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Abstract

In a two-country model of monopolistic competition where PPP holds at aggre-
gate price levels, this paper examines whether market imperfections alone can
fail flexible exchange rates to insulate aggregate output from foreign monetary
shocks. 1t finds that the possibility of insulation hinges on whether monopolists
can freely adjust their individual prices to optimum If monopolists keep rigid
their individual prices, these shocks will destabilize domestic aggregate output;
and the greater the degree of monopoly power, the larger the output fluctuations.
The study conveys an implication for recent menu-costs models that price adjust-
ment costs not only can cause price stickiness and non-neutrality of money, as
they have shown but can fail flexible rate to achieve insulation as well.

The fundamental argument for flexible exchange rates is that they would allow
countries autonomy with respect to their use of monetary, fiscal and other policy
instruments, consistent with the maintenance of whatever degree of freedom in
international transactions they choose to allow their citizens, by automatically
ensuring the preservation of external equilibrium.

- H.G. Johnson [1972, pp. 199]
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l. Introduction

Flexible exchange rates had been widely thought to insulate an economy
from foreign disturbances, thereby providing national autonomy in macro-
economic policy issues. Such view was shared by several notable econo-
mists (Friedman [1953], Meade [1955] and Johnson [1972]). Since the col-
lapse of the Bretton Woods fixed-rate system in 1973, however, our recent
experience with flexible rates has clearly run counter to the positive view
above. Flexible rates have not only exhibited large fluctuations particularly
in 1980s, as opposed to their proponents’ belief (e.g. Friedman [1955]), but
also complicated adjustment problems facing national economies. It appears
that flexible rates have failed to achieve national autonomy.

Indeed, several past studies (Artus and Young [1979], Mussa [1979],
Dornbusch [1983] and Marston [1982, 1985] have shown that flexible rates
generally do not even insulate an economy from foreign monetary distur-
bances. It is because even a foreign shock may transmit its effect on domes-
tic aggregate output through the foreign-price channel, the foreign-output
channel, and/or the foreign-interest-rate channel. Thus, insulation or nation-
al autonomy is achieved only in special cases. Marston [1982] shows that
domestic output can be insulated from a foreign monetary shock if the for-
eign country has full wage indexation. Such insulation can also be achieved
if the law of one price (i.e. domestic and foreign goods are perfect substi-
tutes) is combined with full wage indexation in the home country (Marston
[1985]).1

The paper is to reexamine the question of whether domestic aggregate
output can be insulated from foreign monetary shocks under a flexible-rate
system. In contrast to the past studies noted above, this study introduces
imperfect competition into the goods market and leaves wages determined
in a perfectly competitive market without wage contract and indexation. The
new research direction is motivated by recently developed menu-costs mod-
els (Akerlof and Yellen [1985], Mankiw [1985], Blanchard and Kiyotaki

1. For another example of insulation, see Saidi [1980], where aggregate output is influ-
enced by an intertemporal substitution effect rather than a wage contract lag as seen
in Marston [1982, 1985].
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[1987] and Rotemberg [1987]). Their work shifts the source of Keynesian
nominal rigidity from the labor market to the goods market. More impor-
tantly, they show that price rigidity, due to price adjustment costs (or so-
called menu-costs), can be an equilibrium consistent with agents’ optimiza-
tion behavior. Thus, monetary disturbances can cause the fluctuations of
aggregate output and employment in their models without relying on
agents’ “misperception” as in New-Classical economies (Lucas [1973]) or on
sticky money wage as in traditional Keynesian economies. Can such macro-
economic fluctuations be transmitted to other national economies under
flexible rates? It remains unanswered by the recent menu-costs models. The
present paper represents an initial work on addressing this issue.

Shutting off the channel for international capital movements, the study
proceeds in a two-large-economies model, where each firm produces an
imperfect substitute and is engaged in monopolistic competition and where
the condition of purchasing power parity (PPP) holds at aggregate price lev-
els. The absence of capital flows between countries allows us to focus on the
role of imperfect competition in the goods market, while making analysis
tractable. In contrast to the literature based on perfect competition, the
study captures a new channel whereby the flexible exchange rate may or
may not achieve insulation when foreign monetary disturbances are pre-
sent. As the study will show later, whether insulation can occur hinges on
the interaction between the price of a domestic product relative to domestic
aggregate price and the worldwide real money balances. The main findings
of this study are summarized below:

1. When monopolists can freely adjust their prices to optimum, classical
results obtain in the world economy; i.e. monetary disturbances only
change nominal variables proportionally, hence leaving unchanged relative
prices and worldwide real money balances, and hence keeping aggregate
output and employment fixed at the classical (full information) equilibrium
in each national economy. In addition, such insulation is seen to be indepen-
dent of country size and the degree of monopoly power as well.

