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Abstract

This paper introduces the Calvo-style sticky price model with trend inflation into the classical two-
country Ricardian and Ricardo-Viner trade models, and provides novel implications of the interactions
between the nominal- and real-side in the long-run steady state equilibrium. First, the pattern of trade
relates to the industry-level price and productivity, and the industry-level price and productivity in
turn depend on the country’s inflation rate and the degree of price stickiness of each industry. As a
result, the monetary policy has different impacts across industries, and hence it may act as a trade
policy. Second, the inflation rate affects the terms of trade through changing the productivity. Such a
manipulation of the terms of trade generates the welfare gain of the country. The optimal inflation rate
in the open-economy is positive under some parameter values, contrary to the standard closed-economy
or small-open sticky price models which implies that the optimal inflation rate is zero. Even if not
positive, the welfare loss of deviating from zero inflation is always lower under two-country models

than one under the closed-economy or small-open models.
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1 Introduction

Trade models usually abstract the nominal-side.! A reason is that international trade models consider
the long-run real allocations, and in the long-run the nominal-side is assumed to play no essential role.
However, recent monetary studies theoretically show that the nominal-side can have a long-run (steady
state) real consequence under trend inflation (e.g., Damjanovic and Nolan, 2010; Ascari and Sbordone,

2014). Meanwhile, motivated by recent convention that many central banks set target inflation rates
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to be positive, monetary studies analyze the consequence of trend inflation on economic welfare using
various versions of sticky price models with trend inflation (e.g., King and Wolman, 1999; Ascari, 2004;
Schmitt-Grohé and Uribe, 2007, 2011; Ascari and Ropele, 2007; Coibion et al., 2012; Ascari and Sbordone,
2014). These studies basically conclude that zero-inflation rate maximizes welfare. However, these authors
focus on single-good closed-economy settings, and the long-run consequence of trend inflation in an open-
economy is yet to be analyzed.

This paper introduces a stylized model of nominal rigidity with trend inflation to the classical Ricardian
and Ricardo-Viner international trade models, and analyzes the long-run stationary state properties. The
long-run analysis follows the tradition of trade studies, which consider a stationary (static) situation. In
addition, the long-run theoretical analysis is practically important to understand the consequence of the
current convention of positive target and actual inflation rate across countries.

The model indicates several novel implications of the interactions between the nominal- and real-side.
First, the magnitude of price rigidity and the inflation rate affect the pattern of trade. As a result, the
monetary policy has different impacts across industries, and hence it may act as a trade policy. Thus, the
model provides an example of a break of the neo-classical dichotomy in international trade models. Second,
under some parameter values, the optimal inflation rate in the open-economy is positive, contrary to the
standard closed-economy or small-open sticky price models which implies that the optimal inflation rate
is zero. The inflation rate affects the terms of trade through changing the relative effective productivity
across industries. Such a manipulation of the terms of trade generates the welfare gain of the country.
When this gains from the terms of trade is large enough to offset the loss of the production capacity
reduction, non-zero inflation leads to the welfare gain. In general, the welfare loss of deviating from zero
inflation is always lower under two-country models than one under the closed-economy or small-open
models.

The rest of the introduction explains the main idea of the paper and the contributions to the literature.

Section 2 introduces the model. Section 3 presents the results. Section 4 concludes.

1.1 Mechanism

The baseline model builds on the canonical Calvo-style sticky price model (Calvo, 1983; Yun, 1996)
with trend inflation (Schmitt-Grohé and Uribe, 2007, 2011; Ascari and Sbordone, 2014) and the classical
two-country two-good Ricardian model. Labor is the fundamental production factor. Nontradeable in-
termediate goods are produced using a linear-in-labor technology (constant-returns-to-scale; CRS) in the
baseline setting, and these intermediate goods are used for producing tradeable final goods. Intermediate
producers produce differentiated intermediate goods, so that intermediate goods markets are monopolisti-
cally competitive. Each intermediate producer sets its selling price subject to the probabilistic opportunity
of a price adjustment (standard “Calvo” friction). Accordingly, price is rigid in the intermediate goods

market, which is the input-side of the final goods, rather than the output-side of the final goods.? Under

2In standard monetary open-economy macro models such as Obstfeld and Rogoff (1995), Devereux and Engel (2003)
and Corsetti et al. (2011), final good producers set their output prices. These authors analyze the short-run dynamics of the
exchange rate influenced by price setting behavior of the tradeable final goods producers (“producer’s currency pricing” or
“local currency pricing”). The reasons why this standard specification is not adapted here are as follows. First, empirical
trade studies show that exporters are rare, and that domestic sales are larger than foreign sales even for exporters (e.g.,



autarky, an industry-level aggregation result holds, which is the same aggregation result as in a model
with the price rigidity in the final good sector. In the current setting, the same aggregation result holds
in the open-economy equilibrium.

After the industry-level aggregation, the final good production is expressed as a product of the labor
and the effective productivity term, and the effective productivity term depends on the nominal-side
parameters. Labor is the total number of workers in the industry. The effective labor productivity
consists of two terms: the exogenous productivity, and the real resource costs. The exogenous productivity
is exogenously given, and is common within industry. The real resource costs come from the price
dispersion across symmetric intermediate goods due to the price rigidity and inflation. In this sense, the
real resource costs depend on the nominal-side parameters. The industry-level price of the final good
depends on this effective labor productivity and the markup. The markup (i.e., the ratio of output price
to the the marginal cost) fundamentally stems from the monopolistic competition in the input market.
The effective markup depends not only on the elasticity of substitution among input variety but also on
the nominal-side parameters owing to the price dispersion within and across industries.

In the costless trade equilibrium, the relative price under autarky determines the patten of special-
ization as in the standard Ricardian model, and the relative price depends on exogenous productivity,
the resource cost, and the markup. Consequently, the pattern of trade depends on the nominal-side pa-
rameters: inflation rate and the probabilities of price change. More precisely, since low rigidity and low
(close to zero) inflation rate lead to high industry-level productivity, the industry is more likely to have a
comparative advantage, holding other factors constant. As a result, the monetary policy controlling the
aggregate inflation rate has different impacts across industries, and hence it may act as a trade policy
even in the long-run. This long-run implication contrasts with and complements the standard argument
for the short-run effects, which explains the monetary policy acts as a trade policy through changing the
nominal exchange rate (e.g., Corsetti et al., 2011).

The optimal inflation rate in the open-economy is then positive (or negative) under some parameter
values, contrary to the standard closed-economy sticky price models which imply that the optimal inflation
rate is zero. In the analysis, welfare is measured by the steady state utility of the household (King and
Wolman, 1999; Ascari, 2004). The channel induces non-zero inflation to be optimal is the immiserizing
growth through manipulating the terms of trade, and hence sacrifices the welfare of the trade partner.?

