of differentiated good produced by foréign firm z.

The solutions to the following cost minimization problem yield the set of de-
mand functions for domestic and foreign differentiated goods of home residents:

€

e—1

1
. " 1\& e-1
mm{CH,t(Z)}/O PH,I(Z)CH,I(Z)dZ s.t. CH,t = [<n> /0 CH,t(Z) Ele]

_€_
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1
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min{CF.t(Z)}/n Pr(z)Crs(2)dz s.t. C;j’,t = !(1_”) /n C;,z(z)sle]

Foreign households also solve the same problem as above. The solutions are

given by
1 (Pus(2)\ © 1 [ Pr(z)
C = — . C C = - C
H.t (Z) n ( PH,: Hy CFp (Z) 1—n PF,t Fit
—£ —£
1 P, (2) 1 ([ Pr(2)
Ht (2) n ( P Hy “Fi (2) 1—n P Fit
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Additionally, the set of demand functions for domestic and imported goods
of both home and foreign residents can be derived by the following cost mini-
mization problems:

, 1o | e-1] e
miycy, , Cr,} Py :Cu s+ PriCryp sit. G = {a;_)]CH?, + (1 — aH) o CF? }

1 0—1 0—1 6—-1
. * * * vk * sl * 0\ [
mingc: ¢ y Py Cy+PrCry st Cf = [aH Cy/ +(1—ay)?Cg, }

Consequently, demand functions are given by

—0 -0
P P
Cry = an (g) C. Cri=(1—an) (;) G,

t t
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H,t H Pt* t, F,t H Pt* t.

Correspondingly, consumer price index (CPI) of home and foreign residents
is given by

1
P = |anPi,® + (1= an)P " )

and

1-6

B = [P0+ (1= aip)Pi, 3)

where Py ((Py;,) and Pr,(Pr,) are the home(foreign) price subindices of domes-
tic and foreign goods and are given by

1
1 1 _ T-¢
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As the law of one price holds, the following equations reflect that:

Pri(h) = SiPp ,(h)  Pri(f) = SiPr,(f)
PH,t = SIP;M PF,t = SIP;J’

where S; is the nominal exchange rate. However, due to the home bias, ay # aj;
generates deviations from the purchasing power parity in the CPI. Therefore, for
P, # S; P}, the real exchange rate is defined as

_SH
9="p .

“4)

The demand function of a firm 4 in the home country is composed of con-
sumptions from domestic and foreign consumers and the government purchase,
that is:

Yi(h) = nCp4(h) + (1 —n)Cy ,(h) + Gi (h)

where G;(h) is the government purchase for the goods of firm 4 in the home
country. It is assumed that the government only purchases domestic-produced
goods.! The resulting demand function of firm  is given by

Yi(h) = (PH”(h))eYt,

where Y; denotes the aggregate demand at period ¢:

_ 1—n)a;
Y; :Ph,ze {aHCH‘ (n)HQzeCz*} + G, )

P,
where P, , = % and G; is the government consumption of domestic goods.
t
2.2. FIRMS

Under monopolistic competition, a firm % in the home country produces a
differentiated good and its production function is given by

Yt(h) = Ath(h)

'The demand function of government for firm h is G, (h) = ( 7
Ht
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where Y;(h) is the level of output of firm h and H;(h) is the hours hired by the
firm. Assume a prefectly competitive labor market and a completely flexible
nominal wage.

Firms set their prices as in the Calvo-Yun price staggering model. A ran-
domly chosen fraction, (1 — @), of firms only resets their nominal prices each
period, while the remaining fraction, &, of firms keeps their prices unchanged.
The profit maximization problem of each firm that resets its price at period ¢ is

expressed by
P* —& P* W
At+k < Ht ) Yt+k { Ht . t+k }
Py gk Py AriiPH vk

where Py, is the optimal reset price at period 7. Following Yun (2005), the
first-order conditions for this profit maximization can be represented by a set of
recursive equations and the detailed derivation is shown in appendix A.1:

maxp; Z::O(ocﬁ)kE,

F=C Y, +aBE(I Y Fl, (6)
14+x
ve H,
= — oBE I, L 7
‘T e 1AP, T oBE My i Livi], (7
e—1 %

1— OtHH,t - _ l;t (8)

l1—a k.

where F; is the expected present-value of marginal revenue, L, is the expected

P

present-value of marginal cost and Il ; = PL is the GDP deflator inflation.
Ht—1

In addition, as in Yun (2005), the sub-price index of the home differentiated

goods can be rewritten by the Calvo-Yun type staggering as follows and the
detailed derivation as shown in appendix A.2:

I-o

Py = {ap,;;fl F(1— a)P;_}Jl_G] )
Dividing both sides of (9) by Py, the following equation is obtained:
P* 1—¢
1=(1-a) (””) +ally) (10)
Py T

which shows the relationship between the relative price of the optimal reset price
and the GDP deflator inflation of domestic goods.
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2.3. SOCIAL RESOURCE CONSTRAINTS

Following Yun (2005), the aggregate production function also can be written
as

_ AH,

Y,
t Az,

(1)

where the relative price distortion at period 7, A, is defined as

_l PH,t(h)>_8
A’_n/o < H) (12)

To yield the relationship between the inflation and the relative price distortion
under the Calvo-Yun type staggered price-setting as in Yun (2005), the measure
of relative price distortion is represented as follows and the detailed derivation is
shown in appendix A.3:

Pic\ "
At:(l—oc)<PH’t> + ally Ay (13)

