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Abstract 

We estimate the response of domestic inflation to a US interest rate shock in a sample 
of 27 emerging economies, using local projection methods. Our results point out that the sign 
of the inflation response crucially depends on the monetary policy framework: after a US 
monetary policy tightening, inflation decreases in peggers; inflation increases in floaters that 
do not target inflation; the inflation response is not statistically different from zero in floaters 
that are committed to an inflation target. We rationalize this outcome using a standard DSGE 
model. We show that pegging the exchange rate yields larger welfare losses compared to the 
other two monetary policy frameworks, even assuming dominant currency pricing. 
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1 Introduction1

Policy makers in emerging markets are typically concerned about both stages of US

monetary cycles. When the US conducts a loose monetary stance, other countries are

worried about the appreciation of the domestic currency and the resulting lower com-

petitiveness. When the Fed tightens monetary policy, policy makers in other economies

are concerned about a recessionary sudden stop in capital inflows. One of the critical

issues for central banks in emerging markets is indeed how to respond to US interest rate

shocks.

The macroeconomic literature has deeply investigated the international spillover ef-

fects of monetary policy shocks in center countries. In particular, the literature has

focused on the spillover effect on exchange rates, real activity, and capital flows. Policy

makers are also concerned about the response of domestic prices to foreign monetary

policy shocks. The workhorse macroeconomic models for small open economies, whose

variants are widely adopted by central banks, underline that inflation is costly and opti-

mal policy requires some degree of inflation targeting.2 However, the response of inflation

to foreign interest rate shocks has been partially overlooked by the empirical literature.

Few papers include inflation among the endogenous variables of the empirical model and

the sign of the inflation response does not seem robust across these studies (Canova, 2005

and Maćkowiak, 2007, find that inflation increases in emerging markets; Degasperi et al.,

2020, find that inflation decreases).

Motivated by these observations, we ask the following questions. Does the response

of inflation to foreign monetary policy shocks depend on the exchange rate regime and on

whether the country is an inflation targeter? Which monetary policy framework should

be preferred by policy makers in economies hit by foreign interest rate shocks?

To answer these questions, we use both an empirical and a theoretical approach.

First, we estimate a local projection model fed with US monetary policy shocks, using

data for a set of emerging economies (henceforth EME). We leverage the flexibility of the

local projection framework (Jordà, 2005) to estimate state-dependent responses, where

the states refer to the monetary policy framework in place when the shock hits. We

1We thank Tommaso Monacelli and Luca Sala for insightful comments and guidance. We also
thank two anonymous referees, Guido Ascari, Marco Bernardini, Pietro Catte, Francesco Corsello, Max
Croce, Simone Emiliozzi, Luca Fornaro, Pierre-Olivier Gourinchas, Robert Kollmann, Nicola Limodio,
Salvatore Nisticò, Francesco Paternò, Hélène Rey, Stefania Villa, Giordano Zevi, Roberta Zizza for useful
suggestions, and seminar participants at Bank of Italy, Bocconi University, and 11th RCEA Money,
Macro and Finance Conference. The opinions expressed in this paper are those of the authors and do
not necessarily reflect the views of the Bank of Italy.

2In some cases, a strict inflation targeting is the optimal policy, as in Gaĺı and Monacelli (2005). In
other cases, the social planner trades off the volatility of inflation with the volatility of other variables
(Monacelli, 2013; Corsetti et al., 2020).
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rely on the instrument proposed by Miranda-Agrippino and Ricco (2021) to identify US

monetary policy shocks. We distinguish between three monetary policy frameworks, using

the classifications of Ilzetzki et al. (2019): i) a fixed exchange rate regime; ii) a flexible

exchange rate regime with no commitment to inflation targeting; iii) a flexible exchange

rate regime with an explicit commitment to an inflation targeting. Among peggers, we

also differentiate countries by the stock of FX reserves and the degree of capital controls,

following the insights of the IMF Integrated Policy Framework (Basu et al., 2020, Adrian

et al., 2021).

Second, we set up a DSGE model for a small-open economy to interpret our empiri-

cal results. The model features incomplete markets, nominal rigidities (price adjustment

costs), and dominant currency pricing, which better captures the trade invoicing of EME

compared to alternative pricing assumptions (Burstein and Gopinath, 2014; Gopinath,

2015). We design three monetary rules that broadly capture the three monetary frame-

works considered in the empirical analysis. First, we simulate the impulse response to a

foreign interest rate shock for each monetary rule. Second, we compute numerically the

impulse response under the optimal policy. Third, we introduce capital controls and for-

eign exchange interventions to explore whether our theoretical results change for pegger

countries.

On the empirical side, we find that the sign of the inflation response to a US monetary

policy tightening crucially depends on the monetary policy framework: it decreases in

countries that adopt a fixed exchange rate regime, whereas it increases in floaters that

do not explicitly target inflation. In inflation targeters, the response of inflation is not

statistically significant. We also find that the inflation fall in peggers is mainly driven by

those countries with a low level of foreign reserves and more open to international capital

markets. Consistently with what is expected, a US monetary tightening depreciates the

domestic currency in countries adopting a floating exchange rate regime (both inflation

targeters and non-targeters), while the effect is not statistically significant in peggers.

On the theoretical side, we show that our model replicates the results of the empirical

analysis. In peggers, inflation falls as a result of the monetary contraction needed to

defend the peg; in floaters non-inflation targeters, inflation rises as a result of the nominal

depreciation, which increases the costs of imports; in inflation targeters, the response of

inflation is muted by assumption. Second, we find that the optimal policy prescribes to

dampen the volatility of producer price inflation (PPI) in domestic markets, as standard

in the New Keynesian open economy literature (e.g. Gaĺı and Monacelli, 2005): this

result holds even in our model with dominant currency pricing, in line with Egorov and

Mukhin (2020). We show that, among the three policy regimes considered, pegging

the exchange rate yields the highest welfare loss. The other two monetary regimes,
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floaters and CPI targeters, yield similar welfare losses compared to the optimal policy.

Third, when the central bank in pegger countries can manage capital controls and foreign

exchange intervention, we find that inflation still falls, but to a lesser extent. Moreover,

we show that capital controls are more efficient to face an interest rate shock if the country

pegs the exchange rate.

Our paper contributes to two different strands of literature.

First we contribute to the literature on spillover effects of US monetary policy. The

debate started in the early 90s with the seminal work of Calvo et al. (1993), who show

the linkage between external shocks and capital flows in EME. Recently, Rey (2013) and

Miranda-Agrippino and Rey (2020) argue for the existence of a global financial cycle

triggered by US monetary policy. As stated above, so far the literature has focused on

the responses of economic activity, capital flows, and domestic financial conditions to US

monetary policy shocks (Maćkowiak, 2007; Dedola et al., 2017; Miranda-Agrippino and

Rey, 2020; Iacoviello and Navarro, 2019; and Degasperi et al., 2020). Few studies include

inflation among the endogenous variables of the empirical model and the sign of the infla-

tion response does not seem robust across these papers (Canova, 2005, Maćkowiak, 2007,

and Degasperi et al., 2020). Our contribution to this literature is twofold. First, we show

that the sign of the inflation response crucially depends on the monetary policy frame-

work. Second, we augment the previous analysis by considering the inflation targeting as

a stand-alone case, rather than focusing on the standard dichotomy peggers vs floaters:

this further distinction is important, as inflation targeters may respond differently com-

pared to non-targeters, and given that the share of emerging markets explicitly targeting

inflation is increasing since the early 2000s (Figure 1).