In the standard single-good closed-economy sticky price models, King and Wolman (1999) show that
the optimal inflation rate calls for managing two distortions: the markup distortion and price distortion.*
Monopolistic competition leads to the markup distortion. When inflation rate is high, price setters choose

high markup. Meanwhile, the expected average markup during the non-adjusting period is low. As a

Bernard and Jensen, 1999). Second, empirical price studies (see reference in Klenow and Malin, 2011) show that price rigidity
is prevalent both in consumer price index data and producer price index data. Given these empirical facts, the implications
of the price rigidity in the domestic intermediate input market is worth to be analyzed. Third, theoretically, the current
specification can abstract a complicated cross-country price setting behavior.

3Under certain parameters, the inflation setting behavior resembles to the short-run competitive devaluation problem
(c.f., Corsetti et al., 2011) and the strategic tariff problem (c.f., Bagwell and Staiger, 1999). The strategic interaction of
inflation settings is not examined in this paper, but is an important future research topic.

4King and Wolman (1999) use a staggered price model rather than the Calvo model, but the difference is not essential
in the steady state.



result, average markup is the lowest under a mild inflation, which minimizes the loss from the markup
distortion. King and Wolman (1999) also show that under the standard parameters the welfare gain
of reducing the markup distortion is quantitatively small. Partly due to this quantitatively minor role,
some researchers drop the markup distortion by including distortion-corrective tax/subsidy, and focus on
the price distortion (see discussion by Benigno and Woodford, 2005). The price distortion is associated
with the price dispersion among the differentiated products. Zero-inflation rate eliminates the resource
loss of this dispersion, and non-zero inflation rate effectively reduces industry-level productivity if the
industry’s price is rigid (Damjanovic and Nolan, 2010). In single-good closed-economy models, a tiny-
positive inflation maximizes the welfare with two distortions, and zero-inflation maximizes the welfare if
the markup distortion is already adjusted.

This productivity reduction through the price distortion under the positive (or negative) inflation
presents even in the open-economy equilibrium, but in two-country open-economy settings, a productivity
loss is not necessarily leads to a lower welfare. Instead, in some cases, the productivity loss improves
welfare of the country. The reverse version of this mechanism is classically known as the immiserizing
growth (Johnson, 1955; Bhagwati, 1958). That is, technological improvement may decrease the welfare
of the country because the expansion of exporting industry leads to a deterioration of the terms of trade
(i.e., the relative price of exports in terms of imports). Thanks to this mechanism, under a certain set of
parameters, non-zero inflation effectively decreases the productivity of the exporting industry, improves
the terms of trade, and then improves the welfare of the country. This channel of the welfare improvement
is enacted by either deflation or inflation, but the productivity reduction is more sensitive to inflation
than deflation. In this sense, inflation case is more important.

In the extension, the intermediate production still depends only on labor but now exhibits the
decreasing-returns-to-scale (DRS). The industry-level aggregation of production still holds; the real re-
source cost term appears as the additional term in the aggregate production function. The expression of
the relative price differs from the CRS case. The relative price of two goods under autarky now depends
on the size of the production of each sector. The corresponding trade model is the Ricardo-Viner (as
also known as the specific factors) model. Both of the two countries produce both of the two goods, and
they exchange one of the goods each other. The basic implications obtained in the CRS setting carry
over in this extension. First, the pattern of trade depends on the inflation rate and the probabilities of
price change, among other parameters. Second, under a certain condition, the terms of trade improves as
the inflation rate of the home country deviates from one. Third, the terms of trade generally attenuates
the loss of the resource cost, and in some cases, inflation improves the welfare of the home country. In
addition, this Ricardo-Viner model provides a simple formula of characterizing the welfare impact, based
on country’s import share, the elasticity of the terms of trade with respect to the inflation rate, and the

elasticity of the resource cost with respect to the inflation rate.

1.2 Literature

This paper contributes to two strands of the literature: monetary studies considering the optimal inflation
rate, and trade studies considering determinants of comparative advantage and the effects of policies on

the pattern of trade.



First, the paper relies on the literature examining the optimal inflation using sticky price with trend
inflation (Calvo, 1983; Yun, 1996, 2005; Ascari, 2004; Schmitt-Grohé and Uribe, 2007, 2011; Ascari and
Ropele, 2007; Damjanovic and Nolan, 2010; Ascari and Ropele, 2009; Ascari et al., 2011; Coibion et al.,
2012; Ascari and Sbordone, 2014, among many). By dropping the cost of intrinsically useless money
holdings (which implies that deflation is optimal: the Friedman rule), price stabilization through zero-
inflation rate is optimal in the long-run. In the short-run, the initial price dispersion induces a slight
negative rate to be optimal (Yun, 1996; Damjanovic and Nolan, 2010), whereas a possibility of hitting
to the zero-lower bound of the nominal interest rate implies that a slight positive rate to be optimal
(Schmitt-Grohé and Uribe, 2011; Coibion et al., 2012).

Many researchers also examine the price rigidity and the optimal inflation rate in the multi-good (e.g.,
Aoki, 2001; Carvalho, 2006; Barsky et al., 2007) and multi-country framework (e.g., Obstfeld and Rogoff,
1996; Benigno and Benigno, 2003; Benigno, 2004; Corsetti and Pesenti, 2005; Corsetti et al., 2011; Bergin
and Corsetti, 2016). These studies emphasize the role of the short-run stability of relative prices. In the
short-run open-economy models, the nominal exchange rate plays the central role on pattern of trade and
welfare. As Corsetti et al. (2011) summarize, in the short-run, a change in the monetary policy generates
a change in the nominal exchange rate, so that the devaluation of exchange rate has an important policy
implications. Besides, a temporary change in the monetary policy leads to a change in the terms of trade,
which also affects resource allocations in the short-run. For example, Bergin and Corsetti (2016) study
the effect of the short-run change in the terms of trade on the real-side through changes in the firm’s entry
decisions. Contrary to these existing studies, the present paper highlights the long-run consequences in
the sense that the nominal exchange rate is perfectly adjusted. Nevertheless, the nominal-side parameters
are important determinants of equilibrium allocations, and the optimal inflation rate is non-zero. This
discovery is fundamentally different from many existing open-economy monetary studies.

Second, this paper provides a new determinant of the comparative advantage, and examines a policy
relevant for the determinant. Ricardian models in which labor productivity is exogenously given are
empirically successful for explaining cross-country trade (Eaton and Kortum, 2002; Costinot et al., 2012)
and income levels (Alvarez and Lucas, 2007; Waugh, 2010). Yet, these papers do not explore the source of
cross-country, cross-industry productivity differences. This paper complements these papers by examining
the determinants of the industry-level productivity.” A unique finding is that the nominal-side is a
determinant of the industry-level productivity, and hence the nominal-side affects the long-run (steady
state) pattern of trade. In this sense, the model shows a break of the classical dichotomy. The mechanism
behind the optimal inflation rate draws from a classical international trade literature. The reverse version
of the immiserizing growth (Johnson, 1955; Bhagwati, 1958). The immiserizing growth usually refers
that technological improvement of exporting sector hurts the home country through a deterioration of
the terms of trade.® Here, positive inflation leads to the welfare gain by dropping the industry-level

productivity of exporting industry, and hence by improving the terms of trade.