By substituting (10) into (13), one can obtain the evolution equation for the rel-
ative price distortion:

1
B 1—allf '\ 7 .
A = (1 — (X) ﬁ + OtHHJA,,L (14)

Taking the limit for n — O in (5), the aggregate demand in the small open econ-
omy is

v=pt{(1-2)6+200G } +6, (15)

From (11) and (15), the social resource constraint at period ¢ is given by

AH;
A

=p2{(1-nG+200G }+G. (16)

The consumption price index of home(small open economy) and foreign econ-
omy(the rest of the world) from (2) and (3) is changed to

1

1-6

B= (1M + 2P| (17)



56 OPTIMAL MONETARY POLICY AND LIMITED ENFORCEMENT

P =P}, (18)

By dividing both sides of (17) by P, and using (4) and (18), the ratio of GDP
deflator to CPI, that is, terms-of-trade is derived:

1— AQI_G

1-6 t

bo” =2 (19)

Moreover, the aggregate resource constraint at period ¢ can be written as
PH,t(Yt—Gt) :Pt(ct+NXt), (20)

where NX, are the real net exports expressed in the unit of consumption goods.
The real net exports can be subsequently expressed as

. 1-6
NX, = -10/"° (CI—I 1A_Qi Q%“‘Cf) @)

As shown in (21), the real net exports depend on the consumption ratio between
home and foreign economy, and the real exchange rate. Specifically, under fi-
nancial autarky where the trade balance is zero(i.e., NX; = 0), (20) is changed
by

G

Y=—+4+G 22
1 Ph,z+ . (22)

2.4. LIMITED ENFORCEMENT CONSTRAINTS

Building on Kehoe and Perri (2002), and Bai and Zhang (2010), this paper
considers the related problem of enforcement constraints, which is given by

Y BEEU(G ko Hih)] > V(A 1,A) 23)

where V(A,_1,A,) denotes the value function at period ¢ that would have been
obtained if the economy were under financial autarky. The enforcement con-
straint means that the expected discounted sum of utilities from period ¢t onward
is equal to or greater than the value of autarky from period ¢ onward. The value
under financial autarky is given by

VA(A—1,A;) = maxc, u, p,,.0,.F LA, UG Hr) + BEV (A Arpr),
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subject to the social resource constraint (16), firms’ profit-maximization condi-
tions (6), (7), and (8), the evolution equation for relative price distortion (14),
the equilibrium relation between real exchange rate and terms-of-trade (19), and
the restriction of zero trade balance (22).

To solve the optimal policy problem with the enforcement constraint, I fol-
low the approach used in Marcet and Marimon (2011) and Kehoe and Perri
(2002). First, let ¢g; be the Lagrange multiplier for the enforcement constraint,
(23). Then Lagrangian takes the following form:

Eo Y o B [U(CH) + 0 { Ly U (Gt Hi) ~ V(81,40 }] |

plus standard forms of the other constraints. As shown in appendix B, I can
rewrite the Lagrangian in the following form:

Y BEo[(14+M)U(Cy Hy) — sV (Ar—1,Ar)],

plus standard forms of the other constraints. In this equation, M, is defined as a
cumulative multiplier, and its evolution is written as

Mt = M[,l + ¢8:7

where M_; = 0. This cumulative multiplier M, summarizes the impact of the cen-
tral bank’s commitment on consumption demand and labor supply decisions of
households that should be made in the presence of the enforcement constraint.
M, helps keep track of impacts of the central bank’s past commitments on the
current one-period instantaneous utility function.

3. OPTIMAL MONETARY POLICY

This section analyzes the central bank’s optimal monetary policy problem
incorporating limited enforcement constraints in a complete market and a bond
model. Specifically, the effect of fiscal policy on fixing the distortions associ-
ated with monopolistic competition in good market and the terms-of-trade on
the optimal monetary policy problem is analyzed as in Yun (2005).

3.1. COMPLETE MARKET AND LIMITED ENFORCEMENT

First, I consider the optimization problem for households under the com-
plete asset market. Households have access to a complete set of nominal state-
contingent bonds denominated in foreign currency on this market. These bonds
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are traded in the international financial market for both foreign and domestic in-
vestors. The representative household maximizes (1) subject to a sequence of
budget constraints of the form?

P.C; + S:E[Q11+1Bri41] < +SBry +WiH; — Py T, + D,

where Q11 is the stochastic discount factor to measure the nominal value at
period ¢ of one unit of foreign currency at period ¢ 4 1, Br; denotes foreign-
currency denominated nominal bonds, W; is the nominal wage, H; is the hours
worked at period ¢, T; is the real tax in the unit of GDP, and ®; is the nomi-
nal profit at period ¢. The optimization condition for the domestic household’s
problem is given by

The optimization condition for foreign bond holdings of domestic household is
as follows:

A1 B S

Qun =Py R s ,

(24)

and the optimization conditions for bond holdings of foreign investors from the
foreign household’s problem can be written as

A* P*
f:'il*’ (25)
AL

Qt,t+1 = ,B

where A,(A]) represents the marginal utility of consumption at period ¢ for do-
mestic(foreign) residents. Following Gali and Monacelli (2005), and De Paoli
(2009), and using (24), (25) and (4), it follows that

T =0:(C)° (26)

The government’s flow budget constraint at period ¢ is given by

By,
1 + l.HJ

= BHJ—] —PH,t(Tt - Gt)A

2Domestic-currency-denominated nominal bonds issued by the government are traded only by
home households, and their net supply is zero. Thus, the budget constraint does not explicitly
include these bonds.
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The home government issues nominal one-period riskless securities, where By ;
is the total outstanding issue of government debt at period ¢. T; is the real amount
of lump-sum taxes at period ¢, and G; is the government’s real expenditure at
period ¢. In order to focus on the analysis of monetary policy, I assume that the
Ricardian equivalence holds in this case.