Second, we contribute to the literature on optimal monetary policy in small open

economies. The benchmark contribution by Gaĺı and Monacelli (2005) shows that tar-

geting PPI inflation is optimal in small open economies under producer currency pric-

ing, while pegging the exchange rate yields a higher welfare loss. This result has been

challenged by several studies, showing that deviations from inflation targeting may be

optimal for several reasons: to affect terms of trade externalities (Faia and Monacelli,

2008; De Paoli, 2009; and Monacelli, 2013); to mitigate divergences from the law of one

price in models with local currency pricing (Devereux and Engel, 2003; and Monacelli,

2005); to dampen the effects of financial frictions (Davis and Presno, 2016; and Aoki

et al., 2016). We contribute to this literature by showing that targeting PPI inflation

is optimal even in a model with dominant currency pricing: in a richer framework, our

paper extends the closed-form results obtained by Casas et al. (2017) and Egorov and

Mukhin (2020), who find that targeting PPI inflation is the optimal policy when export

prices are sticky in foreign currency. Moreover, we also show the welfare implications of
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other instruments to face foreign shocks, when monetary policy adopts an exchange rate

peg.

The paper is organized as follows: Section 2 describes the data set; Section 3 shows the

econometric framework; Section 4 presents the empirical analysis and the results; Section

5 describes the DSGE model; Section 6 shows the DSGE impulse responses; Section 7

concludes.

Figure 1: IT denotes floating exchange rate with an inflation target; PEG denotes fixed exchange rate
regime; FLOAT denotes floating exchange rate regime, without an explicit commitment to inflation.
Source: Ilzetzki et al. (2019) and WEO. The sample includes 51 EME.

2 Data

Our initial dataset covers the time horizon 1991Q1-2012Q4 for 27 EME at the quar-

terly frequency. We have selected only those countries with a currency anchored to the

US dollar in at least 8 quarters, according to the de-facto anchor currency classification of

Ilzetzki et al. (2019), to obtain a sample homogeneous in its exposure toward US monetary

policy. Among these countries, we select for the estimation only those country-quarter

observations actually anchored to the US dollar: this condition ensures that fixed and

floating exchange rate regimes are on an equal footing when responses to a US monetary

policy shock are compared. We have excluded low-income, oil-exporters, small countries,

and those countries whose data are not available for each variable. The time horizon

ends in 2012Q4, as the monetary policy instrument provided by Miranda-Agrippino and

Ricco (2021) ends in 2009Q4: given that we estimate local-projection impulse response

functions up to three years after the shock, the estimation sample ends three year after

the end of the shock’s time series. Even if it would be interesting to include also the last

decade in the analysis, this is not necessarily a big limitation, as we are excluding several

years of zero-lower bound in the US, with no conventional interest rate shocks.

Our sample includes the following variables, for each EME: Consumer Price Index

(CPI), real GDP, nominal effective exchange rates (NEER), and the policy rate. The
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series, except for the policy rate, are seasonally adjusted using the ARIMA X−13 method,

and they are winsorized at both sides at 1% threshold, in order to remove outliers and

avoid extreme measurement errors.

We apply a Band-Pass filter to the policy rate and the log first difference of CPI,

real GDP, and NEER in order to extract the cyclical components.3 The choice of de-

trending the variables is consistent with the results of a standard Wald test, at the 95%

significance.4

We rely on the instrument for US monetary policy shocks proposed by Miranda-

Agrippino and Ricco (2021) available at monthly frequency. The instrument is con-

structed as the part of high-frequency market surprises driven by monetary policy an-

nouncements that is orthogonal to past market surprises and to the central bank’s eco-

nomic forecasts.5 Given our focus on quarterly series, we aggregate the instrument by

taking the average of its observations within the quarter. While this procedure implies a

compensation of shocks of different signs within the same quarter, it permits to estimate

the responses of quarterly variables to the “average” shock occurred in the quarter.

We use the classification by Ilzetzki et al. (2019) to distinguish between peg and

floating exchange rate regimes. The authors develop a de-facto classification of exchange

rate regimes, consisting of 15 ordered categories at the monthly frequency (Table A.1).

We convert monthly into quarterly values by considering the value at the end of the

quarter. Following Ben Zeev (2019), for each country i and period t, we define a dummy

variable IPEGit that is 1 if the category is no larger than 4, and 0 otherwise. Given

this classification, we interpret IPEGit = 1 as a fixed exchange rate regime. We only use

categories 1 − 13, omitting the extreme cases “Freely Falling” and “Dual market”, to

avoid extreme crisis periods.6

We also follow the de-iure classification of Ilzetzki et al. (2019) to distinguish between

inflation targeters and non-targeters. We define a dummy IITit , which is 1 if the country

is an inflation targeter, and zero otherwise.7

3We apply a Band-Pass filter that suppresses all the fluctuations that are shorter than 1.5 years or
longer than 8 years; the filter allows the remaining elements of the series to pass through without being
affected.

4The test suggests the existence of a quadratic trend for CPI inflation, real GDP growth rate, NEER
growth rate, and the policy rate for nearly 19%, 15%, 22%, and 26% of the series, respectively.

5Miranda-Agrippino and Ricco (2021) measure high-frequency market surprise using the difference
between the Fed-Fund future price immediately after and immediately before a FOMC announcement.
The instrument leverages on the insights of high-frequency (as in Gertler and Karadi, 2015) and narrative
(as in Romer and Romer, 2004) approaches to monetary policy shock identification, and it is robust to
predictability and autocorrelation concerns.

6Categories 1-4 include relatively strict pegs (de iure and de facto), currency unions, and currency
boards. Categories higher than 4 include floaters, managed floaters, and a large variety of intermediate
regimes. In our binary classification, we consider all these categories as floaters, given that in these
countries the exchange-rate policy is much less constrained than in countries with category 1-4.

7In our estimation sample, inflation targeters exhibit a de-facto flexible exchange rate regime, i.e.
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Finally, we include the following US and global variables in our dataset, the latter

being useful to control for potential endogeneity bias between US policy rates and EME

domestic variables (Table A.5): the 1-year government bond yield, as a proxy of US mon-

etary policy;8 the index of global economic activity (REA) developed by Kilian (2009);

real oil price (in logs); the CBOE S&P 100 Volatility Index (V XO).