SMatsuyama (2005) explains productivity difference as a result of severity of contractual problem. Ishise (2016) appeals
the fact that capital goods are heterogeneous in their productivity, and shows that the shape of the individual productivity
distribution is a determinant of the industry-level productivity in a Ricardian framework.

SLiterature usually consider the immiseirising growth in the context of Heckscher-Ohlin model. A notable exception is
Matsuyama (2000). Sawada (2009) empirically shows the plausibility of the immiserizing growth.



2 Model

This section presents the model, and shows the industry-level implications of the model. The setup
basically extends the standard cash-less Calvo sticky price with trend inflation (e.g., Ascari and Sbordone,

2014) to a multiple goods and trade. The separate appendix shows detailed derivations.

2.1 Environment

There are two countries, the home and foreign. The foreign country is considered to be the aggregate
rest of the world. The government of the home country controls the country’s inflation rate, but not the
foreign country. The asterisk (*) represents foreign variables if necessary. Time is discrete and infinite
horizon denoted by ¢ = 0,...,00. The model involves an explicit stochastic dynamic problem, while the
analysis focuses on the long-run stationary state in which the aggregate and industry-level variables stay
constant. For simplicity, the international financial transaction is dropped, and the period-by-period
trade balance is imposed.

There are two final goods indexed by i = A, B. Final goods are internationally tradeable without
any trade costs. Final goods producers face the perfect competition in their output market. Final good
producers in both countries can produce identical final goods, while producers in each country use country-
and industry-specific intermediate inputs. Intermediate inputs are nontradeable, and distinguished by
variety. Intermediate production uses labor as the only input. Intermediate producers face monopolistic
competition in their output market. Their price setting is subject to the probabilistic opportunity of a
price adjustment (“Calvo” friction).

Parameters are symmetric across countries, except for (1) population size (N and N*), (2) gross
inflation rate (II and IT*), (3) exogenous labor productivity (6; and 6}), and (4) the probability of price

adjustment (w; and w;).

2.2 Households

There is a representative household in each country, and the representative household consumes final
goods (c;t), supplies homogeneous labor (l;) to earn the real wage (wy), transacts bonds (b;), pays or
receives lump-sum tax/transfer from the government (77¢), and receives real profits of the firms (f;). The

household maximizes the expected life-time utility

max  Fo»  Blule,l), (1)
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subject to the period budget constraint,

P; 1444
Zfltcz’t b+ T = —— b+ wily + [ (4)
— b I,

and the appropriate transversality condition. P; is the nominal aggregate price index, Pj is the nom-
inal price of the good i = {A, B}, 4; is the nominal interest rate associated with the bond holdings,
II; = P,/P,—1 is the inflation rate of the aggregate price index of the country, 3 is discount factor, 1 is
consumption share in the period utility, «; is the share parameter of different final goods, and p is the
elasticity of substitution. Let Asy; denote the ratio of marginal utilities of consumption (“stochastic
discount factor” in the macro-finance term),

U .
Apyj = 5]%- (5)
C

2.3 Production
2.3.1 Final goods producers

Final goods producers produce internationally tradeable final goods using differentiated intermediate
inputs. Production technology is described as a constant-elasticity-of-substitution production function,

and they face perfect competition in their output market. The maximization problem is

P 'p
max ftyit — / t(v)yit(v)dv, (6)
0

subject to

Yit = </01 yit(“)n;ldv> ~ ; (7)

where v is the index of the differentiated input, and 7 is the elasticity of substitution.” From the profit

optimization problem, the demand for each input variety is

i) = (=) (®)

and the price of the industrial product is

1

Py = ( /O 1 Bt(wl—"du) o (9)

"The parameter 7 is assumed to be uniform across countries and industries for the simplicity of the presentation. The
appendix shows derivations allowing cross-country, cross-industry differences in this parameter.



2.3.2 Intermediate input producer

Each intermediate input producer produces a differentiated product. Each input producer has an access
to a production technology using labor as the only input, and faces the industry-wide labor productivity
0. Production exhibits the CRS or DRS, depending on the scale parameter v € (0,1]. The wage
payment is subsidized (if 7;; > 0) or not (if 7;; = 0). This subsidy is widely used in the literature to
eliminate distortion caused by monopolistic competition (Benigno and Woodford, 2005; Schmitt-Grohé
and Uribe, 2007).

An input producer sets own price to maximize its profits, while not all the period can it adjust the
price. In each period, a producer can adjust price with probability of 1 — w;.? Given this “Calvo”
adjustment friction, a firm maximizes present discounted value of the profits stream during the non-
adjustment period. The profits in period ¢ + j are evaluated by the stochastic discount factor of the

country’s representative household, A4, so that each intermediate producer’s problem is

max By Y Ay jwi! Yitt5 (V) = (1 = Titgj ) wesjlis5 (V) | (10)

=0
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subject to the production technology,

Yit+5 (V) = Ot jlin15(v)7, (11)

and the demand (8) in which the own price (Pj;(v)) will be fixed over j = 1,2, ...,

Yitrj(v) = (%) Yit+- (12)

When a firm has chance to adjust its price, the optimal price choice is symmetric across those who adjust

in the industry. The optimal price (P;;) satisfies
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8Including capital stock as an input is a straightforward extension. However, as shown by Baxter (1992), due to the
endogenous accumulation of capital, returns on investment are equalized across industries in the long-run steady state. In
this sense, the model with capital is essentially the same as model without capital.

9For simplicity, this presentation drops the possibility of price indexation (automatic updating of the price in a certain
rate). The derivations in the Appendix includes the indexation. Results are qualitatively robust unless the indexation is
perfect.



2.3.3 Law of the industry price motion and the industry aggregate

From (9), the industry-level price is the weighted average of the adjusted and non-adjusted prices,
) L\ T
_ ~1_ 1—
Py = (wz'Pit,qf + (1 —w)P, 77) " (14)

Industry-level output is obtained first by combining (8) and (11),

P\’ ,
v\ g | = Oitlit(v)7, (15)
it
and then integrating over variety,
0
Yit = ﬁl% (16)
(2

n
where s;; = fol (%) "dv and I = fol li#(v)dv. The variable s;; captures the dispersion cost as explained
it

in the following subsection.

2.4 Equilibrium and steady state

The government budget is balanced
1
Z/ Titwtlit(v)dv + 711+ = 0. (17)
—Jo

Bond and labor markets clearing conditions are

by =0, (18)

> =1 (19)

Trade balance is
Z Pit(yit — cit) = 0. (20)
i
Under the assumption of costless final goods trade, the final goods market clearing condition for each i is
Ney + Nciy = Ny + N yi, (21)

where NV and N* are population size, and ¢, and y;; are foreign consumption and production of the good
1, respectively. As a simple abstraction, the home government directly chooses the aggregate inflation
rate of the country II;. The choice of the inflation rate is called as the monetary policy. The equilibrium
is then defined as the standard manner.