Now, the optimal monetary policy problem with a limited enforcement in
complete market is analyzed. The central bank at period O solves the following
optimization problem:

had t
MaX(C, H,.Py,.00F Ly AT} E0 Yo B'U(Cr Hy),

subject to the social resource constraint (16), firms’ profit-maximization condi-
tions (6), (7), and (8), the evolution equation for relative price distortion (14),
the equilibrium relation between real exchange rate and terms-of-trade (19), the
complete international risk sharing condition (26), and an enforcement constraint
(23). The Lagrangian for this problem is given in appendix C.1.

The optimization conditions for optimal nominal prices of firms are given by

1—all ! =
1 ~
¢21 - ¢5t <1—OC> = aHi]’rl (Pz;_l7 27
O3 + 050 = ol P31 (28)

The optimization condition for inflation is given by

1
1—allj ) <
-

¢4t At—IHH.,t - <

~1\ ~&T1
s F; 1 —ollf, e_1
- ’ 1R, My, L (2

(1—a)e -« g Qa1+ g3yl (29)
The one for consumption is

AH,
(14+M,)C7° —(1 —)L)%P,;ﬁJrc(pz,#Jrc%Cf* =0, (30)
!

o+
t
Moreover, the one for labor is given by

A, iy ve(l+x)Hf
ACS T (e—DAP,

A
—V(L+M)H + 91" — 0 0 (31)
t
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For the terms-of-trade the condition is

I+
vE3 H, — (1 —2)(1— O)Pit_e =0.(32)

9¢1tPhlJ_9 (1 —).)Ct +/1Q,9C,*} + m

The one for real exchange rate is
(1-6)A06:0; ° + 4601, P, 207 ' Cf + ¢7:(C;)° =0, (33)
Additionally, the optimization condition for relative price distortion is

¢’4t +ﬁEt [¢8f+1vla(AtaAt+l)]

14+
_ 9AH, AH, VEH,
TTn PNt ona

+ O‘ﬁEt [H;-I,t-&-l ¢4t+l]- (34)

The evolution of a cumulative multiplier, M,, is given by
M; =M1 + s (35)

where M_; = 0. The complementary slackness condition associated with the
enforcement constraint implies that the following condition holds:

(])St(VC((szl,AtflaAt) - V“(At,l,At)) = 0, (36)

where V¢(¢,_1,A;_1,A;) denotes the value function under the optimal commit-
ment plan and ¢ is a set of Lagrangian multipliers for the optimal policy problem
of the central bank. Specifically, the value function under the optimal commit-
ment plan has a recursive representation:

VC((szl,AtflaAt) = U(CtaHt) +ﬁE,[VC(¢,,A,,A,H)]7 (37)

where ¢_; = 0. In addition, the evolution of M; is affected by the relative size of
the two value functions that can be obtained under the optimal state-contingent
plan and financial autarky. Consequently, the complementary slackness condi-
tion associated with the enforcement constraint can be rewritten as

0 lf Vc((])[_l,At_],A[) > Va(A,_l,A,)

M, —M,_ = . .
S { Py (>0) V(G 1, A 1,A1) = V(A _1,A).

Having described the central bank’s optimization conditions, I now solve
a set of 18 equations (8 equilibrium conditions: (6), (7), (8), (14), (16), (19),
(26), and (37) and 10 optimization conditions, from (27) through (36)) to es-
tablish decision rules of 18 endogenous variables including the central bank’s



MI YOUNG HO 61

decision variables {C;,H;, X1 s, Pyt Ar, Oy, Fr, L,V } and Lagrange multipliers
{011, 021, P3¢, Oay, Os;, Per, D7, P3,, M, }, given the value function under financial
autarky (denoted by V*(A,_1,A;)), a Markov process for A,, the initial values
of Lagrange multipliers ¢_1, and the initial relative price distortion A_.

The effectiveness of enforcement constraint depends on the presence of fiscal
policy measures to fix steady-state distortions. In order to show these results,
I note that optimization conditions for consumption demand and labor supply
result into the following condition at the steady-state

e—1)P
VCGH%:( )/’l

(38)
As shown in Corsetti and Pesenti (2001), when the terms-of-trade, P, exists
in (38), central bank has an incentive to use surprise inflations to raise output
in models with inefficient steady-state deviations. Hence, through fiscal policy
measures, such as lump-sum subsidy or tax to households or firms, it is possi-
ble to eliminate the two distortions associated with monopolistic competition in
goods market and the terms-of-trade. In order to prove this result, following Yun
(2005), I discuss a case for which the government imposes the labor supply tax
on households. In this case, the optimization condition of labor supply is given
by

Wi

vc;’H,’f:(l—rﬁ)P
t?

where 7/ is the tax rate at period ¢ for labor supply in the home. When Iy =
1(A = 1) at the steady-state, the optimization condition of firms is given by

W 1

MCy =~ ——
"= PhA,

where MCy is the nominal marginal cost of the home firm at the steady-state.
e—1
From L = F at the steady-state, MCy = — Thus, the equilibrium condition

for labor market id given by

e—1
VC°HY = (1 — rH)?PhA,

The optimal labor tax to obtain the Pareto optimality is given by

&

-t =———
T
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Proposition 1. Let us suppose that there are fiscal policy measures to eliminate
steady-state distortions. In the presence of the complete set of contingent claims
home and abroad, the enforcement constraints have no role in the determination
of the inflation of GDP deflator, real exchange rate, consumption, and the number
of hours worked in each period.