2. When monopolists, subject to price adjustment costs, fail to adjust their
prices to optimum, a foreign monetary shock can alter both worldwide real
money balances and domestic relative price (i.e. the price of a domestic
product relative to domestic aggregate price). For example, when monopo-
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lists keep rigid their individual prices, decreased foreign money supply can
reduce worldwide real balances, while raising domestic relative price
because the resulting home-currency depreciation inflates domestic aggre-
gate price. It is seen that the negative real-balances effect always outweighs
the positive relative-price effect, thereby causing worldwide reductions in
aggregate output and employment. Further, the greater the degree of
monopoly power (and/or the larger the size of the foreign country), the
larger the negative impact on the domestic economy.

These results imply that monopolistic competition alone cannot fail the
flexible exchange rate to achieve insulation from foreign monetary distur-
bances. But if monopolists choose not to adjust their prices (due to price
adjustment costs as stressed by recent menu-costs models), the domestic
economy cannot be insulated from these disturbances. Insulation can be
restored in the latter case with individual price rigidities only when monopo-
listic competition is reduced to perfect competition in the goods market or
the foreign economy degenerates into a small economy.

The rest of this paper is organized as follows. Section II outlines the two-
country model with a representative consumer and many monopolists. Sec-
tion III finds the equilibrium levels of macroeconomic variables on micro-
foundation. Section IV examines the impact of a foreign monetary shock for
two cases, where price adjustments are free and where price adjustments
are costly. In Section V, concluding remarks and promising extensions are
given.

Il. The Two-Country Model of Monopolistic Competition

The model contains two countries, the home country and the foreign
country. Each country has a representative consumer and many firms.
Labor is the only production factor supplied by consumers in a competitive
labor market. Yet, as a price-setter under monopolistic competition, each
firm owns market power and produces a differentiated product. The model
shuts off the channel for international capital movements. This model sim-
plification enables us to focus on the question of whether market imperfec-
tions alone can influence flexible exchange rates to insulate the home coun-
try from foreign monetary shocks. Because the two countries are symmet-
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ric in preference and technologies, the home country is taken for most
model specification below. Throughout the paper, foreign variables are
referred to as those with an asterisk (*) and home variables as those with-
out.

A. Consumers

The representative consumer’s welfare is derived from aggregate con-
sumption and leisure. The home country’s welfare function is given by?

U, L=C-1F )

where

B < 1 n 07_1 n* gf;l o-1 (2)
C—(n+n)(n+n.[z.c,- +Ye D

The first term in U(-), C, is a consumption index measuring the level of
aggregate consumption. ¢;’s and ¢/s in lower case are home consumption of
product i(=1, ..., #) and j (=1, ..., "), respectively. Products #’s (;s) are
produced at home (abroad) with #(»") denoting the number of home (for-
eign) product varieties. The parameter ¢ represents the elasticity of substi-
tution between goods in consumption, reflecting the degree of monopoly
power or product differentiation;® this parameter is assumed greater than
one, ensuring the existence of an equilibrium. The second term in U(-), L,
determines disutility from work. L is the level of aggregate employment.
The parameter f3is assumed greater than one, implying increasing marginal
disutility of labor.

The home country’s aggregate price level is given by the price index:

2. The welfare function (1) is borrowed from Mankiw [1985] and Blanchard and Kiyota-
ki [1987]. Yet, due to openness, this function is distinct from theirs by incorporating
foreign goods into the consumer’s consumption basket.

3.In fact, as o approaches infinity, all goods become homogenous (or monopolistic
competition is reduced to perfect competition) and the consumption index is simply:

i‘-‘ +i‘*}

i=1 j=1
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where p; is the price of product ¢ (in home currency), p; is the price of prod-
uct s (in foreign currency), and e is the exchange rate or the home-currency
price of the foreign currency. As implied by (3), a depreciation of the home
currency (i.e. the rise of ¢) raises the price index of the home country, given
all individual prices unchanged.

