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1. Parameterization
Table 1.

Parameterization

	Parameter
	Symbol
	Value

	The Calvo parameter
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	0.40

	Time Discount Factor
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	0.99

	CRRA
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	0.75

	CES
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	6.00

	MC elasticity w.r.t. own output
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	1.00

	Wage demand elasticity w.r.t. domestic output
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	1.00

	Number of domestically produced goods in the consumption basket
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	0.75


2. Notes
The following quantitative analysis is consistent with the qualitative analysis presented in the paper, with the exception of the closed economy. In a closed economy there is no transmission mechanism (of monetary policy) through the interest parity. As a result, the policy response to output gap is not a monotonic function of the degree of capital market openness. See  figure 2 below. But it can also be seen analytically in our paper.

Demand shocks: In a closed economy a demand shock can be fully accommodated by the monetary authority. That is, it causes no inflation-output tradeoff. Specifically, the monetary authority can set the nominal interest rate so as to adjust the real interest rate, as required, offsetting the effect of the natural real rate upon output and inflation. But, this  is not the case in open economy, when there is an additional transmission mechanism – through the interest parity equation: while adjusting the interest rate so as to accommodate the shock to the natural interest rate, the real exchange rate (RER) typically changes, causing an inflation-output tradeoff. (Unless we specify the interest parity in terms of deviations from natural RER, which is something we may consider.) As a result, the comparison between the closed economy and the different openness  regimes  is problematic. However, the comparison between the different regimes of openness yields expected results.

3. Quantitative Results
We compare an ad-hoc Taylor rule and the optimal rule. 

Among the various determinants of inflation, the expectations channel seems to dominate. Thus, the impulse responses under the different openness regimes look similar. We experimented with: interest parity   channel, added inflations lags, and   small serial correlation. 
To illustrate, tables 2 and 3 below  present the impulse responses under the four regimes.

Globalization contributes to flatten the AS curve:
Figure 1.
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Policy Implications:

· More aggressive with respect to Inflation.

· More benign with respect to output, with the exception of closed economy, when there is no transmission mechanism of the real exchange rate.
   Figure 2.
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Implied volatility of inflation, under optimal policy and under Taylor rule
, given the following (serially correlated) exogenous shocks:

· Cost-push shock.
· Demand (natural rate) shock.

· No(!) shocks to foreign variables, neither to UIP.

Figure 3.
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Implied volatility of output gap, given the same exogenous shocks as above:

 Figure 4.
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Impulse Responses under Taylor rule
:
Visually, the differences between the different cases are hardly seen. Hence, it is presented in table. Note the three levels of tittles:

· 1st level: The deriving shock 
 (Cost-push or demand).

· 2nd level: The responding variable (i, pie, x or q).
· 3rd level: The regime (from 1 – the fully open, to 4 – the closed econ).
    Table 2.



       Table 3.
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�  For small open economy, it is natural to assume small value of � EMBED Equation.3  ���. However, the results are qualitatively invariant to the parameterization (so long it is within a reasonable range).


�  � EMBED Equation.3  ��� ; � EMBED Equation.3  ���


�  While using the optimal policy rule, the impulse responses under the different regimes are hardly distinguishable. 


�  The exogenous shocks are serially correlated.
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1 1.082    1.078    1.050    1.085    1.530    1.524    1.485    1.787    -0.509    -0.507    -0.494    -0.510    -0.378    -0.377    -0.367    NA

2 0.541    0.539    0.525    0.542    0.891    0.888    0.865    0.893    -0.255    -0.254    -0.247    -0.255    -0.189    -0.188    -0.184    NA

3 0.271    0.270    0.263    0.271    0.446    0.444    0.432    0.447    -0.127    -0.127    -0.124    -0.128    -0.095    -0.094    -0.092    NA

4 0.135    0.135    0.131    0.136    0.223    0.222    0.216    0.223    -0.064    -0.063    -0.062    -0.064    -0.047    -0.047    -0.046    NA

5 0.068    0.067    0.066    0.068    0.111    0.111    0.108    0.112    -0.032    -0.032    -0.031    -0.032    -0.024    -0.024    -0.023    NA