If the assumption of fiscal policy eliminates steady-state distortions as in
Woodford (2003) and Yun (2005), the Lagrangian multipliers for profit max-
imization conditions should be zero, that is, ¢, = @3 = ¢5, = 0. Firstly, the
substitution of this solution into (29) leads to the following condition:

1
1— ol ) <7
A,_1HH7, = (1(;‘17l> (39)

By substituting this condition into the evolution equation for relative price dis-
tortion (14) as in Yun (2005), the inflation of GDP deflator is given by

(40)

and, as shown in appendix C.2, the law of motion for relative price distortion is
rewritten by

__L
A=A {o+(1—a)A ]} " (41)

In addition, the other optimal conditions can be solved to yield the following, the
details of the derivation shown in appendix C.3:

_ -1 cOA2 4 117!
o (L L PN (R Pl GRS Ol I

Moreover, the complete international risk sharing (26) and the social re-
source constraint (16) can be solved to show that consumption and labor are
determined as follows:

1
G=0°C (43)

A

H,:APMG{(I—A)Q,‘I’—HLQ;’}C; (44)
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In summary, I have derived 9 equations (19), (35), (36), (37), and (40) - (44) for
9 variables, such as {C;,H;, Iy ¢, Phs, Ar, Or, VS, 93, M, }, given the value func-
tion under financial autarky (denoted by V¢(A;_1,4A;)), a Markov process for A;,
the initial relative price distortion A_j, and the initial asset holdings B_;. An
important implication of equations (42) - (44) is that the enforcement constraint
has no impact on the determination of real exchange rate, consumption, and the
number of hours worked in each period. Moreover, the evolution equation of
relative price distortion and the inflation of GDP deflator are not affected by the
Lagrange multipliers of the enforcement constraint as shown in equations (40)
and (41). As a result, proposition 1 has been proved.

3.2. ABOND MODEL WITH LIMITED ENFORCEMENT

In this section, a bond model with limited enforcement is used, in which non-
contingent nominal debt alone is available in international financial markets. The
only difference in this section from the complete market of the previous section
is the asset market structure. Hence, I highlight the optimization problem of
the representative household, while other equilibrium conditions are identical to
those of the previous section.

The optimization problem at period O of the representative household in
country H can be written as follows. The representative household at period
0 chooses C;,H;, and Br, 1 to maximize (1) subject to a sequence of budget
constraints of the form

S:B
d F’.t:l =1+ T;b)StBFJ +W:H, — FC; — Py, T; + q’n (45)
1+ Ipy
fort =0, 1,2, -, o and where i}, is the interest rate in country F and 77 is a

subsidy at period ¢ for the household’s holdings of foreign assets. The subsidy for
holding foreign assets is financed by lump-sum taxes denoted by Py ;T;. Hence,
the government imposes a tax on capital inflows (subsidy on capital outflows)
in the home country, while proceeds of capital control taxes are redistributed
to households in the home country, following the recent literature on capital
controls such as Farhi and Werning (2013).

The optimization condition of domestic household are given by
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The first-order condition for foreign bond holdings of domestic household is

given by
C \° S
1=pa1+ 508 | () ot

Ci1/) Sl

The first-order condition for bond holdings from the representative household’s
optimization problem in country F is given by

1=B(1+if,)E chj )G( :F“)I]

t+1

By using the definition of the real exchange rate, it is possible to rewrite the
Euler equation in country H for the accumulation of foreign assets as follows:

ok Ct ° Qt+1
1=p(1 E;
PUtiE) [<C1+1> Q¢Hf+1]

Abstracting from the issue of the home government’s bonds in order to con-
centrate on the impact of foreign debt on the optimal design of monetary policy,
I assume that the government follows the Ricardian equivalence like in the case
of the complete market. The government’s one-period flow budget constraint is
thus given by

T;szBF,t + Py Gy = Py, T;.

Now, the optimal monetary policy problem in a bond model with limited
enforcement is analyzed. Before proceeding, it is important to note that the
foreign-currency denominated real bonds is the central bank’s choice variable
unlike a complete market. Thus, the one-period flow budget constraint (45) is
transformed into the following social resource constraint:

AH G O, B, B
= +G +— — — 46
A Py ' Py \ 1+ l}k?J 117 40
where B;_| = Br, /P ;. This constraint means the net asset position that should

hold for asset transactions in the incomplete market. The central bank at period
0 solves the following optimization problem:

o t
MAX (G, B, Py 01 oy T Yy EO Yy B U (Cis Hy),
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subject to subject to the social resource constraint (16), firms’ profit-maximization
conditions (6), (7), and (8), the evolution equation for relative price distortion
(14), the equilibrium relation between real exchange rate and terms-of-trade
(19), the net asset position in the incomplete market (46), and an enforcement
constraint (23). The Lagrangian for this problem is given in appendix D.1.