The home consumer’s holdings of domestic nominal money stock M? is
simply determined by the level of aggregate consumption multiplied by the
level of aggregate price:*

MP=P.C @

Equilibrium in the domestic money market requires the equality of nominal
money demand (M?) and nominal money supply (M):

MP=M5=M ®)

Because of (4) and (5), the home consumer maximizes (1) subject to the lig-
uidity constraint:

i b + ief’;cf =M ®)
i=1 =1

where the consumer’s aggregate nominal expenditure is restricted to the
available nominal money stock (M). The liquidity constraint therefore pro-
vides a channel whereby monetary authorities may influence the world
economy. From utility maximization, the home country’s demand functions
for individual products are given by:®

__1 () (M) ._ (7a)
NN

4, From (3), it is implicitly assumed that money only serves as a medium of exchange
rather than a store of value. In addition, it is assumed that domestic consumers do
not hold foreign currency. Indeed, the latter is the natural result of the assumed
absence of international capital movements here in the paper.
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Symmetry between countries allows us to write the foreign country’s
demand functions:

.1 (p/e (M) .

;- - ! - - ] =1! 2’ Lt |
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where the foreign price index is defined as:

P =[ - (i(p,- /ey +ip;‘*"}] ” (3b)
i=1 j=1

n+n

Comparing (3a) and (3b), one can find that both countries compute their
price indices in the same manner and that international price discrimination
is absent.® Thus, as implied by (3a) and (3b), the condition of PPP (purchas-
ing power parity) holds at aggregate price levels:

P=¢P’ ©)

With (7), (8) and (9), the world demands for good i (= ¢; + ¢;) and for
good j (= ¢;+ ¢;) can be expressed respectively by:

; 1 (oY (M eM
¥ i) |2 808 (10)
Tt n+n'\P) [P+ PJ
paeo L (5) (M, M - @
i n-ﬁ-n'\P' P P

5. Certainly, the other choice variable L is determined by equating the marginal utility
of aggregate consumption (C) to the marginal disutility of labor (L). Later, Section
III will address this question.

6. That is, monopolists regard their home and foreign markets as an integrated market.
If otherwise home and foreign markets are segmented, “pricing to market” (i.e. price
discrimination between home and foreign markets) will be present.
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Clearly, the world demand for any individual product increases as world-
wide real money balances (M/P + eM'/P) rise, while decreasing as an indi-
vidual price relative to aggregate price (p;/P or p;/P’) rise.

B. Firms
All firms, domestic or foreign, have the same, linear technology:
x5=4, i=12,..,n (12)
=, J=1,2, ., (13)

where it is implied that the output of a home (foreign) firm, x(x"), is simply
equal to the input of home (foreign) labor, £(¢7). All firms are engaged in
monopolistic competition. Facing a downward-sloping demand curve char-
acterized by (10) or (11), each firm takes as given all other individual prices
(or the price indices P and P"), the competitive nominal wages (W and W)
and the exchange rate (¢). The linear technologies (12) and (13) imply a
constant marginal production cost equal to W for home firms and equal to
W" for foreign firms. For simplicity, there exist no fixed costs for the pro-
duction of goods. Thus, each monopolist sets its optimal price according to
the price rules:

5, =(—(I—}W, i=1,2,..,n (14)
c-1

b =[ﬁ]W: i=1,2, (15)

Thus, with a common nominal wage in each country, individual prices are
equalized over all home and foreign products, respectively; i.e., p;=p; = ... =
pnand p; =p; = ... =p,. Hereafter, p, is taken as the representative price of
individual home goods and p; as the representative price of individual for-
eign goods.

lll. Equilibrium and Macroeconomic Variables

In the model, general equilibrium requires that the three markets for
money, goods and labor clear jointly in each country. The money-market
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equilibrium condition has been given by (5). The equilibrium conditions for
home and foreign goods are given respectively by x;=¢; + ¢; and x; = ¢; + ¢;.
Using these equilibrium conditions and price equalization, along with (10)
and (11), the home and foreign countries’ real GDPs, Y and Y, are given by’

1-o -

n [ p M eM
aic £ (el B Wil 16
Y n+n*[P] (P+ P] e

. «N1-o "

" n b; M eM
= =) A g e 1
i n+n'{PJ [P+ P] an

Perfect competition is assumed in the labor market. In each country,
nominal wage is perfectly flexible to equate labor demand to labor supply. In
terms of (10), (12) and (16), the home country’s equilibrium employment
level of labor L = 2¢; = X is given by:

L=Y (18)

at the market-clearing real wage,?
74
— =pY*! 19
P B (19)

Correspondingly, the foreign country’s equilibrium employment level
L’ = X¢; = Xx; and equilibrium real wage are given respectively by:

L'=Y" (20)

7. Note that Yis defined as the home country’s nominal GDP deflated by P, i.e.

The similar definition applies to Y.