3 Econometric Setup

We follow Stock and Watson (2018) and use a panel local projection with an in-

strumental variable (LP-IV, henceforth). Our main goal is to find the impulse response

function of domestic inflation to a foreign monetary policy shock, conditional on the mon-

etary policy regime. We also estimate the responses of other relevant variables (GDP,

NEER, and policy rate). Our econometric setup consists of two steps. In the first stage of

estimation, we regress the 1-year US government bond yield on the instrument proposed

by Miranda-Agrippino and Ricco (2021): the fitted dependent variable is the monetary

policy shock. In the second stage, we estimate the impulse response function of the en-

dogenous variables to the identified shock, which is scaled in order to determine a 1%

impact increase in the 1-year US government bond yield. We estimate standard errors

robust to cross-sectional and time-series correlation, following Discroll and Kraay (1980).9

3.1 Linear model

We estimate the linear model using a panel LP-IV, in which we do not condition the

impulse responses to the monetary policy regime. Let yit+h be the CPI in country i and

in the period h. For each horizon h, we estimate the following regression:10

yit+h − yit−1 = αh + γih + βh∆̂r
US

t + Ah (L) ∆yit−1 +Bh (L) zt−1 + Ch (L)Xt−1 + uit+h, (1)

where αh is the constant term; γih denotes country-fixed effects; ∆̂r
US

t is the monetary

policy shock; zt is the monetary policy instrument provided by Miranda-Agrippino and

Ricco (2021): we include its lags in the second stage in order to satisfy the “lead-lag”

IPEGit = 0. In particular, more than 50% of the observations display a managed floating regime (category
12), according to Ilzetzki et al. (2019).

8This choice is standard in the literature studying the transmission of US monetary policy shocks
(Gertler and Karadi, 2015; and Miranda-Agrippino and Ricco, 2021, among others).

9Discroll and Kraay (1980) represents a suitable econometric tool for panel LP-IV analysis, in which
the residuals of the estimation are potentially characterized by cross-sectional correlation across countries,
and time-series correlation across time.

10The regressions for NEER and GDP are analogous. In the regression for the policy rate, the
dependent variable is yit+h (as opposed to yit+h − yit−1); in that regression, we control for lagged levels
of policy rate, rather than lagged first differences.
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exogeneity condition, which requires the instrument to be uncorrelated with past and

future shocks; Xt−1 is a vector of global variables including: REA, VXO, and the log

difference of real oil price; βh is the response to US monetary policy shocks at horizon, h,

in the average EME (i.e. without conditioning on the monetary policy regime); Ah (L),

Bh (L), and Ch (L) are lag polinomial of order 3.11 We obtain estimates of the monetary

policy shock, ∆rUSt (the first-difference of the 1-year US government bond yield), from

the first-stage regression:

∆rUSt = φ+ λi + ωzt +D (L) ∆yit−1 + E (L) zt−1 + F (L)Xt−1 + vt, (2)

where the variables are defined as above, and D (L), E (L) and F (L) are lag polynomial

of order 3.12 This approach allows to disentangle the variation in the US policy rate that

is only related to the instrument zt to obtain ∆̂r
US

t , which is the monetary policy shock.13

We find that zt is not a weak instrument, as the t− statistic on zt is well above 4 in all

the specifications (Table 1). This implies an F − statistic higher than 10, which is the

threshold for weak instruments proposed by Stock and Yogo (2005).

Dependent variable: ∆rUSt

(1) (2) (3) (4)

(CPI) (GDP) (Policy rate) (NEER)

zt (instrument) 6.57∗∗ 6.56∗∗ 6.03∗∗ 6.53∗∗

(1.43) (1.48) (1.36) (1.45)

t-statistic 4.59 4.43 4.42 4.49

Table 1: Driscoll-Kraay standard errors are in parenthesis. ∗ (∗∗) denotes significance at 10 (5) percent
level. We report only the coefficients related to the instrument, to save space.

3.2 State-dependent model

The linear model in equation (1) can be easily extended to a state-dependent speci-

fication by allowing the parameters to vary according to the state of the economy. By

11The number of lags is selected according to the Akaike Information Criterium that prescribes 4 lags,
for each endogeneous variable, when equation 1 is estimated at horizon h = 0.

12For ease of exposition, we do not specify the horizon h in the first-stage regression.
13For a thorough analysis of local projection techniques with instrumental variables see Stock and

Watson (2018) and Jordà et al. (2020), among others.
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interacting the dummies IPEGit and IITit , we obtain three dummies of relevant monetary

policy regimes. Floating exchange rate with an inflation targeting: ITit = 1, if IPEGit = 0

and IITit = 1; fixed exchange rate regime with no inflation targeting: PEGit = 1, if

IPEGit = 1 and IITit = 0; floating exchange rate regime with no inflation targeting (NIT):

FLOATit = 1, if IPEGit = IITit = 0. In principles, a fourth monetary policy framework can

arise for countries that target both the exchange rate and inflation (IPEGit = IITit = 1):

not surprisingly, there are no observations for this regime.14 Let yit+h be the (log) CPI

in country i and in period t + h. For each horizon h, we estimate the following state-

dependent local projection:15

yit+h − yit−1 = ITit−1

[
αITh + βITh ∆̂r

US

t + AITh (L) ∆yit−1 +BIT
h (L) zt−1

]
+

PEGit−1

[
αPEGh + βPEGh ∆̂r

US

t + APEGh (L) ∆yit−1 +BPEG
h (L) zt−1

]
+

FLOATit−1

[
αFLOATh + βFLOATh ∆̂r

US

t + AFLOATh (L) ∆yit−1 +BFLOAT
h (L) zt−1

]
+

+Ch (L)Xt−1 + γih + uit+h, (3)

where the variables are defined as above and the coefficients βITh , βPEGh and βFLOATh

represent the average effect of the US monetary policy shocks at horizon, h, conditional

on the monetary policy framework in place in the quarter before the shock occurs. We

directly factor in the time variation of the monetary policy framework, which is time-

indexed: given that in our sample most countries have experienced at least one change,

our empirical analysis improves upon models where the exchange rate regime is constant

(e.g. Dedola et al., 2017; and Degasperi et al., 2020).16 Non-linear projection methods à la

Jordà (2005) have been recently used to study the state-dependent effect of monetary and

fiscal policy shocks (e.g. Tenreyro and Thwaites, 2016, Ramey and Zubairy, 2018, and

Alpanda et al., 2019). They offer two remarkable advantages with respect standard vector

autoregressive (VAR) models. First, they do not impose dynamic restrictions on the

responses of the endogenous variables and, thus, they are less plagued by mispecifications.

Second, they are more suitable for implementing a state-dependent analysis because they

do not require to take a stand on the transition process across states. In fact, our

state-dependent responses take into account the average endogenous transition in the

monetary policy framework that takes place after the shock occurs, without requiring

14Our sample of estimation includes observations across all relevant monetary policy frameworks in
the following shares: PEG (26.2%), FLOAT (56.4%), and IT (17.3%), as shown in Table A.2

15The regression for NEER and GDP are analogous. In the regression for the policy rate, the depen-
dent variable is yit+h (as opposed to yit+h − yit−1); in that regression, we control for lagged levels of
policy rate, rather than lagged first differences.

16In the estimation sample there are 25 changes of regime.
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any assumption on its process.