In this model, the law of one price holds for each final goods market, and hence the purchasing power



parity holds. The nominal exchange rate is the ratio of the foreign and home price indices.

2.4.1 Steady state and key industry-level implications

The following analysis focuses on the steady state (more precisely, stationary state) in which (1) produc-
tivity is constant, (2) the industry-level and aggregate allocations are constant, and (3) the aggregate
price grows at rate II (and II* in the foreign).! The main analysis is comparative statics of the welfare
with respect to a change in II, the home country’s trend inflation rate.!!

The industry prices grow at rate II (and II*), and the nominal exchange rate is fully adjusted.'? From

(16), the industry-level output is expressed as
0,

where the dispersion cost term, s;, is

1
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=t ()T (29
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From (13) and (14), the industry-level relative price is expressed as
87 W.1—~
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where the markup term, v;, is

n
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Note that when deriving p; in the steady state, one needs to calculate the infinite sums in (13). Parameter
space is restricted to ensure the finiteness of the infinite sums (c.f., p.693, Ascari and Sbordone, 2014).13

In particular, throughout the paper, the following assumption is imposed.

Assumption 1. 5 € (0,1), 7 > 1, w; € [0,1), and fuw,IT7 < 1.

0utput, labor, and price of each variety differ over time.

HGince the government maximization problem is not explicitly considered, II is treated as a parameter.

12Gince the real exchange rate is always unity, the nominal exchange rate is the price ratio: e; = P;/P;". Then in the
steady state, the nominal exchange rate grows at a constant rate: e; = eo (IT/TT*)".

13 Although Ascari and Sbordone (2014) do not give economic intuitions behind the assumption, the idea is as follows.
Basically, the assumption is satisfied if (1) household is impatient, (2) probability of price change is high, (3) inflation rate
is low (and the assumption is always satisfied under deflation), (4) substitutability among variety is low, and (5) returns to
scale is high. The assumption basically ensures the firms to be operate. Otherwise, expected present discounted value of
firm’s profits become negative, so that the firms do not operate. Under inflation, the price of a firm who cannot adjust price
for many period becomes relatively too low so that period profits become negative. High inflation leads to rapid deterioration
of the price, and hence the possibility of negative profits is high. A firm earns large negative profits through large sales if
the variety is easily substitutable to other varieties. The expected future negative profits are large if the probability of price
change is low. Given exponential aggregate price growth (through constant inflation rate), the price of the non-adjusting firm
becomes low at the exponential rate, so that the future negative profits grows at exponential rate. However, the expected
positive profits after price adjustment is constant. Hence, if household is patient, the effect of expected future negative profits
dominates the profits after the price adjustment.
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In the analysis of trade equilibria, (22)—(25) play the central role. In the single-good, CRS models,
Schmitt-Grohé and Uribe (2006) show the properties of s; in a dynamic setting, King and Wolman (1999)
quantitatively examine the properties of v;.!4, and Ascari and Sbordone (2014) quantitatively examine
the steady state properties. Damjanovic and Nolan (2010) analyze the properties of s; in a single-good

DRS setting. The following Lemma 1 summarizes properties of s; and v; in the steady state.
Lemma 1. Under Assumption 1,
1. Ifw;j=0orII =1, then s] =1, v; =n/(n—1).
2. If 8 — 1, thenv; = n/(n—1).
3. 0s]/OIL =20 if I 2 1.
4. For small e > 0, SZ|H:1+€ > SZ|1‘[:1_5 under usual parameter values.
5. 0v; /o |n=1 < 0.
Proof. See Appendix for the derivations and the precise conditions. O

Figure 1 shows s;, v; (relative to n/(n — 1), i.e., v; when IT = 1), and the normalized relative price
(siv;, relative to s;v; when IT = 1), against II under a set of typical parameter values.'> One period of
the model is a month, but the gross inflation rate, II, in the figures is in the annualized value.

The variable v; captures the markup. The markup consists of the exogenous component coming from
the monopolistic competition (n/(n—1)), and the remaining term that depends on the nominal-side. This
additional term appears because, as discussed by King and Wolman (1999), under trend inflation, the
firms who are do not revise the price face a gradual deterioration of the markup. The firms who revise
the price know this deterioration so that they set higher markup than the “fundamental” markup. The
steady state industry-level average markup is the average of these two effects. On average, the effect of
the non-adjusting firms dominates the effect of the adjusting firms.

The variable s; captures the cost of price dispersion. Under the price rigidity, the firm’s price setting is
not optimal in the period-by-period sense, neither is the production. In particular, under trend inflation,
the price of the non-adjusting firms are lower than the price of the adjusting firms. The price variation
creates asymmetry in production across ex ante symmetric varieties. As a result, some firms produce too
much and others produce too less. That is, some firms employ too much labor and others employ too less.
In the aggregate level, this allocation inefficiency appears as a resource cost. Notice that even with price
rigidity, under zero-inflation, non-adjusting firms do not face automatic price deterioration and hence do
not need to employ too much labor. The economy incurs no dispersion cost under zero-inflation steady
state.

Several implications are in order. First, under zero-inflation (or no price rigidity, w; = 0), the nominal-

side plays no role. In this case, s; = 1, and v; = n/(n — 1) becomes the “fundamental” markup. The

MKing and Wolman (1999) set up price rigidity differently.

15The values are y = 1, = 10, w = 11/12, and 8 = (1/1.04)'/'2. Under these values, the fundamental markup (n/(n—1))
is 11%, the average life of the price is 12 months, and the annual real interest rate is 4%. These values are monthly equivalent
values in Ascari and Sbordone (2014).
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Figure 1: The dispersion cost, the markup and the normalized relative price
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dispersion cost achieves this minimum at II = 1. As II diverges from one, the dispersion cost increases.
In the steady state, the dispersion cost is asymmetric in a sense that 1% inflation is more costly (in terms
of productivity) than 1% deflation. This asymmetry comes from the fact that under deflation, firms who
revise the price set lower price, and the price gradually becomes over-pricing. The economy-wide cost of
this initial under-pricing actually eliminates the cost of over-pricing due to the monopolistic competition.

The middle panel of Figure 1 shows that the markup term is decreasing in II. Precisely, v; is decreasing

when II > 1, but not determined when II < 1. However, under usual parameter values, s; is decreasing
in II.

=1

sv, rel. tosv at II

1

0.95
w 0 09 annual 11

Figure 2: The (normalized) relative price

Given the shapes of s; and v;, the relative price of the industry also depends on II. The relative price
p; is proportional to the product of s; and v;. The price is minimized at the inflation rate slightly higher
than zero (indicated by * mark in the figure). Finally, Figure 2 shows the normalized relative price (s;v;)
against II and w;. If w; is small (high frequency of price change), then the inflation rate plays negligible
role to determine the price. As w; increases, the effect increases.