8.Since M = npx; = WL + &, where = is the nominal profit earned by home monopolists
and # is exogenous under the no-entry assumption, (1) can be written as,

M _p WL

WL T g
P pp L

Thus, using dr/dL =0, the first-order condition, U/ oL = 0 implies (19).

U=
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From (18)-(21), the labor supply curve of each country is vertical as f
approaches infinity or horizontal as  is close to one. In between, each coun-
try’s aggregate employment (output) is correlated positively with its domes-
tic real wage. Hence, in line with empirical evidence as well as earlier
closed-economies models of monopolistic competition {(e.g. Blanchard and
Kiyotaki [1987]), real wage is pro-cyclical here in the model.

The model is static with capital immobile across countries, hence ruling
out the possibility of international borrowing or lending, and hence making
it impossible for aggregate expenditure to exceed aggregate output in each
country. In terms of (4), (5) and (16), the solvency constraint C = Y for the
home country is reduced to:

o- « N/ (0=
& _ n Py M +eM i (22)
P \n+n M
Similarly, the foreign country’s counterpart is written as:
" i /(a-1) « 1/ (o-1)
B (o ) Mee ] 3
P (n+n eM’

From (22) and (23), the world’s overall money stock relative to home (for-
eign) money stock determines the relative price of a home product to home
(foreign) aggregate price, given the elasticity of substitution between goods
(0) and the numbers of home and foreign products. An important policy
implication here is that: whether monetary policy can change a country’s
domestically-produced-product’s relative price depends on whether it can
change this country’s national money stock relative to worldwide money
stock. As implied by (22) and (23), such possibility is unclear without look-
ing into exchange-rate movements. However, it is clear that: when o is infi-
nitely large, the possibility of monetary policy to change relative prices is
completely ruled out. Indeed, in this limiting case, it holds that P=p; = ¢p; =
eP’. That is, if the present model of monopolistic competition is reduced to
that of perfect competition, PPP holds not only at aggregate price levels, but
at individual price levels as well.
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IV. Impact of Foreign Monetary Disturbances

This section begins to examine the impact of a foreign monetary shock
on the world economy. First, let us take total differentials of (the log of) (9)
and (14)-(23):

P=¢+P &
ﬁ- — W, f= 1, 2, ey B (14:)
f’; = W‘, j: 1, 2, ey ?1' (15:)

Y =—(o-1) (), -P)+6(M-P)+(1-0) G+ M'-P)  (16)

Y ==(o-1) (§; - P)+6(M-P)+(1-6) ¢+ M'-P) (17"

L=Y (18"
W-P=(B-1)Y (19"
=y (©20')
W -P =@-1)Y" @1
b -P= [1"—9}(& + M - M) 22"
o-1
e, 0 N e o ,
b -P =—(—](3+M ~M) @3")
o-1

where z (= dz/2) is a percentage change in z and (9') is the differential form of
(9) and the like; 6 of (16') and (17) measures the home country’s money
stock relative to the world’s total money stock and can be taken as an indica-
tor of country size; Like # and #’, M is exogenous, and thus changes in M’
represent the only force that drives the two individual prices p; and p; as well
as the other nine macroeconomic variables: ¢, P, P, W, W, Y, Y",L,and L".
(9") represents PPP in relative form with changes in the exchange rate
(e) reflecting the discrepancy between home and foreign inflation rates.
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(14") and (15') specify home and foreign monopolists’ optimum price adjust-
ments, respectively, where one-percent increase in nominal wages leads to
one-percent increase in individual prices. (16") states that the home coun-
try’s output growth is equal to the percentage change in worldwide real
money balances minus the percentage change (weighted by ¢ — 1) in the
relative price of home individual products; the latter relative-price effect is
negative because an increase in p;/P reduces the world demand for each
home product in accordance with (10). The similar relationships apply to
the foreign country’s output growth due to (17).