3.2.1 Focus on peggers: other policy instruments

EMEs use a variety of instruments to tackle foreign interest rate shocks, as highlighted

also by the Integrated Policy Framework developed by the IMF (Basu et al., 2020 and

Adrian et al., 2021). The state-dependent econometric setup is suitable to investigate

the role of other policy instruments, such as FX interventions and capital controls. In a

sample of only peggers, we test the effect of FX-interventions by introducing a dummy

variable IRESit , which is 1 if country i has a FX reserves-GDP ratio higher than the 50th

percentile in period t, and 0 otherwise. We estimate the following equivalent of equation

3:

yit+h − yit−1 = IRESit−1

[
αHh + βHh ∆̂r

US

t + AHh (L) ∆yit−1 +BH
h (L) zt−1

]
+

+
(
1− IRESit−1

) [
αLh + βLh ∆̂r

US

t + ALh (L) ∆yit−1 +BL
h (L) zt−1

]
+

+Ch (L)Xt−1 + γih + uit+h, (4)

where we condition only the level of reserves (high H vs low L). We also test whether

the same line of reasoning holds for capital controls. We build a dummy variable ICCit ,

which is 1 if country i has capital controls higher than the 50th percentile in period t,

and 0 otherwise.17 In a sample of only peggers, we estimate the equivalent of equation 4,

conditional on ICCit−1.

4 Empirical Results

We report the empirical impulse response functions to a US monetary shock that

increases the 1-year US government bond yield by 100 basis points, on impact.

In the linear model, the impact of US monetary policy shocks is evaluated on the

“average” EME (Figure 2). A US monetary policy shock induces an increase in inflation

for the “average” EME, and a nominal depreciation. The central bank responds by

immediately increasing the policy rate. The response of GDP is not statistically different

from 0, probably because the expansionary effects of the nominal depreciation are offset

by the domestic monetary tightening.

In the state-dependent model, we disentangle the response of endogenous variables

across the three monetary policy frameworks. We show that the sign of the inflation

17We use the indicator KAOPEN provided by Chinn and Ito (2008). The indicator is a measure of
capital account openness.
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response crucially depends on the monetary policy framework (Figure 3): CPI decreases

in pegger countries, it increases in floaters NIT, it is not statistically different from zero

in inflation targeters.18 These results show that not only the magnitude, but also the

sign of the responses changes across monetary policy frameworks. We formally test the

hypothesis that the difference between the responses to a US monetary policy shock is

zero across states: we show that the null hypothesis of no difference in the CPI response

between peggers and floaters NIT (or floaters with an inflation target) is rejected, at

the 10% significance level, for the 1-to-4 quarter horizon (Figure A.1). Regarding real

economic activity, we observe a drop in real GDP some periods after the shock, which is

statistically significant only for peggers (Figure 4, left column).

Are these responses driven by the endogenous response of domestic monetary policy?

We find that peggers raise the policy rate immediately, in order to defend the peg (Figure

4): the response of the exchange rate is not statistically different from 0, i.e. the country

succeeds in maintaining the peg. This domestic monetary tightening may play a relevant

role in decreasing the inflation rate. In floaters NIT, the response of the policy rate is more

gradual, but it is estimated less precisely. Consistently with the conventional wisdom,

the domestic currency depreciates in floaters NIT. In inflation targeters, the response of

the policy rate is positive and borderline significant only after several quarters, perhaps

suggesting that in these countries inflation expectations are well anchored.

We investigate further the response in peggers that rely also on instruments other

than the policy rate to defend the peg, notably FX interventions and capital controls.

We estimate equation (4): inflation significantly falls and the policy rate is significantly

higher only in peggers with a low level of FX reserves (Figure 5). The response of the

policy rate is much larger compared to the baseline estimate. If countries with a relatively

low stock of reserves are less likely to intervene in order to defend the peg, or simply they

are less credible, this evidence supports the narrative that inflation declines in peggers

via the domestic monetary tightening.

We also estimate equation (4) by using the capital control dummy: inflation signif-

icantly falls and the policy rate is significantly higher only in peggers with low level of

capital controls. If countries with higher capital controls are more likely to remove them

in order to defend the peg when a shock hits, this evidence supports again the narrative

that inflation declines in peggers via the domestic monetary tightening. Another com-

plementary interpretation is that countries with higher capital controls are more closed

to capital inflows and thus are less sensitive to foreign shocks.

18As a robustness check, we implement the state-dependent estimation (equation 3) by identifyng the
shocks via the Gertler and Karadi (2015) instrument. Our findings show that the responses are similar
in sign and magnitude to the baseline analysis, but less significant in the case of floaters (FLOAT).
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Impulse response in the linear model

Figure 2: Impulse response functions to a US monetary policy shock that determines a 1% increase
in the 1-year US government bond yield, on impact (linear model). Solid lines: point estimates; dark
gray area: 68% confidence intervals; light gray shaded area: 90% confidence intervals. An increase in
the NEER refers to a nominal depreciation. Unit of measure: percentage points.
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Impulse response in the state-dependent model (1)

Figure 3: Impulse response functions to a US monetary policy shock that determines a 1% increase in
the 1-year US government bond yield, on impact (state-dependent model). Solid and dashed lines: point
estimates; dark gray area: 68% confidence intervals; light gray shaded area: 90% confidence intervals.
Unit of measure: percentage points.
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Impulse response in the state-dependent model (2)

Figure 4: Impulse response functions to a US monetary policy shock that determines a 1% increase in
the 1-year US government bond yield, on impact (state-dependent model). Solid and dashed lines: point
estimates; dark gray area: 68% confidence intervals; light gray shaded area: 90% confidence intervals.
Unit of measure: percentage points. An increase in the NEER refers to a nominal depreciation. Unit of
measure: percentage points.
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Impulse response in peggers (FX)

Figure 5: Impulse response functions to a US monetary policy shock that determines a 1% increase in
the 1-year US government bond yield, on impact. Circled line: point estimate; dark gray shaded area:
68% confidence intervals; light gray shaded area: 90% confidence intervals. The left panel displays the
responses for “low” (L) FX reserve-GDP ratio, and the right panel the responses for “high” (H) FX
reserve-GDP ratio. Unit of measure: percentage points.
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Impulse response in peggers (capital controls)

Figure 6: Impulse response functions to a US monetary policy shock that determines a 1% increase in
the 1-year US government bond yield, on impact. Circled line: point estimate; dark gray shaded area:
68% confidence intervals; light gray shaded area: 90% confidence intervals. The left panel displays the
responses for “low” (L) capital controls, and the right panel the responses for “high” (H) capital controls.
Unit of measure: percentage points.
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5 A DSGE Model for a Small Open Economy

We rationalize our empirical results using a DSGE model for a small open economy,

along the lines of Gaĺı and Monacelli (2005) (Figure 7).