3 Results

This section shows the results.!® The baseline result is shown in the context of the assumption of the
CRS (v = 1). In this case, open-economy is described by Ricardian trade model. As a reference, the
analysis starts from the single-good autarky case, and the open-economy case follows. Then, a case of

DRS and its quantitative implications are presented.

16 Appendix shows derivations.
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3.1 Autarky
3.1.1 Single-good

Under the single-good autarky, the standard result holds: the welfare is maximized when II is slightly
higher than 1 (King and Wolman, 1999). In particular, the steady state welfare, u(c,l), is

u=c"(1-0)""=(s(1—7)v)? < ” +1¢>_1 (26)

(1—7)

If v is constant, then the welfare is maximized where s is minimized. Otherwise, the welfare depends
on two effects. Since v is decreasing in 1I, the second term is decreasing in v. Given the fact that sv
is minimized at the rate slightly higher than unity, the welfare is maximized somewhere between this

positive rate and zero.

o 1 S i
I
= Maximum (= 1.00)
je) (at I1=1.0003)

. 091 i
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08+ 1
[&]
>
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Figure 3: Consumption-equivalent changes in the welfare under single-good autarky

Figure 3 shows a numerical example.!” The welfare is maximized at the inflation rate slightly higher
than zero, but the consumption gain compared with the zero-inflation is negligible.'® The effect becomes
not small when the inflation rate largely differs from zero. Under high inflation rate (e.g., 10% per year),
the consumption loss is approximately 40%.

Given this minimal role of v;, most of the following analyses focus on the usual case in which the

markup distortion is eliminated.

Assumption 2. (1 —7;)v; = 1.

1"Parameters are: 7 = 10, w = 11/12, § = (1/1.04)*/*2, and ¢ = 1/3.
¥ Throughout the section, figures of the welfare changes are based on the household’s utility in the steady state, and
expressed as consumption equivalent terms (in which the welfare at II = 1 is the baseline).
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This assumption leads to simplicity of analytical results.

3.1.2 Multi-good

When there are two goods, the welfare is expressed as a generalized version of (26), which depends on s 4,
sp, and other factors. Intuitively, the welfare is the weighted average of price and markup distortions of
two goods. If two goods are symmetric, the expression reduces to (26).
Under autarky, using (24) when = 1, the relative price of final goods is,
pa _1—Tavasalp

= _ = 27
pp  1l—Tpuvpspla 27)

As in the standard Ricardian model, the production-side parameters determine the relative price, and the
household-side parameters play no role. However, contrary to the standard Ricardian model, the relative
price depends not only on the aggregate productivity but also on the markup due to the underlying
monopolistic competition structure. This relative price under autarky is the critical variable to determine

the trade pattern when the economy engages in costless trade.

3.2 Two-country: Ricardian model
3.2.1 Nominal-side as a source of comparative advantage

International trade is allowed only for the final goods, and the final goods markets are perfectly com-
petitive. The industry-level technology is expressed as a linear-in-labor function. As a result, the model
essentially implies the Ricardian trade structure. The comparative advantage is determined by the au-
tarky relative prices of two countries. Costless trade equilibrium is then determined as the textbook
Ricardian model (See, for example, Ch. 1 of Feenstra, 2016)

A new implication is that the nominal-side parameters are determinants of comparative advantage.
Holding other things being constant, an industry whose price rigidity is small (high frequency of price
change), the industry-level productivity is high. It then implies that a country is more likely to have
comparative advantage in this sector. Even if there are no fundamental technological difference across
countries, 0; = 0 for i = A, B, a difference in w; and w; creates comparative advantage. Furthermore,
even without differences in w; and w; across countries, if w; differ across industries, and the inflation rate
is non-zero, the relative price is affected. For example, if II is extremely high in a country, the output
price of an industry with lower frequency of price adjustment is higher than the price of an industry
with higher frequency of price adjustment. Regardless of source, cross-industry, cross-country (real) price
difference is a determinant of comparative advantage.

Suppose that the home country posses comparative advantage in producing good A, while the foreign
country posses comparative advantage in B. This is true if the relative price of the home under autarky
is lower than that of the foreign,

1—7T4v4 5408 1 -1 v} 8% 05

= L2 28
l1—7guvpspba 1—71505s50% (28)
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Figure 4: Costless trade equilibrium of two-good model

As in the standard Ricardian model, the world supply curve of a final good is a stair-step shape, which
is shown in Figure 4. Given the downward world demand curve, there are three possible equilibria. First,
if the demand curve crosses the lower-step, the world equilibrium relative price is the same as the home’s
autarky relative price. The home produces A and B, and the foreign produces B. Second, if the demand
curve crosses the middle vertical line, the world equilibrium relative price is in-between the autarky prices
of both countries. The home produces A, and the foreign produces B. Third, if the demand curve crosses
the upper-step, the world equilibrium relative price is the same as the foregin’s autarky relative price.

The home produces A, and the foreign produces A and B. In summary,

Proposition 1. Consider a two-country, two-good model. Under costless trade, specialization pattern is
determined by the autarky relative prices of two countries, which depend on the exogenous productivity,
the dispersion cost, and the markup terms. The dispersion cost and markup terms in turn depend on
price rigidity and the inflation rate. As Ricardian model, the world supply curve in the steady state has a

stair-step pattern.

3.2.2 Terms of trade

Suppose that each country completely specializes in which the home produces good A and the foreign

produces good B.' The open-economy equilibrium relative price is

pa _ o4 (9; saAN* ¢+ (1 - 7a)up(l —w))i' 9)
*B —

pp ap \Oasy N ¥+ (1—1h)v5(1 )

9The following immiserizing growth result holds if the home completely specializes.
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Figure 5: Equilibrium relative price under high and low inflation rate

The relative price is the home country’s terms of trade because the home country exports good A and
imports good B.

Given (29), an increase in s4 through a deviation from IT = 1 improves the home country’s terms of
trade. This improvement simply comes from the fact that an increase in the dispersion cost (s4) leads to
a decrease in the industry-level productivity, and low industry-level productivity is associated with high
price in perfectly competitive final goods market. Figure 5 describes the result of high s4 (broken-line)
and low s4. The middle vertical line under high s4 locates to the left of the vertical line under low s4 .
Given downward sloping world demand curve, this difference in the vertical line implies the higher relative

price (the terms of trade).? In summary,

Proposition 2. Consider a two-country, two-good model where the home specializes good A and the
foreign specializes good B production, and assume Assumption 2. The home country’s terms of trade

improves as 11 diverges from 1.