The optimization conditions for the two variables associated with optimal
nominal prices of firms can be written as follows:

1
1—allg P\ 7 ol
02 — @5 ﬁ = aHH,, (Plt—l, (47)
O3t + ¢ = OCH;IJ‘P&*I, (48)
The optimization condition for inflation is given by
1
1—allg V) &
N Mgy — | ——————
¢4t t—111H ¢ ( l—a

_ ¢51Ft 1_aH§1Tzl
1—a)e -
(

—=T
e—1
) + e 01 F; + @311y L (49)

At the same time, the optimality condition for consumption is

AH, O

—c -0 _
(1+M)C % — 1Py, (l_l)"‘c%tw—a—o. (50)
The first-order condition for labor is
A A ve(1+ x)HF
(1 MOHY 2 _ r ' —0 51
v(1+M;)H; +Al(¢lt+¢7t) ¢2ZA;C,G 03 (e~ APy . (51)

Additionally, the optimization condition for the terms-of-trade is

VEP3 H1+X _
e T - -0R

B; B, _
+¢7t{c,+Qt<l+iFt* _ n*l>}20' (52)

The one for real exchange rate is

001, *{(1-A)C+AQPC} +

o7 B B;_
L= 06 — —06.p- 202010 _ 91 i B 53
(1=6)4s Pub GG APy \1+ipye I ) (53)
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Moreover, the optimization condition for relative price distortion is

04 + BE; [@g:1V{ (A1, Ary1)]

(@1, + ¢7)AH, AH, VEHtHX
—_— + 54
A[Q ¢2t CfA,Z ¢3t (8 - l)PhJAtz. ( )

= afE [Hz,t+1¢4z+l] -

The one for real bond holdings is given by

1
¢7: 0y _ _BE, ¢7t+th*+l (55)
Py 1+ips P 107 _
The evolution of a cumulative multiplier M; can be written as
My =M, + ¢8t7 (56)

where M_; = 0. The complementary slackness condition associated with the
enforcement constraint implies that the following condition holds:

¢8[(VC(BZ—17¢I—1 7Al—17Al‘) - Va(Al‘—17AI)) = 0, (57)

where V¢(B,_1,¢;—1,A—1,A;) denotes the value function under the optimal com-
mitment plan. Specifically, the value function under the optimal commitment
plan has a recursive representation:

VC(Btflaqbtfl?AtflvAt) = U(Ctht> +ﬁEI[VC(Bta¢IaAt7At+l)} (58)

where ¢_; = 0. In the same way as in the previous section, it can be shown
that the evolution of M; is affected by the relative size of the two value func-
tions that can be obtained under the optimal stat-contingent plan and financial
autarky. In addition, the complementary slackness condition associated with the
enforcement constraint implies that the following condition holds:

O ifVc(Bt7]7¢t717At71,A[> > Va(Atfl7At)

M, —M;_1 = .
! ! { ¢81(> O) lfVC(B,_1,¢,_17A,_1,A,):V“(A,_l,A,),

Having described the central bank’s optimization conditions, I now solve
a set of 19 equations (8 equilibrium conditions: (6), (7), (8), (14),(16), (19),
(46), and (58), and 11 optimization conditions: from (47) through (57)) to deter-
mine the decision rules of 19 endogenous variables including the central bank’s
decision variables {B;,C;,H;, 115 ;,Prs, A, Oy, Fr, Ly, VS } and Lagrange multipli-
ers {1r, 0o, 3¢, Par, Ose, Dot , P7¢, P3r, My }, given the value function under financial
autarky (denoted by V*(A,_1,A,)), a Markov process for A,, the initial values of
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Lagrange multipliers ¢_1, the initial relative price distortion A_, and the initial
asset holdings B_;.

A closed-form solution to the optimization conditions shown above is de-
sired, under the assumption that fiscal policy is used to eliminate steady-state
distortions as discussed in Woodford (2003) and Yun (2005). In this case, the
Lagrange multipliers for profit maximization conditions should be zero: ¢, =
¢3¢ = @5, = 0. First, applying these solutions into (49), the same result as in the
complete market case can be obtained:

A
My, = 59
Hi= AT (59)
Therefore, the law of motion for relative price distortion is
A=A o+ (1- o)Ay e (60)

By combining (50) and (51), as shown in appendix D.2, the Lagrangian multi-
plier for the social resource constraint, ¢, is obtained. The substitution of ¢y,
into the optimal condition for bond holdings (55) leads to the following condi-
tion:

00 (1 4+ M) (1 —v(1— 1) 2 o g2 po )

L= B(1+i3)E, (CC[ ><’ Qﬁtl AZZ 1115 h 41 1)
et/ Ol (1 M) (1 - V(1= 2) S CPHERLE)
[ 9!

By combining (52) and (53), as shown in appendix D.3, the following condition
arises:

APy 1 -1

VCPHY =
A 1+ (1-A)kp0

(62)

where k; is defined as

(1-2 )Pl th Zt"‘)L(QtZt‘i‘Cz)
AP, P{(1-2)C + 20! CY+A(1-A)P; —0) 26— ‘c,

K=20

where z; is defined as

B, = (1+ip,) (B” +z,) (63)
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Moreover, the combination of (16) and (46) can be solved to show that consump-
tion and labor are determined as follows:

1-10/7°
G =2"0f (lQ?_ll e —z:) (64)

Y <1 —A0"°

Ay 1-2

In conclusion, I have derived 11 equations (19), (56), (57), (58), and (59)
- (65) for 11 variables, such as {By,z;,C;, Hy, Il ¢, Py s, A, Or, VS, 93, M, }, given
the value function under financial autarky (denoted by V¢(A,_1,4;)), a Markov
process for A, the initial relative price distortion A_, and the initial asset hold-
ings B_1.