In our model, households maximize utility by choosing consumption of final domestic

and foreign goods, labor in domestic intermediate firms, investment in capital, investment

in domestic and in foreign bonds (international financial markets are incomplete). The

representative final-good firm produces the final good using intermediate differentiated

goods produced by domestic intermediate firms. Domestic intermediate firms operate

in monopolistic competition and produce differentiated goods. We adopt the dominant

currency paradigm, to capture the empirical fact that import and export prices are de-

nominated in US dollar, as documented by Burstein and Gopinath (2014): in the model,

we assume that export prices are sticky in foreign currency, as in Gopinath et al. (2020);19

in domestic markets, prices of domestic goods are sticky in domestic currency. The cen-

tral bank sets the nominal interest rate using a Taylor rule. We describe the details of

the models in what follows, leaving the full list of equations in Appendix B. The steady

state of the model is computed in Appendix C. Parameters are defined and calibrated in

Table 2. Variables without the time index are meant to be in the steady state.

The structure of the model

Figure 7: A model for a small-open economy.

19Import prices are denominated in foreign currency and are exogenous.
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5.1 Households

5.1.1 Intratemporal problem

The consumption bundle is defined as follows:

ct =

[
(1− γ)

1
η c

η−1
η

Ht + γ
1
η c

η−1
η

Ft

] η
η−1

, (5)

where cHt and cFt denote consumption of domestic and foreign final good respectively.

The investment bundle is defined analogously. The representative household decides

how to allocate her consumption expenditure between domestic and foreign goods. The

resulting demand functions read:20

cHt = (1− γ)
(
PHt
Pt

)−η
ct (6)

cFt = γ
(
PFt
Pt

)−η
ct, (7)

where PHt (PFt) is the price of the domestic (foreign) good expressed in domestic currency,

and Pt is the domestic CPI:

Pt =
[
(1− γ)P 1−η

Ht + γP 1−η
F t

] 1
1−η . (8)

Given that the domestic economy is sufficiently small with respect to the foreign economy,

the price of the foreign good coincides with the foreign CPI, adjusted by the exchange

rate:

PFt = etP
∗
t ,

where P ∗
t is the foreign CPI (in foreign currency) and et is the nominal exchange rate (the

price of one unit of foreign currency in terms of domestic currency). Define pHt ≡ PHt
Pt

and pFt ≡ PFt
Pt

as the price of domestic and foreign goods in terms of the domestic CPI.

Notice that pFt can be interpreted as the real exchange rate st:

pFt = st = et
P ∗
t

Pt
. (9)

20Analogous equations hold for the investment good.
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5.1.2 Intertemporal problem

The representative household maximizes the utility function21 subject to the budget

constraint and the law of motion of capital:

max
{ct,it,ht,kt,Bt,Bft }ı

t=0

E0

ı∑
t=0

βt log

(
ct −

h1+ϕ
t

1 + ϕ

)

s.t.


ct + it + Bt

Pt
+ (1− τt) stB

f
t

P ∗
t

= rkt kt−1 + rt−1Bt−1

Pt
+

str∗t−1B
f
t−1

P ∗
t

+

+wtht − tt + Γt − κD
2
st

(
Bft
P ∗
t
− b
)2

kt = (1− δ) kt−1 +

[
1− κI

2

(
it
it−1
− 1
)2
]
it,

where ht denotes labor; it denotes investment in physical capital kt; B
f
t denotes holding

of a one-period foreign bond denominated in foreign currency, yielding a nominal rate

r∗t ; Bt denotes the sum of a one-period domestic bond denominated in domestic currency

plus monetary base, both yielding a nominal rate rt;
22 rkt is the rental rate of capital;

wt is the real wage; τt is a tax on capital inflows (or a subsidy on outflows), that can

be interpreted as a capital control (see for instance Bianchi, 2011, Korinek, 2011, and

Nispi Landi, 2020); tt is a lump-sum tax; Γt denotes profits from firms. The foreign

interest rate follows an autoregressive process of order n:

ρ∗ (L) (r∗t − r∗) = vt, (10)

where L is the lag operator, ρ∗ (L) = 1−
∑n

i=1 ρ
∗
iL

i, and vt ∼ N (0, ω2) is a foreign interest

rate shock. Notice that domestic households pay a quadratic adjustment cost when

their financial position with the rest of the world is different from the steady state: this

assumption ensures the existence of a determinate steady state and a stationary solution

(Schmitt-Grohé and Uribe, 2003). First order conditions give the following equations.

First, the Euler equation for domestic bonds:

λt = βEt
(
λt+1

rt
πt+1

)
, (11)

21We assume the utility function proposed by Greenwood et al. (1988). This utility function better
captures business cycle fluctuations in a small open economy.

22We can interpret monetary base as reserves issued by the central bank, held by the private sector.
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where πt = Pt
Pt−1

is the CPI inflation rate and λt is the marginal utility of consumption:

λt =

(
ct −

h1+ϕ
t

1 + ϕ

)−1

. (12)

Second, the Euler equation for foreign bonds:

λt

[
1− τt + κD

(
bft − b

)]
= βEt

(
λt+1

r∗t
π∗
t+1

st+1

st

)
, (13)

where bft ≡ st
Bft
P ∗
t

denotes foreign bond holdings in domestic CPI terms, and π∗
t ≡

P ∗
t

P ∗
t−1

is

foreign gross inflation. Third, the Euler equation for capital investment:

1 = βEt

{
λt+1

λt

[
rkt+1 + (1− δ) qt+1

]
qt

}
, (14)

where qt is the investment price (Tobin-Q). Fourth, the labor supply:

hϕt = wt. (15)

And, finally, the Evolution of Tobin-Q:

1 = qt

[
1− κI

2

(
it
it−1

− 1

)2

− κI
(

it
it−1

)(
it
it−1

− 1

)]
+κIβEt

{
λt+1

λt
qt+1

[(
it+1

it

)2(
it+1

it
− 1

)]}
.

(16)

Combining and linearizing the Euler equations for domestic and foreign bonds, one can

get the uncovered interest parity (UIP) condition of the model:

r̃t = r̃∗t + Et (∆ẽt+1) + ψd̃t + τt, (17)

where ∆et ≡ et
et−1

, dt ≡ −bft is external debt, ψ ≡ κDd, and tilde variables denote

percentage deviations from the steady state.

5.2 Final-Good firms

5.2.1 Domestic market

The representative final-good firm in the domestic market uses the following CES

aggregator to produce the domestic final good yHt:

yHt =

[∫ 1

0

yHt(i)
εH−1

εH di

] εH
εH−1

, (18)
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where yHt (i) is an intermediate input produced by the intermediate firm i, whose price

is PHt (i). The demand function reads:

yHt(i) = yHt

(
PHt(i)

PHt

)−εH
, (19)

where the producer price index (PPI) PHt is given by:

PHt =

[∫ 1

0

PHt (i)1−εH di

] 1
1−εH

. (20)

5.2.2 Foreign markets

There is a representative domestic final-good firm that sells the exported good to

foreign households. The exported good yXt is defined as follows:

yXt =

[∫ 1

0

yXt(i)
εX−1

εX di

] εX
εX−1

,

where yXt(i) is an intermediate input produced by the intermediate firm i. The demand

of the exporter reads:

yXt (i) = yXt

(
PXt (i)

PXt

)−εX
, (21)

where PXt (i) is the price of good i denominated in foreign currency and the export price

index (EPI) PXt reads:

PXt =

[∫ 1

0

PXt (i)1−εX di

] 1
1−εX

. (22)