201f |95 /0T| < |0sp /01|, the lower-step goes down, rather than up. This difference does not affect the effect on the
terms of trade.
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3.2.3 Welfare enhancing inflation

The welfare of the home country is

(0’1 -

e —— <a5;+a3az;1 (%SAN*w+<1—m>m<1—w>>p5>p*
0) \Q

u

1-— 1 —7T4)vasa Oa sy N Y+ (1 —1h)vp(1 —1)

oA —Ta)ua(l — )
Y+ (1—=7a)va(l =)

(30)

Suppose now that the markup distortion is dropped (by Assumption 2). Remember that under autarky

the optimal inflation rate is unity. The welfare in an open-economy equilibrium also depends on II, and

ouTl val <1 Lopop (6psaN\7 ) 0sall o)
olu 1 /0 = T p ag \fOass N OIl s4
oy + apal) 1(%%%) ? B

The first term is always positive. The second term (inside of the parentheses) can be positive or negative
depending on the parameter values. The last term follows Lemma 1. Hence, if the second term is positive,
zero-inflation maximizes the welfare as autarky case. However, if the second term is negative, the welfare

increases as Il diverges from 1. In summary,

Proposition 3. Consider a two-country, two-good model where the home specializes good A and the
foreign specializes good B production. Suppose that the markup distortion is dropped by Assumption 2.

The home country’s welfare increases as 11 diverges from 1 if

p—1

1— 0% N*\ »

- P%B <BSA> S (32)
p ap \Oasy N

The condition has two parts. First, p < 1. This means that the magnitude of complementarity of two
final goods is stronger than the Cobb-Douglas (p = 1) situation. Second, given p < 1, the condition holds
if (1) p is small, (2) ap is large, (3) 04/6% is large, (4) s3;/s4 is large, and (5) N/N* is large. In words,
if a large country exports essential goods using highly productive technology but the goods are not large
in the budget share, then the welfare gain is more likely.

The change in the welfare depends on two effects. A change in the terms of trade is positive for
the welfare. At the same time, a reduction of productivity reduces the output of the country. The
output reduction itself leads to a home’s welfare loss. Hence, the home’s welfare depends on which effect
dominates. Under the above condition, the gains from the terms of trade defeats the loss from the output
reduction.

Figure 6 describes the result by showing home country’s production possibility frontiers (straight
lines), budget constraints (broken lines), and indifference curves under different inflation rate. Suppose

that one situation is II = 1 (which is shown without apostrophe), and the other for II > 1 or IT < 1
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Figure 6: The effect of non-zero inflation

(with apostrophe). As seen in Lemma 1, deviating from IT = 1 leads to a reduction in the industry-level
productivity through increasing the dispersion cost. The production possibility frontier (PPF) captures
the difference in the industry-level productivity: PPE’ locates inside of the PPF. Under the situation that
the specialization pattern is the same, the country produces good A only. At the same time, the lower
industry-level productivity is associated with the higher terms of trade. The budget line (which captures
the relative price of A in terms of B, i.e., the terms of trade) is steeper for the non-zero inflation rate
case than for the zero-inflation case. The steeper slope of the budget line may not necessarily lead to the
higher utility. Under a certain condition (notably, in the figure, ap >> a4), the higher utility is attained
under the non-zero inflation rate.

In Figure 6 the home’s productivity of good B is unchanged. This is not a required assumption.
Instead, the productivity of the other industry (which is not producing) can also be decreasing in II. As
long as specialization patten is unchanged, the welfare result holds. Since a parallel shift in the home’s
PPF ensures no change in the specialization pattern, a reduction in the industry-level productivity of
non-producing industry helps to sustain the main result.

The reverse version, i.e., the welfare loss through technology improvement, is classically known as the
immiserizing growth (Johnson, 1955; Bhagwati, 1958). The literature usually describes the immiserizing
growth as a result of exogenous technological growth. Here, the manipulation of the terms of trade is the
result of the policy change.

The dashed-line of Figure 7 shows a numerical example of the effect when p = 0.5.2! Contrary to the

21The other parameter values are: n = 10, w; = w} = 11/12, § = 0.9967, ¢ = 1/3, 05/0% = 1, s = 1, aa = 0.1,
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single-good autarky case, the welfare is minimized at II = 1. The effect is not large for 1-2% inflation or
deflation, but is nonnegligible when the inflation rate is large. In terms of deflation/inflation, the welfare

gain is larger for 10% inflation than 10% deflation, reflecting the asymmetry of the dispersion cost.
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Figure 7: Consumption-equivalent changes in the welfare under single-good autarky, small-open, and
two-country models with various parameterizations

The figure shows that higher inflation (or lower and lower deflation) is better, but there is a limitation.
If productivity drop is large enough to break (28), the trade pattern changes. The welfare calculation

(31) is not applicable. In this sense, the welfare improvement is local, not global, effect.

3.3 Small-open economy

The welfare minimization of zero-inflation is possible under restrictive set of parameters. However, the
positive impact of the terms of trade on the welfare is a generic result.

In the two-country model, the source of welfare improvement is a change in the terms of trade. The
channel is specific to a two-country model. In fact, the welfare effect of inflation is always negative in
closed-economy and small-open economy models. A small-open setting is a case in which the world price
(in particular the relative price of goods) is exogenously given, and is constant. Under a small-open
setting, changes in the home country do not affect the terms of trade. Hence, the effect of II on the
home’s welfare resembles to the closed-economy setting. In particular, under Assumption 2, the welfare
loss of the closed and small-open models is just the cost of the price rigidity.

Figure 7 compares the effects of II on the welfare in a single-good autarky, two-good small-open
economy, and two-country model with various p values.?? If good A is the only good in the single-good

ap =09, N*/N = 4.
22Gee footnote 21 for the parameter values.
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closed-economy model, the welfare impact of II is the same for the single-good closed-economy model
and the small-open economy model. The loss is purely the resource cost caused by the price rigidity.
When the effect of the terms of trade into account, the welfare loss is in general smaller. The loss of the
production improves the terms of trade, and this improvement attenuates the loss from the resource cost.
The positive impact of the terms of trade exists regardless of the parameter value p. Even if two goods
are close substitute (p is large), a reduction in the capacity of exporting industry leads to an improvement
in the terms of trade. Thus, the welfare cost of inflation in a two-county model is smaller than that in
a closed-economy or small-open economy model. And as shown in Proposition 3, the positive impact of

the terms of trade outperformes the direct negative impact of the resource cost if p < 1.

3.4 Decreasing-returns-to-scale: Ricardo-Viner trade model

When the intermediate production exhibits DRS (y < 1), the aggregate production is also DRS. The
international trade model describing the situation is the Ricardo-Viner model (also known as the specific
factors model). In this case, both of the two countries produce both of the goods, and exports the goods
which a country produces more than the country consumes. As shown in the Appendix, the stationary

equilibrium exists and is unique even without Assumption 2.

Proposition 4. Consider a Ricardo-Viner model (i.e., 0 < v < 1, and two-country, two-good costless
trade model) where the home exports good A and the foreign exports good B. There exists a unique

stationary equilibrium.

