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Two-Country Model with Nontradables under Financial Autarky This question draws directly upon the lecture on Macroeconomic Interdependence and the Transmission Mechanism by adding nontradables, goods that are exclusively consumed by domestic households, to the model. The extended model is comprised of four goods: CH and CF the home and foreign tradables respectively, consumed by both home and foreign consumers; CN the home ∗ the foreign nontradable, consumed nontradable good, consumed only by home agents; and CN



only by foreign consumers. Maintain the assumption of symmetry across the two countries, such that aH = a∗F ≡ 1 − a∗H and aT = a∗T . The resource constraint for nontradables is: ∗ ∗ CN,t = YN,t



CN,t = YN,t ;



The aggregate consumption aggregator for the home consumers now becomes:   ρ ρ−1 ρ−1 ρ−1 1/ρ ρ ρ 1/ρ Ct = aT CT,t + (1 − aT ) CN,t with a similar expression for foreign consumers. In turn, the aggregator for home consumption of tradable goods is unchanged:  CT,t =



φ−1



1/φ φ aH CH,t



φ−1



+



with a similar expression for foreign consumers. (a) Define the elasticities ρ, φ and σ.



1



1/φ aF CF,tφ







φ φ−1



(b) Verify that the relative demand for tradables and nontradables is: CT,t aT = CN,t 1 − aT







PT,t PN,t



∗ CT,t



−ρ ;



∗ CN,t



∗ PT,t



aT = 1 − aT



!−ρ



∗ PN,t



From this, derive the following price aggregator: h i 1 1−ρ 1−ρ Pt = aT PT1−ρ + (1 − aT )PN,t Under financial autarky, the market clearing conditions are: ∗ CT,t



YH,t PH,t CT,t = ; CN,t YN,t PT,t



∗ CN,t



∗



=



YF,t PF,t ∗ P∗ YN,t T,t



(c) Show that the real exchange rate can be written as:



ln Qt = ln



∗ PT,t



PT,t



1 + ln 1−ρ



aT + (1 − aT ) aT + (1 − aT )



 P ∗ 1−ρ N,t



∗ PT,t







PN,t PT,t



1−ρ



(d) Log-linearise around a symmetric steady state and derive:   Pb • N,t as a function of YbH,t − YbN,t and Tbt . PT,t



•



∗ PbT,t PT,t



as a function of Tbt .



  • Tbt as a function of YbH,t − YbF,t . •







     bt − C bt∗ as a function of Tbt , YbH,t − YbF,t and YbN,t − Yb ∗ . C N,t



(e) What is the response of the terms of trade, the relative price of nontradables and the real exchange rate to a positive shock to the endowment of (i) tradables; and (ii) nontradables? (f) Discuss the following claim: The Harrod-Balassa-Samuelson hypothesis states that a positive shock to productivity in the tradables sector will appreciate the real exchange rate (the relative price of consumption). (g) Are the any conditions under which shocks to (i) tradables or (ii) nontradables can generate a negative correlation between relative consumption and the real exchange rate?
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