5.3 Intermediate-Good firms

There is a continuum of firms indexed by i producing a differentiated domestic input

using the following Cobb-Douglas function:

yt (i) = (kt−1 (i))α (ht (i))1−α . (23)

Firms operate in monopolistic competition, so they set the price of their own good sub-

ject to the demand of final good firms. According to dominant-currency pricing, in the

domestic market prices are set in domestic currency, in foreign markets prices are set in

foreign currency. Firms pay quadratic adjustment costs ACHt (i) and ACXt (i) in nomi-

nal terms whenever they adjust prices with respect to the benchmark (the CPI inflation
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target π for domestic-market prices, the foreign inflation target π∗ for export prices):

ACHt (i) =
κPH

2

(
PHt (i)

PHt−1 (i)
− π

)2

PHtyHt. (24)

ACXt (i) =
κPX

2

(
PXt (i)

PXt (i)
− π∗

)2

PXtyXt. (25)

The profit maximization problem of the generic firm i, expressed in terms of the domestic

CPI, is the following:

maxE0

{
ı∑

t=0

βt
λt
λ0

[
PHt (i)

Pt
yHt (i) + et

PXt (i)

Pt
yXt (i)− wtht (i)− rkt kt−1 (i)− ACHt (i)

Pt
− etACXt (i)

Pt

]}

subject to:

yHt (i) = yHt

(
PHt(i)

PHt

)−εH

yXt (i) = yXt

(
PXt (i)

PXt

)−εX

yHt (i) + yXt (i) = (kt−1 (i))α (ht (i))1−α .

The maximization is taken over {PHt (i) , ht (i) , kt−1 (i) , yHt (i) , yXt (i) , PXt (i)}ı
t=0. The

solution of the problem gives the optimal input demand (equal for each firm i):

rkt =αmct
yt
kt−1

(26)

wt = (1− α)mct
yt
ht
, (27)

where mct denotes real marginal cost. The Phillips Curve for domestic prices reads:

πHt (πHt − π) = βEt
[
λt+1

λt
πHt+1 (πHt+1 − π)

pHt+1yHt+1

pHtyHt

]
+

εH
κPH

(
mct
pHt
− εH − 1

εH

)
,

(28)

where πHt is PPI inflation in domestic markets:

πHt =
PHt
PHt−1

, (29)

which can be written in terms of stationary variables:

πHt =
pHt
pHt−1

πt. (30)
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Similarly, the Phillips Curve for foreign markets reads:

πXt (πXt − π∗) = βEt
[
λt+1

λt
πXt+1 (πXt+1 − π∗)

pXt+1yXt+1

pXtyXt

]
+

εX
κPX

(
mct
pXt
− εX − 1

εX

)
,

(31)

where pXt ≡ etPXt
Pt

and πXt is EPI inflation:

πXt =
PXt
PXt−1

, (32)

which can be written using only stationary variables:

πXt =
pXt
pXt−1

st−1

st
π∗
t . (33)

In this model by equations (28) and (31), pHt is not necessarily equal to pXt: the assump-

tion of dominant currency pricing breaks the law of one price.

5.4 Policy

We postulate three different monetary policy rules. For floaters, we assume a standard

Taylor rule in inflation and output:

rt
r

=
(rt−1

r

)ρ [(πt
π

)φπ (gdpt
gdp

)φy]1−ρ

, (34)

where gdpt ≡ pHtyHt+pXtyXt is gross domestic product. Targeters follow a strict inflation

targeting:

πt = π̄. (35)

Peggers keep the exchange rate growth constant at the steady state level:

∆et = ∆e =
π

π∗ . (36)

We assume that the central bank features the following balance sheets:

bCt + stb
f
Ct = mbt, (37)

where bCt denotes holding of domestic bonds by the central bank, bfCt denotes foreign

reserves, and mbt denotes domestic monetary base; these three variables are defined in

terms of the domestic CPI. We assume that monetary base does not have non-pecuniary

returns and that it is a perfect substitute with domestic bonds, so it pays the same
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nominal interest rate rt; we interpret the monetary base as reserves of the private sector

that are held at the central bank: this justifies a positive interest rate. The profits of the

central bank read:

ΓCt =

(
r∗t−1

π∗
t

st −
rt−1

πt

)
bfCt−1, (38)

which are fully transferred to the government, in lump-sum fashion.

The government budget constraint reads:

ΓCt + tt − τtstbft = pHtgt (39)

where gt is public consumption of the domestic good.

5.5 Market clearing

The market clearing condition for the domestic good sold in domestic markets is the

following:

yHt = cHt + gt + iHt +
κPH

2
(πHt − π)2 yHt. (40)

The market clearing condition for the exported good reads:

yXt = f ∗
t +

κPX
2

(πXt − π∗)2 yXt, (41)

where f ∗
t denotes the foreign demand for the domestic good. Given that the domestic

demand (the volume of imports) for the foreign good is given by:

mt ≡ (cFt + iFt) = γ

(
PFt
Pt

)−η

(ct + it) ,

we postulate a symmetric expression for foreign demand (the volume of exports) of the

domestic good:

f ∗
t = γ∗

(
PXt
P ∗
t

)−η

(c∗t + i∗t ) ,

which can be rewritten as follows:

f ∗
t = γ∗

(
pXt
st

)−η

y∗t , (42)

where y∗t is a measure of foreign demand. Let bt ≡ Bt
Pt

be the amount of domestic bonds

in terms of domestic CPI. Given the perfect substitutability between domestic bonds and

monetary base, it is as if there exists a unique market for domestic assets, whose market
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clearing condition is the following:

bt + bCt = mbt. (43)

The previous condition states that domestic assets (held by households and the central

banks) corresponds to domestic liabilities (the monetary base), as these assets are not

traded abroad. Together with equation (37), this also implies that:

bt = stb
f
Ct, (44)

which means that private domestic bonds equal foreign reserves. Given that in our model

debt issued by the government is 0, domestic liabilities are issued only by the central bank.

The only way to buy foreign reserves for the central bank is to issue net domestic liabilities

(i.e to increase mbt−bCt); however domestic liabilities are traded only inside the domestic

economy, so they can be purchased only by domestic households; as a result, domestic

assets held by households are equal to foreign reserves.23 The net financial asset position

of the economy includes foreign assets held by the central bank minus foreign debt of

households:

nfat = bfCt − dt. (45)

Rearranging the budget constraint one can get the resource constraint of the economy:

gdpt = ct + it + pHtgt − st
rt−1

π∗
t

∗
nfat−1 + stnfat +

+
κD
2
st
(
dt − d

)2
+
κPH

2
(πHt − π)2 pHtyHt +

κPX
2

(πXt − π∗)2 pXtyXt. (46)

5.6 Calibration

We calibrate most parameters following the IMF Integrated Policy Framework. Specif-

ically, we follow the calibration for an emerging market in Adrian et al. (2021).