Proof. See Appendix. O

As in CRS case, a change in II (II’s deviation from one) leads to a change in the terms of trade. Since
the home country produces both good A and B, the direction of the change is in general not determined.
Under autarky, the relative price depends on {«;, s;,v;, 7} and (v,p). In particular, if and only if s4
responds to IT more than sp (an example of this case is that A is more price sticky sector), then the
relative price p4/pp increases. When the country exports good A, the relative price depends on the
paremeters of the foregin country. The requirement of increasing the relative price (i.e., the terms of
trade) is weaker than one under the autarky. Nevertheless, a sufficient condition of the improvement of

the terms of trade is A is more sticky than B. That is,

Proposition 5. Consider a Ricardo-Viner model where the home exports good A and the foreign exports
good B. Suppose Assumption 2 holds. A change in 11 affects the terms of trade. A sufficient condition

that an increase in the terms of trade by I1’s deviation from one is

8811 E

8573 II
oIl s

- (33)
oIl s},

Proof. See Appendix. O

As in the Ricardian case, the immiserizing growth is possible in this model. Figure 8 illustrates the
situation. Compared with Figure 6, the main difference is that the production possibilities frontiers are

now bow-shaped curves, rather than the straight-lines.
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Figure 8: The effect of non-zero inflation in Ricardo-Viner model

Contrary to the CRS case, the conditions for the immiserizing growth involve complicated form, and
the condition is not readily interpretable. However, using some endogenous variables, the welfare change

is captured by a simple expression.

Proposition 6. Consider a Ricardo-Viner model where the home exports good A and the foreign exports

good B. Suppose Assumption 2 holds. The change in the welfare caused by a change in 11 is expressed as

dull dwll _pslys —co)dp Tl g l;0s] 11 (34)
dil v — dllw c dll p i:ABlaﬂsZ
Proof. See Appendix. O

In the model without investment and government expenditures, the first term (the ratio of imports to
consumption) basically captures the import-GDP ratio. Moreover, this model imposes trade balance, so
that it also captures the export-GDP ratio. Thus, the change in the welfare depends on the trade-GDP
ratio, the inflation elasticity of the terms of trade, labor shares of import and export sectors, and the
inflation elasticity of the dispersion costs.

A back of the envelope calculation of the US case is used to guage the quantitative sense of the
expression. It is not straightforward to divide sectors into exporting sector and importing sector, the
symmetric case (sg4 = sp) is considered. In this case, the last term simply becomes the inflation elasticity

of the dispersion cost, and the value depends on the price rigidity and other model parameters. In the
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case of the US, w is 0.753, which is based on the mean frequency of price change among goods comprising
producer price index (Nakamura and Steinsson, 2007). The monthly inflation rate is the rate of CPI
inflation rate during their sample period, 0.25% per month. Together with (through some arbitrary
calibration) 7 = 10 and v = 0.95, the resource cost elasticity is 0.57. That is, a one-percent increase in
the inflation rate directly reduces the welfare by 0.57%.

The terms of trade elasticity is directly calculated from the data. Using annual data compiled by
OECD, the elasticity is estimated by fitting log of the terms of trade on the log of the inflation rate
and several leads and lags of the first difference of the inflation rate.?® The estimated terms of trade
elasticity is 0.63. Using the trade share (the average of import and export shares) 0.11, the first term
is approximately 0.069. That is, a one-percent increase in the inflation rate indirectly rises the welfare
by 0.069% through improving the terms of trade. Thus, the terms of trade effect reduces welfare loss of
positive inflation approximately by 12%(= 0.069/0.57).

Note that the US’s trade share is the lowest among developed economies. Other things being constant,

a larger trade share makes the effect of the terms of trade stronger.

4 Discussion, conclusion and future directions

Motivated by the prevalence of positive inflation rate across countries and by the cross-country, cross-
industry differences in the price rigidity, this paper introduces a stylized model of nominal rigidity with
trend inflation to the classical Ricardian and Ricardo-Viner international trade models. In the long-run
steady state, the model implies that the magnitude of price rigidity and the inflation rate affect the
pattern of trade, and that optimal inflation rate can be non-zero. The welfare loss of non-zero inflation
is smaller in a two-country model than in a closed or small-open model.

The plausibility of this nominal-side driven trade theory hinges on two issues. The first issue is that
the plausibility of price rigidity under a relatively high inflation rate. In the Calvo model, the frequency
of price change is an exogenous parameter. However, if a country’s inflation rate becomes extremely high,
the price change becomes very frequent. As summarized by Klenow and Malin (2011), price rigidity is
prevalent across country and time, including somewhat high (e.g., more than 5% per year) countries.
Alvarez et al. (2016) study the issue of price adjustment in a high inflation environment. They examine
the price rigidity of Argentina during high inflation years, and find that the frequency of price change
is not large until the inflation rate becomes extremely high (say, more than 50% per year). They also
provides a brief summary of the frequency of price change under high inflation episodes. Their data show
that even in 10% inflation rate, the monthly frequency of price change can be less than 1/4, which means
w is more than 0.75.

The second issue is inter-sector variations in the price rigidity. If there are essentially no inter-
sector differences in the price rigidity, the impact of the inflation on the sectoral productivity would
be small. Nakamura and Steinsson (2008) find that wide cross-product variations in the frequency of

price change in the U.S. consumer and producer price indices data. Vermeulen et al. (2012) find that

23The methodology obviously suffers from several issues in time series econometrics, so the values should be considered
as a very rough value.
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some cross-country and cross-industry variations in the frequency of price adjustment in Euro countries.
Nevertheless, empirical assessment of the effect of nominal-side on the pattern of trade is an important
future research topic.

The main driver of the welfare gain is the manipulation of the terms of trade. Depending on the
examined country, the terms of trade effect may have a large quantitative impact. However, the existing
quantitative studies of optimal inflation rate by Schmitt-Grohé and Uribe (2011) and Coibion et al. (2012)
examine closed-economy cases so they do not include the effect of the terms of trade. One important
research direction is to revisit the quantitative analysis of the optimal inflation rate taking the terms of
trade into account. Another issue is that the gain is associated with a loss of the foreign country, as in the
short-run models (e.g., Corsetti et al., 2011) or strategic tariff model (e.g., Bagwell and Staiger, 1999). A

future research analyzing the strategic problem is expected.

24



References

ALVAREZ, F., M. BERAJA, M. GONZALEZ-ROZADA, AND P. A. NEUMEYER (2016): “From Hyperinfla-

tion to Stable Prices: Argentina’s Evidence on Menu Cost Models,” mimeo.

ALvAREZ, F. AND R. E. Lucas, Jr. (2007): “General Equilibrium Analysis of the Eaton-Kortum Model
of International Trade,” Journal of Monetary Economics, 54, 1726-1768.

Aoxki, K. (2001): “Optimal Monetary Policy Responses to Relative-price Changes,” Journal of Monetary
FEconomics, 48, 55-80.

AscArl, G. (2004): “Staggered Prices and Trend Inflation: Some Nuisances,” Review of Economic
Dynamics, 7, 642—667.

Ascari, G., E. CASTELNUOVO, AND L. RossI (2011): “Calvo vs. Rotemberg in a Trend Inflation World:
An Empirical Investigation,” Journal of Economic Dynamics and Control, 35, 1852—1867.