Comparing this set of optimization conditions with the set of optimization
conditions used to prove proposition 1, I can see that the asset market structure
plays a substantial role in determining whether the enforcement constraints can
have an impact on the determination of the inflation of GDP deflator, real ex-
change rate, consumption, and the number of hours worked in each period. In
particular, equation (61) shows that the cumulative Lagrangian multiplier (de-
noted by M;) can affect the relation between the level of consumption and the
accumulation of foreign debt. The enforcement constraint in a bond model with
limited enforcement can have an impact on the determination of the inflation of
GDP deflator, real exchange rate, consumption, and the number of hours worked
in each period, whereas it does not in the case of complete market. As a result,
findings for the role of asset market structure on the impact of the enforcement
constraint on the determination of optimal consumption and hours worked can
be summarized as follows.

) AT -0 ) ()

Proposition 2. Let us suppose that there are fiscal policy measures to eliminate
steady-state distortions. The inflation targeting regime described by equations
(59) and (60) is then optimal even in a bond model with limited enforcement.
But the real exchange rate, consumption, and hours worked are affected by the
presence of the enforcement constraints.

4. CONCLUSION

In this paper, I analyze the optimal monetary policy problem of a complete
market and a bond model in a New Keynesian model of a small open econ-
omy with limited enforcement constraints. Enforcement constraints are shown
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to have different effects on the equilibrium allocation depending on the asset
market structure. However, the inflation targeting is optimal even when there are
enforcement constraints.

This paper presents only qualitative results on an impact of enforcement con-
straints without quantitative analysis. Thus, my future research plan is to develop
the computation method to obtain a robust numerical solution to the optimal
monetary policy problem in a small open New Keynesian DSGE with enforce-
ment constraints.
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APPENDIX
A. THE OPTIMAL PRICE SETTING

Each firm that resets its price chooses it by maximizing the following ex-

pected present-value of profits:
Iy ;I it - P ;1 it "Vt-»-k
Ak | 53— Yk -
Py ik Pyrvk  ArvkPH itk

maxi;,) Yy o(@B)'E

A.1. FIRST-ORDER CONDITIONS

TR P, e Wi
Astk < - > Yt+k{ T I+ } =0,
PH t+k Pk €= 1Ak Prsik

Pia \' . £ Pits \~° Witk
Artk (P . ) Yt+k] :Zk:o(aﬁ)kEt At+k< . > L
H . t+k

Y (aB)E,

Z::() (Otﬁ )kEt

e—1 Pr sk A 1P 4k

*

e\ 8 Py, Py, \'° Py, Py \'°
LHS = A, ( : ) Y, +aBEA < : : > Y +(aﬁ)2EtAt+2 < : : > Yiio+--
Py Py Py Py Prsyo

P\ ° = k Pas \'°
= : E o A ’ Y,
(74)  BLia@B [ () i

Py, \ 1€
1A <Pt> Yk
Ht+k

PH 1—¢ PH 1—¢
t N
=AY+ oA (P ’ 1> Yr+1+(aﬁ)2/\t+2< ) Yo+

Hi+ Pyyi2
1—¢ 1—¢
Py 4 oo X P11
=AY, +aBE : ap) A : Y,
Y +aBE, (PH,I—H) Zkzo( B) Avv1+ Prrosion t+1+k

=AY+ aBE TG Fyil.
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£ Pr\ ° Wiy, € PPy \ % WY,
RHS = —A, ( ”’) il + 0 Eil (*” Hy > (AR bias

- Py APy Py Py A1 Pyt
€ Py, P WY,
(@B A <HJ H o > watin
e—1 Py Prysyo At 2Puii2
Pa\ Pur \ ° WYk
= ( J) EtZk 0 (aB)* Az+k< 4 ) dalas
Py Py stk Ar kP vk

€ ( Py )8 WYk
— Ak
e—1 P i1k At kP i1k

€ WY, P WY,
= At e EA ( - ) o
e—1 APy, e—1 P11 A1 Py
—£
) € Pr WY
+ (o ——FE A p ( : >
(ap) e_1 Mt P2 A 2P0
e WY Py Pasit \ ° WrrskYor1ak
= A+ aBE, < : > Zk 0 (aB)* At+1+k< = > ASLLalagLs
e—1 APy Py 111 Py 14k At 1k PrH 11k
€ WY,
“e—iMap, TP Eillliy Lo
AH, W,
Therefore, using A, = C; %, Y, = [A L, and ?[ =CCH}:
t t

F,=C %Y + aBE(I15 Foq),

1
€ tx

8 — 1 AIPhl
In addition, as LHS=RHS,

L= —I—OtﬁE; [HH t+lLt+l]-

P:I,t L

Pu, F

1
I—ally '\ o,
-« " F,

Applying (10),
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A.2. DERIVATION OF EQUATION (9)

Following the Calvo-type staggering of Yun (2005), firms’ prices at period ¢
and ¢t — 1 are distributed as follows

Py =(—a)Py +(1—a)aP;,+(1— oc)oczP;};jf +oe (A

Pyo =(—a)Py, =T+ (1—a)aP, 5 +(1—a)a’F;, "5+ (A2)

By subtracting (A.2) from (A.1), the sub-price index of the home differentiated
goods can be rewritten:

1

_ _ T-o
Py = (aP;,,,fl +(1— 0Py, ")

A.3. DERIVATION OF EQUATION (13)