Following Adrian et al. (2021), we set the discount factor to 0.9953, in order to have a

steady-state real interest of 1.9% yearly; we set τ = 0.0009, to get a steady-state foreign

real rate of 1.5% yearly; in steady state, domestic and foreign inflation are set to 4% and

2% yearly; the Frisch elasticity ϕ is set to 1; the weight of foreign good in the domestic

consumption bundle γ is calibrated to 0.3, and an equal value is chosen for its foreign

counterpart γ∗; we set the elasticity of substitution between differentiated goods (εH , εX)

to 6; the share of capital in production α is calibrated to 0.3; we calibrate the steady-state

23In a model with a fiscal sector issuing public debt bGt traded only inside the domestic economy,

equation (44) would be bt = bGt + stb
f
Ct. Our results would not change.
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FX reserves bfC to 1.40, in order to have an annual FX Reserve/GDP ratio of 20%; we

calibrate the steady-state debt d to 2.93, in order to have a net financial asset position

equal to minus −22% of GDP; the steady-state pubblic spending-GDP ratio is set to 14%,

which implies g = 0.40; the Taylor rule of floaters is set with φπ = 1.5 and φy = 0.0625.

The remaining parameters either are not present or their value is not explicitly spec-

ified in Adrian et al. (2021). We set the elasticity of substitution between domestic and

foreign good η to 1.5, following Feenstra et al. (2018); the depreciation rate δ is set to

2.5%, as standard; price adjustment costs κPH and κPX are calibrated to 57.00, and 58.57

in order to get a price duration in the Calvo pricing framework of four quarters, as in

Gaĺı (2015); the debt adjustment cost κD captures the elasticity of the risk premium to

debt fluctuations: we calibrate this parameter to a small value (0.005), so that it does not

affect much the dynamics of the model (see the discussion in Schmitt-Grohé and Uribe,

2003); the investment adjustment cost is set to 2.48, following Christiano et al. (2005);

the inertia in the Taylor rule for floaters is calibrated to ρ = 0.8, a standard value; we set

the order of the autoregressive process for the foreign interest rate to n = 3; we calibrate

the three autoregressive parameters in equation (10) in order to match the first three

periods (after period 0) of the empirical impulse response of the foreign interest rate:24

we get ρ∗1 = 0.96, ρ∗2 = 0.40, and ρ∗3 = −0.48. The steady-state foreign output y∗ is

normalized to 1. Table 2 summarizes the calibration.

24We consider the US one-year government bond yield as foreign interest rate shock, as highlighted
in the empirical analysis.
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Calibration

Parameters Description Value

β Discount factor 0.9953

σ Inverse of el. of intertemporal substitution 1

ϕ Inverse of Frisch elasticity 1

γ Weight of foreign good 0.3

γ∗ Foreign demand shifter 0.3

η El. of subst. domestic vs foreign good 1.5

εH , εX El. of subst. differentiated goods 6

α Share of capital in production 0.3

δ Depreciation rate 2.5%

d SS external debt 2.9287

bfC SS FX reserves 1.3946

τ SS inflows tax 9.9527e− 04

g SS public spending 0.3955

π Gross inflation target 1.01

π∗ SS foreign inflation 1.005

r∗ SS foreign nominal rate 1.0088

y∗ SS foreign output 1

κPH , κPX Price adjustment cost 57.9952,58.5737

κD Debt adjustment costs 0.005

κI Investment adjustment cost 2.48

ρ∗1, ρ
∗
2, ρ

∗
3 AR parameters 0.9595, 0.3969,−0.4819

φπ, φy, ρ Taylor rule parameters 1.5, 0.0625, 0.8

Table 2: Calibrated parameters.

6 Theoretical analysis

In this section, we show the impulse response functions to a foreign monetary tight-

ening under three monetary rules, which broadly capture the three monetary regimes

considered in the empirical model. We compare the impulse responses implied by the

three rules with the optimal policy chosen by the Ramsey social planner, and we provide

a welfare metric.

6.1 DSGE Impulse Responses

We compare the impulse response of a 100 basis points foreign monetary shock under

the monetary rules in equations (34)-(36). We use a first-order approximation of the

model equations around the steady state. We set capital controls τt, FX reserves bfCt,

government spending gt, foreign inflation π∗
t , and foreign output y∗t to their steady state
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value. We plot CPI, PPI, and EPI both in levels and in growth rates relatively to the

steady state. The nominal exchange rate is plotted in depreciation rates relatively to the

steady state.

In the PEG regime, the central bank maintains a constant rate of depreciation (equal

to the steady state), given the higher inflation target relatively to the foreign economy.

The central bank raises the policy rate to avoid a nominal depreciation relatively to the

steady state (Figure 8, black dotted line); the domestic tightening is almost 1:1 with the

foreign tightening, given the UIP condition (equation 17). The increase in the domestic

rate brings down inflation, through the standard intertemporal substitution channel:

consumption and investment fall, GDP decreases. The inflation reduction leads to a real

depreciation. Producers reduce the price of domestic goods in domestic and in foreign

markets by an equal amount, to face the reduction in marginal costs: dominant currency

pricing under a peg is not relevant, as far as other conditions in domestic and foreign

markets are the same. The higher cost of borrowing abroad reduces the stock of foreign

debt, opening a trade surplus.

In the FLOAT regime, the foreign monetary tightening leads to both a nominal and

a real depreciation (Figure 8, blue line): imports are more expensive and CPI increases.

Moreover, the CPI rise reduces pHt, the “real” PPI, making marginal costs in terms of PPI

(mct
pt

) higher: by the Phillips curve for domestic markets, PPI inflation increases (equation

28): this channel amplifies the CPI rise. The central bank responds by increasing the

policy rate, but less than in the PEG case, driving a fall in consumption and investment.

The trade surplus more than offsets the reduction in consumption, bringing about a

mild increase in GDP. Export prices are lower, given the nominal depreciation: absent

dominant currency pricing, the fall in export prices would have been stronger.

In the IT regime the central bank raises the interest rate by more compared to the

FLOAT regime, in order to completely dampen the inflation rise (Figure 8, red dotted

line): the domestic monetary tightening also mitigates the nominal and the real depreci-

ation, and it amplifies the fall in consumption and investment. In general, the responses

under the IT regimes lie between the response under PEG and FLOAT.25

The DSGE analysis provides theoretical content to the empirical results: inflation falls

under the exchange rate peg given the domestic monetary tightening, which is necessary

to maintain the peg. Inflation increases in a floating exchange rate regime, given the

nominal depreciation, which boosts the price of import goods and, via an increase in real

marginal costs, of domestic goods. If the floater country is also a strict inflation targeter,

the increase in inflation is milder. Notice that under all the monetary policy frameworks

25Our results hold also if domestic and foreign goods are complements. We repeat the analysis by
setting η = 0.5, as suggested by Akinci (2011) (Figure A.2).
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considered, the policy rate rises: in a peg, the domestic tightening is needed to limit

the nominal depreciation; in a floater (with and without a strict inflation targeting), the

domestic tightening is more temporary and it is needed to limit the rise in inflation.