In each country, aggregate output and aggregate employment move in
the same direction and in the same rate in each country, as indicated by
(18") and (20'). From (19’) and (21'), by contrast, economic growth may
contribute to a disproportionate rise in real wage, subject to the elasticity of
marginal disutility of labor (B). Finally, (22") and (23') represent the condi-
tions ensuring aggregate output equal to aggregate consumption in the
home and foreign countries, respectively. There, it is implied that as the for-
eign money stock (in home currency) eM" grows faster than the domestic
money stock M, an increase in individual prices must be above (below) the
inflation rate at home (abroad), subject to # and o.°

Two cases will be considered in computing the impact of changes in M.
In the first case, price adjustments are free so that monopolists can always
adjust their prices to optimum in accordance with (14’) and (15'). In the sec-
ond case, however, price adjustments are costly so that keeping prices rigid
in response to shocks can be privately efficient. In addition, by changing
the degree of monopoly power (o), the two market structures — monopolis-
tic competition and perfect competition — will be taken into account in each
case.

9. This also suggests that as foreign money stock (in home currency) grows faster than
domestic money stock, the foreign inflation rate is higher than the domestic inflation
rate, while the rise of domestic individual products exceeds the rise of foreign indi-
vidual products.

10. As shown by Mankiw [1985] and Akerlof and Yellen [1985], price rigidity can only
incur a second order loss to monopolists when they fail to adjust their prices to opti-
mum so that even small price adjustment costs (or so called “menu costs”) may lead
to price rigidity, which is consistent with agents’ optimization behavior.
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To facilitate analysis, readers should note that as required by (16'), (17",
(22") and (23’), the key to generating non-neutrality of money lies in
whether changing national money stock can alter worldwide real money bal-
ances and/or whether changing national money stock can alter the relative
national money stock between countries. The former shifts outward or
inward the demand curves for individual products, while the latter increases
or decrease the quantity demand of individual products.

A. Case 1: Price Adjustments are Free

The solutions for case 1 with price flexibility can be obtained simply by
solving (9') and (14')-(23') and are given below:

é=-M 29
Y=L=W=P=p,=0 (25)
Y'=L'=0 (26)
W=P=p =M @)

In the first case, the flexible exchange rate (¢) can exactly offset the for-
eign monetary shock in that this shock is unable to change both worldwide
real money balances and the relative national money stock. As indicated by
(24), changes in M" lead e to change proportionally in the opposite direc-
tion. That is, one-percent decrease in M" causes one-percent appreciation of
the foreign currency, hence leaving unchanged the (home-currency) for-
eign money stock (eM") and hence keeping the worldwide money stock
(M + eM") and relative national money stock fixed at the original levels. As a
result, the flexible exchange rate insulates the home country perfectly from
the shock as indicated by (25): neither the nominal side nor the real side is
seen to be perturbed. The only impact of the shock that remains is that all
foreign nominal variables (W' P; p;) vary proportionally with M, leaving
unchanged the foreign country’s aggregate output (employment) and real
wage. Note that the scenario for the first case is independent of both coun-
try size (measured by 6) and whether the goods market exhibits monopolis-
tic competition (i.e. o is finite and above one) or perfect competition (i.e. o
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is infinitely large).

B. Case 2: Price Adjustments are Costly

In the second case, price adjustment costs prevent monopolists adjusting
their prices to optimum. It should be noticed that although the prices of
products are rigid in home currency, they are flexible in foreign currency
due to exchange rate fluctuations. This asymmetric case results from the
assumption of home and foreign markets being assumed to be integrated
rather than segmented. Thus, the prices home firms receive from home and
foreign markets are the same in terms of home currency - i.e. changes in
the exchange rate is fully passed through to the prices of products sold
abroad. It may be interesting to analyze the case with the home-currency
price of good x fixed in the home market and the foreign-currency price of
the same good fixed in the foreign market as well (i.e. the case with pricing
to market in the terminology of Krugman [1987]). To do so, however, we
must abandon up the integrated-market assumption and let home and for-
eign markets be segmented, which is beyond the scope of the present study.

To compute the impact of a foreign monetary shock for the second case,
one should suppress the two price rules (14') and (15) and impose the con-
ditions of price rigidities for individual products b= ﬁ;= 0.1 The solutions
for the second case are given by (28)-(34):

. -(l}n‘ar* (28)
o
P = [,1'_9) i 29)
o
W-P=(@-1) [1;—9]1»3" (30)
Pa [ﬂ] i 31)
g

11.In the open economies model, individual-prices rigidities do not lead to aggregate-
price rigidity due to exchange-rate movements, as opposed to open-economies mod-
els (e.g. Blanchard and Kiyotaki [1987]).
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v [0;9] ir (32)
g
W-P'=@B-1) (%BJM* (33)
P [EJM‘ (34)
g

