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The General Equilibrium Structure of the New     Keynesian Macro Model for Open Economy

I. Non-Linear Equilibrium Conditions

The aggregate demand block:
Employ the world equilibrium condition, 
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Consider the domestic representative consumer’s problem:
אינדקס זמן של כמות הכסף:
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where 
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 are net holdings of domestic & foreign assets respectively. By employing first order conditions, we see for consumption at 
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And the transversality condition:

(2) 
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In the flexible-price model the aggregate worldwide output 
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 is an exogenous variable. It is implicitly solved from the equation, in which 
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 are set at their natural levels.
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 Equations (1)-(2), together with the interest-rate rule linking the paths of  
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  determine the equilibrium paths of  
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 is determined in the flexible price  case.

In the rigid price Model equations (1)-(2) are still valid (the condition of optimal spending by individual is the same). But instead of the exogenous process {
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}, there is the aggregate supply block within which a fraction of 
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 is endogenously determined.

The aggregate supply block:

(3) 
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The system of equations (1) (3)-(7) jointly determine the evolution of 
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, and aggregate supply, 
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, given 
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, which is picked by the monetary authority under the U.I.P. as the endogenous law of motion for the exchange rate 
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 (contained in 
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) and  the exogenous evolution of the disturbances {
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A monetary policy rule might be specified by a Taylor rule of the form

(8) 
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in which 
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 is an additional exogenous disturbance (reflecting measurements error term, policy shocks and alike). 
Comment on the role of real and nominal balances, under interest rule monetary regime and additive utility.
II. A Log Linear representation
A log-linear approximation of (1) is 

(9) 
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Log linearization of the aggregate supply block, equations (3) – (7), yields

(10) 
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in which perfect capital mobility is assumed such that the domestic agent has a costless access to the international financial market and domestic household can smooth consumptions.

Log linearization of (8) yields:

(11) 
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 in which 
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 are exogenous time varying intercept (the sum of real interest rate & the inflation target ) and constant policy coefficient (the inflation target), respectively.

Define the output gap from the steady state, 
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, then subtract 
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I. Aggregate Demand:
להעביר את הריבית הטבעית ימינה
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where 
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. Is the logarithmic deviation of the exogenous natural real interest rate, from its steady state’s level.

II. Aggregate Supply   
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III.Interest Rate Rule:  
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