Following Yun(2005), under the Calvo-type staggered price-setting, one can
rewrite the measure of relative price distortion:

n [ P, —&
A= l/ <H’t(h)> dh
nJo PH,t

1 PI’-FIt>_8 <PI§t1>£ 2 <P;-}t2>8
=—|(1-0o)n|{ =——= +(1—-a)an : +(I-a)o"n| —— 4
n[( ) <PHt ( ) P ( ) P 4

i 9 )

Pljt - PHtl)E (Pliﬁltl>_‘S <P1312>_8
=(1-a)| == +o : 1—o : +(1-a)a| —— + -
( )<PH,t> < Py ( ) Pri1 ( ) P
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B. LIMITED ENFORCEMENT

The Lagrangian with enforcement constraints can be written as:

Ey ZZO ﬁt |:U(C17Ht) + ¢8,z {Z::O BkU(Ct+k;Ht+k) B V“(A,_l,A[)H

= U(Co,Ho) + ¢5,0E0 {U(Co,Ho) + BU(C1,Hy) + B*U(Cy,Hy) + - —V*(A_1,Ag) }
+Eo [BU(C1,Hy) + 5.1 {BU(C1,Hy) + B*U(Co, Ho) + B?U(C3, Hz) + -+ — V(A0, A1) }]
+Ey [B*U(Co, Ho) + 932 { B?U(Co, o) + B?U (C3,H3) + B*U (Cs, Hy) + - — V(A1,A2) }

= (14 ¢8,0)U(Co,Ho) — ¢3,0V“(A-1,A0) + (1 + g0+ ¢5,1)U(C1,Hy) — 951V (Ao, A1)
+(1+ds0+¢s31+¢32)U(Co, Ha) — P2V (A1, A2) + -+
+(1+¢g0+ 31+ +¢8,)U(Cp,Hy) — 98,4V (An—1,An) + -

= (14+Mo)U(Co,Ho) — ¢s0V*(A-1,A0) + (1 +M)U(C1,Hy) — ¢3.1V*(Ao, A1)
+ (1 —|—M2)U(C2,H2) - ¢8,2va(A17A2) R (1 +Mn)U(CnaHn) - ¢8,nva(An71aAn) +---

=Eo) B [(1+M)U(C Hy) — 95, V(Ar-1,A))]

where the evolution of a cumulative multiplier M; can be written as
My =M, + (PSt

and M,1 =0.
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C. THE COMPLETE MARKET WITH LIMITED ENFORCEMENT

C.1. LAGRANGIAN
The Lagrangian for the optimal monetary policy problem with a limited en-

forcement in complete market is the following:

max (¢, ,p,.0, < =Eo), B’ [(1+M,)U(CI,H,)—¢3,V“(At,1,s,)
Ft:LnAnHH.r};D;O

AH,
o M pp - 20642000 |
!

t

AH, _
s eI L R —E}

ve H'M*
€ — 1 Al‘Ph,l

1—allé )} e .
Foud (l—a) | ——= |  +oallf,A —A

+ O‘ﬁnlgi,tﬂLtH - Lt}

-«

1
1—allg M\
_¢5t (l—at Ft—Lt

9 {12070~ (1-2)P};°}
+on{Ce -0} |

Applying ¢»; = ¢3; = ¢s; = 0, first-order conditions are given by

1—all ! w1
Gar § ATl — (1—(1 £ ) =0 (C.1)
(1+M)C % —(1=A)9P, 0 +0¢1C7 ' =0 (C2)
X A
—V(L+M)H + e~ =0 (C.3)
!

091.P,, *{(1-A)C+A0/C/} — ¢ (1 - 2)(1—0)P; % =0 (C.4)
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(1-0)A¢6:Q; ° + 2601, P, 207 C; + ¢7:(C)° =0 (C.5)
AH,
G4+ BE [9g: 1V (A1, Ay 1)] = —(PUAZZ ! + aBE 1T, Gari1].
13

C.2. DERIVATION OF EQUATION (41)

Equation (39) can be rewritten as follows
My, = {o+(1— @)} e (C.6)

Applying this equation to (14)

1—odlg M\ o7 .
Al‘ — (1 - Ot) ﬁ + OCHHJA,,I

-«

l—af{a+(1—a)A- -1\ & e
:(l_a)< As = +oa{o+(1—a)A | e A,

{a+(1—a)A YA
{o+(1—a)Af e
= A {a+(1-a)A e
:At—IHH,t_

Thus, the inflation becomes of the following form:

A

Ty, =
T A ,

(C7

and the substitution of (C.7) into (C.6) yields the law of motion for relative price
distortion (41).
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C.3. DERIVATION OF EQUATION (42)
First, ¢; derives from (C.3).

HFA,
Aq

¢1t - V(l +M[)

Using ¢y, and the social resource constraint (16), I can derive ¢, from (C.4)

ve (14+M,)H"™
(1-2)(1—-6) p.°®

¢6t =

And using ¢y;, I can also derive ¢, from (C.2)

(14M,) HEA
= 1-2 -C°
¢7t GC,Gil ( )AtPhBJ t

Now, substituting ¢1;, ¢, and ¢7; into (C.5):

_1
(1-0)A06,0,° +1601,P, 007 ' CO, ° +9:CT Q" =

(1—0)Ave (1+M)H'* HIA L
|t
L (1+M) H'A,
+C;GQ1 ! C,G_i V(l _A)A:Phet -G °
it

AvO H1+X g 6-1-1 C, HXA, cl-c

- °CiH+v(l—A L1 _ =0
(1—2A )Pl th h,t o, r+v( )GQtA,PhOJ o0, )