Here in the second case, it is seen that the flexible exchange rate cannot
insulate the home country from a foreign monetary shock. For instance,
decreased foreign money supply (M") not only reduces the foreign coun-
try’s aggregate output (employment) and real wage [(32) and (33)], but also
exacerbates the home country’s counterparts [(29) and (30)]. Further, the
greater the degree of monopoly power (and the larger the size of the for-
eign country 1 — 6), the more significant the impact of the foreign shock on
the two large economies. On the monetary side, a decrease in M~ leads to
the rise in e or depreciation of the home currency in terms of (28), as pre-
dicted by most traditional models of perfect competition.!? The home-cur-
rency depreciation therefore raises the (home-currency) prices of imported
goods, causing inflation in the home country as indicated by (31). To the
contrary, the depreciation reduces the (foreign-currency) prices of import-
ed goods, causing deflation in the foreign country in which a contractionary
monetary shock originates.

In contrast to the first case with perfect insulation, the second case high-
lights the phenomenon that market imperfections plus price rigidities of
individual products can fail the flexible exchange rate to protect a country
from a foreign monetary disturbance. Insulation may occur to the second

12. Yet, in contrast to conventional sticky-price models {¢.g. Dornbusch [1976]), the
model does not generate exchange-rate “overshooting” or “undershooting.” This is
because in the present model all markets clear instantaneously and individual
monopolists keep their prices rigid all the time. Put it another way, say, in Dorn-
busch [1976], price rigidity is along with a disequilibrium in the goods market so
that price will move to clear the market in the long run, but in the current context,
price rigidity can be an equilibrium as in recent menu-costs models {e.g. Blanchard
and Kiyotaki [1987]).
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case, but only when a becomes infinitely large - i.e. the degree of monopoly
power decreases to zero or monopolistic competition degenerates into per-
fect competition. Otherwise, when monopolists cannot freely adjust their
prices to optimum, monetary disturbances tend to transmit macroeconomic
fluctuations abroad under flexible rates. Thus, the market mechanism that
is responsible for the failure of the exchange rate to achieve insulation is in
contrast to the literature based on perfect competition.'®

In this study, as mentioned earlier, whether insulation can be achieved
hinges on the interaction between changes in the home country’s domestic
relative price (p;,/P) and changes in worldwide real money balances (M/P
+ eM’/P) according to (16) or (16'). The literature ignores this interaction,
however. When a foreign monetary shock is present, by using (16), (28)
and (31), the resulting worldwide-real-money-balances effect on home
aggregate output is given by:

oM -P)+(1-6) 6+ M - P)=(1- )M’ (35)
while the relative-price effect on home aggregate output is given by:
1-0) (3, —f"’)=—["—;1) 1-o)M’ (36)

The above two effects highlights the importance of market imperfection
characterized by (o - 1)/, which is less than unity. Insulation can occur
only if the two effects are offset each other. However, as monopolistic com-
petition is present, the worldwide-real-money-balances effect (35) is seen to
always outweigh the relative-price effect (36), thereby ruling out the possi-
bility of insulation. Can the relative-price effect exactly offset the real-bal-
ances effect? Yes, but the premise is that monopolistic competition is
reduced to perfect competition with a approaching infinity or (o - 1)/o get-
ting close to unity.

13.In Artus and Young [1979], Mussa [1979], Dornbusch [1983] and Marston [1985],
for example, flexible rates are generally unlikely to insulate the economy from for-
eign monetary shocks. The possible transmission channels they found include the
foreign aggregate price level, the terms of trade and the real interest rate. In this
study, the latter two channels are absent because PPP holds at aggregate price levels
and because interest rates are suppressed by assumption,
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V. Concluding Remarks

This study has examined whether under a flexible-rate system the
exchange rate can insulate a large economy from a monetary shock origi-
nating in another large economy. Its main findings have been summarized
in Section I. An important policy issue emerges from the study is that: Can
international policy coordination work to help exchange rates to mitigate
the destabilizing effects of monetary or real disturbances in the context
where monopolists’ price adjustments are subject to the so called menu
costs? According to the preliminary results of this study, any type of policy
coordination must be able to reduce the gap between the two opposing
effects on aggregate output: relative-price effect and worldwide real-money-
balances effect. Otherwise, foreign shocks can exacerbate output and
employment fluctuations at home. The interaction between the two oppos-
ing forces is absent in the literature based on perfect competition. An exten-
sion of the present study to address this fine-tuning issue can enrich our
understanding of the role of market imperfection in international macroeco-
nomics.
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