6 0.034    0.034    0.033    0.034    0.056    0.056    0.054    0.056    -0.016    -0.016    -0.015    -0.016    -0.012    -0.012    -0.012    NA

7 0.017    0.017    0.016    0.017    0.028    0.028    0.027    0.028    -0.008    -0.008    -0.008    -0.008    -0.006    -0.006    -0.006    NA

8 0.009    0.008    0.008    0.009    0.014    0.014    0.014    0.014    -0.004    -0.004    -0.004    -0.004    -0.003    -0.003    -0.003    NA

9 0.004    0.004    0.004    0.004    0.007    0.007    0.007    0.007    -0.002    -0.002    -0.002    -0.002    -0.002    -0.002    -0.001    NA

10 0.002    0.002    0.002    0.002    0.004    0.004    0.003    0.004    -0.001    -0.001    -0.001    -0.001    -0.001    -0.001    -0.001    NA

11 0.001    0.001    0.001    0.001    0.002    0.002    0.002    0.002    -0.001    -0.001    -0.001    -0.001    -0.000    -0.000    -0.000    NA

12 0.001    0.001    0.001    0.001    0.001    0.001    0.001    0.001    -0.000    -0.000    -0.000    -0.000    -0.000    -0.000    -0.000    NA

13 0.000    0.000    0.000    0.000    0.000    0.000    0.000    0.000    -0.000    -0.000    -0.000    -0.000    -0.000    -0.000    -0.000    NA

14 0.000    0.000    0.000    0.000    0.000    0.000    0.000    0.000    -0.000    -0.000    -0.000    -0.000    -         -         -         NA

15 0.000    0.000    0.000    0.000    0.000    0.000    0.000    0.000    -         -         -         -         -         -         -         NA

Cost Push Shock IRF

i pie x q
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1 0.268    0.268    0.271    0.375    -0.647    -0.646    -0.642    NA 0.0505    0.0504    0.0491    NA -0.705    -0.705    -0.706    NA

2 0.134    0.134    0.135    0.188    -0.088    -0.088    -0.086    NA 0.0253    0.0252    0.0245    NA -0.353    -0.353    -0.353    NA

3 0.067    0.067    0.068    0.094    -0.044    -0.044    -0.043    NA 0.0126    0.0126    0.0123    NA -0.176    -0.176    -0.177    NA

4 0.033    0.034    0.034    0.047    -0.022    -0.022    -0.022    NA 0.0063    0.0063    0.0061    NA -0.088    -0.088    -0.088    NA

5 0.017    0.017    0.017    0.023    -0.011    -0.011    -0.011    NA 0.0032    0.0031    0.0031    NA -0.044    -0.044    -0.044    NA

6 0.008    0.008    0.009    0.012    -0.006    -0.006    -0.005    NA 0.0016    0.0016    0.0015    NA -0.022    -0.022    -0.022    NA

7 0.004    0.004    0.004    0.006    -0.003    -0.003    -0.003    NA 0.0008    0.0008    0.0008    NA -0.011    -0.011    -0.011    NA

8 0.002    0.002    0.002    0.003    -0.001    -0.001    -0.001    NA 0.0004    0.0004    0.0004    NA -0.006    -0.006    -0.006    NA

9 0.001    0.001    0.001    0.002    -0.001    -0.001    -0.001    NA 0.0002    0.0002    0.0002    NA -0.003    -0.003    -0.003    NA

10 0.001    0.001    0.001    0.001    -0.000    -0.000    -0.000    NA 0.0001    0.0001    0.0001    NA -0.001    -0.001    -0.001    NA

11 0.000    0.000    0.000    0.000    -0.000    -0.000    -0.000    NA -          -          -          NA -0.001    -0.001    -0.001    NA

12 0.000    0.000    0.000    0.000    -0.000    -0.000    -0.000    NA -          -          -          NA -0.000    -0.000    -0.000    NA

13 0.000    0.000    0.000    0.000    -         -         -         NA -          -          -          NA -0.000    -0.000    -0.000    NA

14 -        -        -        -        -         -         -         NA -          -          -          NA -0.000    -0.000    -0.000    NA

15 -        -        -        -        -         -         -         NA -          -          -          NA -         -         -         NA

Demand Shock IRF

i pie x q
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