Multiplying both sides of the above equation with C°~!Q;, and using the social
resource constraint (16) and the international risk sharing condition (26)(i.e.,

AP -3
=B (1= 420/ 7)C). Lobtain (42):
t 7
o621 A p000 5oy y(1 - 2)ce g —1=0
(1 A,) Pl 2] te 1 l‘ ]’ll t ( ) t I’l,[ )
N 1 68A  HA
1=vCeH! = [(1= )P+ 00AP) 00 = + 2 o,

APy ’ ’ I—AA,C, Q
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i —0

A o—1 cOA Ph [
1=vC°H! —— |(1-A)P % +c0AP 00, ° ! 1-A4+10, °)C
t t A[PhJ -( ) hit +0 ht Ql‘ + 1 — ), CtPh_te te_l ( + Ql ) t
opr_ AP | 1-6 10, plg -y 0OA% 11"
VG H = A, (1=2)P,, " +00A(Q; " +h,, "0, )"‘ﬁQt

D. A BOND MODEL WITH LIMITED ENFORCEMENT

D.1. LAGRANGIAN

The Lagrangian for the optimal monetary policy problem with a limited en-
forcement in the bond model is the following:

maxc, p, 5,.p.0,L =E0 Yo B |(1+M)U(C,Hy) — 9V (A1,5:)

Fo LA Ty 172

AH _ %
+¢1t{tAt’—th((l—/l)Cer/leCz)}
AH, _
_¢21{A:chty+aﬁnlfi]’t:_]E+l_E}
t
142
ve H,
- S afIly, Ly —L
¢3t{€_1AtPh,t+ BTy 1 Lo t}
- Qg \
+ a4 (1—a) (1_(:”> +OCH§I7,AI_1—AI
1
1—allg M\ 7
‘PSz{( 1_a’t> F—-L
+¢6t{1_lQ179_(1_l)Pf56}

Applying ¢»; = ¢3; = ¢s; = O, first-order conditions are given by

- ol )
Ous A,IHH,f—<1_a’f> =0 (D.1)
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(+M)C0 — PP (1-2) — 2 — g

A
—v(L+M)H 45591+ ) = 0
t

001.P,) *{(1=2)C+ 200 C; } — 9o (1= 1) (1 - )P}

B, B
+¢7: 4 G + — — =0
m{cro (1)}

4 B B
1_9 :—6 P—G Ze—lc*_¢7th ' _ !
( )96 O hit o ! APy \1+ips I
1t + @7 )AH,
¢4t +BEI[¢8H—1Vla(At7AH—1)] = O‘BEI[H?{JH%&I] - W
t
07,0, 1 _BE 076410141
Phy 1+ipsy tPhJHH;kH.

D.2. DERIVATION OF EQUATION (61)

79

(D.2)

(D.3)

(D.4)

(D.5)

(D.6)

(D.7)

Combining (D.2) and (D.3):
(14+M)Go 22
hit
¢1l = —0 :
(1 —A)Ph’t
(1+m)co -2
V(l—i—Mt)HXﬁ _ Py + o
" A (1—-A)p, 7
A
v+ M)HF L(1-2)P, P = (1+Mt)c;“—@+(1—A)P,j;9@
A ’ Ph,t ’ Ph,t
7 A

Ph,t At

(1= (1= )P %) = (14 MG ® — V(1 + M)HF S (1 )R, ¢
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and then applying (19), ¢, and ¢, are solved:

o (I+M)CG° (0 A a0
Por = 71Qt]_6 1—v(l1 A)A; C/ H; Ph,t | (D.8)
(1+M,)C;°

1 A
o1 = [1— Tor <1—v(1—A)A’C,°Ht%P};9ﬂ (D.9)
t .

o
Applying ¢7, into (D.7), (61) is derived:

(1 —)L)P,;f’

At+1 X —
c >a 01 0P (M )(1—v(1 =) CIG—&-IHI—&-lPht—«—l)

Arsi
G

1:ﬁ(1+i},,)Et < "
OII7 O 1 (1+M)(1—v(1 —l)%CthxPi:t )
; :

D.3. DERIVATION OF EQUATION (62)

B B,_
Letzy = —— — — *1 . Combining (D.4) with (D.5) gives
1 + lF,l* Hl
0o = ———55 | 001 PL, O {(1—2)C, +200C)} + 67,(Ci + Quzr)
(1— 7L)Ph7[ ’
20-1 ¢7zQ

From the equation in the second equality:

+
(1-2)P;° AP

[(13)%1(( —A)G+A0/CH)+ 6P, P Q7% 1C*] oy =

G+ Oz Q; ] ¢71

)

0
(1—1)
1

= 1-6
B A(I—A)P/i;e [A(CH—Qtzt)_{_( )th o, Zt} O

P (1=2)C+A0C) + (1= 1P 07y | o

0 [AP;;G((I — )G AHAQPC) +A(1— )PV 020~ 10*} o1
= [A(Ct‘f'QtZt)‘i‘( )Pl °0f Zt] O
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Subsequently,
AC+0iz)+(1—A)P 900
z;’_x,, where k=07 (G 1) ) he =t
t

AR O((1=2)G+200CH) +A(1-)F gl
Applying (D.8) and (D.9) to ¢7; and ¢y;:

1+M)C° ! : h
9 <(1—7Lt))Pt9 [1—;@e{l_v(l_k)Aic’GH%&’ﬂH
1t ht !
—_— - —0

20} A |
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Thus, applying (1 — l)P}}_[_e =1-20/79:
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