Ascari, G. AND T. ROPELE (2007): “Optimal Monetary Policy under Low Trend Inflation,” Journal of
Monetary Economics, 54, 2568—-2583.

(2009): “Trend Inflation, Taylor Principle, and Indeterminacy,” Journal of Money, Credit, and
Banking, 41, 1557-1584.

AscArl, G. AND A. M. SBORDONE (2014): “The Macroeconomics of Trend Inflation,” Journal of Eco-
nomic Literature, 52, 679-739.

BaGweLL, K. AND R. W. STAIGER (1999): “An Economic Theory of GATT,” American Economic
Review, 89, 215-248.

BARrsky, R. B., C. L. HOUSE, AND M. S. KIMBALL (2007): “Sticky-Price Models and Durable Goods,”

American Economic Review, 97, 984-998.

BAXTER, M. (1992): “Fiscal Policy, Specialization, and Trade in the Two-Sector Model: The Return of
Ricardo?” Journal of Political Economy, 100, 713-744.

BENIGNO, G. AND P. BENIGNO (2003): “Price Stability in Open Economies,” Review of Economic
Studies, 70, 743-764.

BeENniegNO, P. (2004): “Optimal Monetary Policy in a Currency Area,” Journal of International Eco-
nomics, 63, 293-320.

BENIGNO, P. AND M. WOODFORD (2005): “Inflation Stabilization and Welfare: The Case of a Distorted
Steady State,” Journal of the Furopean Economic Association, 3, 1185—1236.

BERGIN, P. R. AND G. CORSETTI (2016): “Beyond Competitive Devaluations: The Monetary Dimen-

sions of Comparative Advantage,” mimeo.

25



BERNARD, A. B. AND J. B. JENSEN (1999): “Exceptional Exporter Performance: Cause, Effect, or

Both?” Journal of International Economics, 47, 1-25.

BHAGWATI, J. (1958): “Immiserizing Growth: A Geometric Note,” Review of Economic Studies, 25,
201-205.

Cavo, G. A. (1983): “Staggered Prices in a Utility-maximizing Framework,” Journal of Monetary
FEconomics, 12, 383-398.

CARVALHO, C. (2006): “Heterogeneity in Price Stickiness and the Real Effects of Monetary Shocks,”

Frontiers of Macroeconomics, 2.

CoIBION, O., Y. GORODNICHENKO, AND J. WIELAND (2012): “The Optimal Inflation Rate in New
Keynesian Models: Should Central Banks Raise Their Inflation Targets in Light of the Zero Lower
Bound?” Review of Economic Studies, 79, 1371-1406.

CoRrseTTI, G., L. DEDOLA, AND S. LEDUC (2011): “Optimal Monetary Policy in Open Economies,” in
Handbook of Monetary Economics, ed. by B. M. Friedman and M. Woodford, Amsterdam: Elsevier,
vol. 3B of Handbooks in Economics, chap. 16, 861-933.

CORSETTI, G. AND P. PESENTI (2005): “International Dimensions of Optimal Monetary Policy,” Journal
of Monetary Economics, 52, 281-305.

CosTINOT, A., D. DONALDSON, AND I. KOMUNJER (2012): “What Goods Do Countries Trade? A
Quantitative Exploration of Ricardo’s Ideas,” Review of Economic Studies, 79, 581-608.

Damianovic, T. AND C. NoLAN (2010): “Relative Price Distortions and Inflation Persistence,” Eco-
nomic Journal, 120, 1080-1099.

DEVEREUX, M. B. AND C. ENGEL (2003): “Monetary Policy in the Open Economy Revisited: Price
Setting and Exchange-rate Flexibility,” Review of Economic Studies, 70, 765-783.

EATON, J. AND S. KORTUM (2002): “Technology, Geography, and Trade,” Econometrica, 70, 1741-1779.

FEENSTRA, R. C. (2016): Advanced International Trade, Princeton, NJ: Princeton University Press, 2
ed.

IsHISE, H. (2016): “Capital Heterogeneity as a Source of Comparative Advantage: Putty-Clay Technology

in a Ricardian Model,” Journal of International Economics, 99, 223-236.

JoHNSON, H. G. (1955): “Economic Expansion and International Trade,” Manchester School of Economic
and Social Studies, 23, 95-112.

KING, R. G. AND A. L. WOLMAN (1999): “What Should the Monetary Authority Do When Prices Are
Sticky?” in Monetary Policy Rules, ed. by J. B. Taylor, University of Chicago Press.

KrLENOw, P. J. AND B. A. MALIN (2011): “Microeconomic Evidence on Price-Setting,” in Handbook of
Monetary Economics, ed. by B. M. Friedman and M. Woodford, Elsevier, vol. 3.

26



MatsuyaMa, K. (2000): “A Ricardian Model with a Continuum of Goods under Nonhomothetic Prefer-
ences: Demand Complementarities, Income Distribution, and North-South Trade,” Journal of Political
Economy, 108, 1093-1120.

(2005): “Credit Market Imperfections and Patterns of International Trade and Capital Flows,”

Journal of the Furopean Economic Association, 3, 714-723.

NAKAMURA, E. AND J. STEINSSON (2007): “Five Facts About Prices: A Reevaluation of Menu Cost

Models,” mimeo.

(2008): “Five Facts about Prices: A Reevaluation of Menu Cost Models,” Quarterly Journal of
Economics, 123, 1415-1464.

OBSTFELD, M. AND K. ROGOFF (1995): “Exchange Rate Dynamics Redux,” Journal of Political Econ-
omy, 103, 624-660.

(1996): Foundations of International Macroeconomics, Cambridge, MA: MIT Press.

SAWADA, Y. (2009): “The Immiserizing Growth: an Empirical Evaluation,” Applied Economics, 41,
1613-1620.

SCHMITT-GROHE, S. AND M. URIBE (2006): “Optimal Simple and Implementable Monetary and Fiscal
Rules,” NBER working paper, 12402.

(2007): “Optimal Simple and Implementable Monetary and Fiscal Rules,” Journal of Monetary
Economics, 54, 1702-1725.

— (2011): “The Optimal Rate of Inflation,” in Handbook of Monetary Economics, ed. by B. M.
Friedman and M. Woodford, Amsterdam: Elsevier, vol. 3 of Handbooks in Economics, chap. 12, 653—
722.

VERMEULEN, P., D. A. Dias, M. DOSSCHE, E. GAUTIER, I. HERNANDO, R. SABBATINI, AND H. STAHL
(2012): “Price Setting in the Euro Area: Some Stylized Facts from Individual Producer Price Data,”
Journal of Money, Credit, and Banking, 44, 1631-1650.

WAUGH, M. (2010): “International Trade and Income Differences,” American Economic Review, 100,
2093-2124.

Yun, T. (1996): “Nominal Price Rigidity, Money Supply Endogeneity, and Business Cycles,” Journal of
Monetary Economics, 37, 345-370.

(2005): “Optimal Monetary Policy with Relative Price Distortions,” American Economic Review,
95, 89-109.

27