6.2 Optimal monetary policy

In this section, we show the impulse response functions resulting from the solution of

the Ramsey problem. We solve the problem of a social planner that chooses the domestic

policy rate by maximizing the utility function of households, subject to all the equations

of the competitive equilibrium. Compared to the previous exercises, the social planner’s

interest rule may respond to all the variables of the model. The social planner can

improve upon the competitive equilibrium because the model features several frictions

and externalities.

First, as it is standard in the New Keynesian literature, domestic firms operate in

monopolistic competition and are subject to nominal rigidities (price adjustment costs).

Monopolistic competition creates a wedge between marginal costs and marginal prod-

ucts of inputs (labor and capital), making domestic production sub-optimal, other things

equal. Second, price adjustment costs imply wasted resources and make the wedge be-

tween marginal costs and marginal products time varying. Third, consistently with a

recent literature (Gopinath et al., 2020), we assume market segmentation between the

domestic and foreign markets: the law of one price does not necessarily hold for export

goods. Fourth, a terms of trade externality arises in our model, because the social planner

may exploit the foreign downward-sloping demand for the domestic good by affecting the

terms of trade: this externality is common in models featuring a domestic and a foreign

good that are not perfect substitutes (including Gaĺı and Monacelli, 2005 and Farhi and

Werning, 2016, among others). Fifth, debt adjustment costs are wasted resources that

the social planner may try to minimize: this friction is needed to ensure a stationary

equilibrium, and we set the relevant parameter to a small value, in order to reduce its

importance. We compare the optimal response of the Ramsey social planner to a for-

eign monetary shock with the impulse responses obtained under the three monetary rules

considered Figure 8. Three results are worth to mention.

First, the optimal response of the Ramsey social planner suggests that it is efficient

to minimize producer-price inflation in domestic markets (PPI), in order to save price

adjustments costs (Figure 8, green circled line): this is a standard result in the New

Keynesian open economy literature, since Gaĺı and Monacelli (2005).

Second, the social planner allows for a reduction in EPI despite export prices are sub-

ject to inefficient adjustment costs too, other things equal. Formally, this social planner

choice occurs because it is not possible to stabilize PPI and EPI inflation simultaneously
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using the policy rate only, when the economy is hit by foreign interest rate shocks. If this

were possible, by the Phillips curves (equations 28 and 31) we would have, up to a linear

approximation:

p̃Ht = p̃Xt, (47)

which implies by the definition of PPI and EPI (equations 30 and 32):

p̃Ht − p̃Ht−1 + π̃t = 0 (48)

and

p̃Ht − p̃Ht−1 − (s̃t − s̃t−1) = 0. (49)

Combining the previous equations, we get:

π̃t = − (s̃t − s̃t−1) , (50)

which holds if and only if the nominal exchange rate is pegged. However, this is not

possible: under a peg the social planner is not able to stabilize both PPI and EPI (Figure

8, black dotted line). This is also in line with Egorov and Mukhin (2020), who argue that

monetary policy cannot directly stimulate a country’s exports under dollar pricing: what

monetary policy can do is to stabilise domestic prices to guarantee that local demand for

domestically produced goods is at the optimal level.

Third, impulse responses under a peg are quite different from the responses under

optimal policy: this suggests that a peg is largely inefficient in our model.

To rank policy regimes, we conclude the section with the following welfare analysis.

Following Faia and Monacelli (2007), we approximate the model up to a second order

and we define the following measure, based on the previously specified period utility, of

conditional welfare for each regime R:

WR
t = Et

ı∑
j=0

βjU
(
cRt+j, h

R
t+j

)
, (51)

where in period t the economy is in steady state. In order to give an economic content

to the welfare definition, we provide a measure of consumption equivalent (ΩR) for each

regime. We define the consumption equivalent as the fraction of steady-state consumption

needed to equate the welfare level in a given regime, with the level in a baseline regime

B:

WR
t = Et

ı∑
j=0

βjU
((

1 + ΩR
)
cBt+j, h

B
t+j

)
. (52)
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The definition of consumption equivalent for a given regime implies that a negative value

of ΩR means that welfare is lower in regime R compared to the baseline policy. We set

the baseline regime as a PPI inflation targeting πHt = π̄, which is approximately equal to

the optimal policy, as shown in Figure 8: hence consumption-equivalent measures will be

always negative for each regime, i.e. they measure the welfare loss of using that regime

compared to the optimal policy. As standard in the literature, we assume that foreign

monetary shocks feature a standard deviation of 25 basis points.

The PEG regime is the one with the highest welfare loss, even in a model with domi-

nant currency crisis. As shown by the impulse response functions, pegging the exchange

rate causes large PPI inflation fluctuations. Regimes FLOAT and IT are relatively closer

to the Ramsey policy: in particular, the Taylor rule for floaters matches quite well the

increase in the policy rate under the optimal policy (Table 3).
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DSGE Impulse responses

Figure 8: IRFs to 100 basis point foreign interest rate shock in each regime. The shock hits in period
0, in period -1 the economy is in the steady state. Responses are in log-deviation from the steady state,
except interest rates (in level deviations) and the trade balance (in percentage of steady state GDP).
Positive NEER and REER responses denote a domestic depreciation. NEER is the cumulative response
of ∆et, in deviation from the steady state. Blue solid line: floating regime. Black dotted line: peg
regime. Red dotted line: inflation targeting. Green dashed line: optimal policy.

Welfare analysis

Regime Ω

PEG -0.13%

IT -0.03%

FLOAT -0.02%

Table 3: Consumption equivalent under each regime compared to the policy πHt = π.
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6.3 Other policy instruments

EME that peg the exchange rate usually rely on other policy instruments, on top

of interest rate policies. Consistently with the empirical section, we study whether CPI

inflation falls under a peg regime, if the policy maker can use FX interventions or cyclical

capital controls, on top of interest-rate policies.

6.3.1 FX interventions

We compare three different interest rate-FX combinations that fully stabilize the

exchange rate: in the three policy options we always impose ∆et = ∆e. The first policy

(P1) is the baseline, and it prescribes that FX reserves are not used, as under the peg

regime in the previous section. The response to a foreign interest rate shock under P1

(Figure 9, blue solid line) implies an increase in the domestic interest rate, which in turn

drives a recession and a fall in inflation.

The second policy option sets a constant interest rate:

rt = r, P2 (53)

so that FX reserves will adjust in order to keep the nominal exchange rate constant (Figure

9, red dotted line). This policy implies a huge sale of FX reserves: the public NFA falls

by around 35% of GDP and the exchange rate is stabilized. Given that the policy rate

does not rise, the recession is avoided.26 The UIP premium decreases (the foreign yield

is relatively higher) and households reduce external debt (dt), meaning that private NFA

(bft ) improves. How many reserves the central bank has to deploy to defend the peg

crucially depends on the risk-premium elasticity κD. If κD = 0, foreign and domestic

bonds are perfect substitutes and their return is the same: every FX intervention is offset

by the private sector, which takes the opposite position in order to exploit the potential

arbitrage opportunity. If κD > 0, households pay adjustment costs when they change

their foreign asset position: even if the foreign yield is relatively higher, household do

not indefinitely invest in foreign bonds. In our calibration, κD is positive, yet very small:

the intervention is successful but it requires a very large sale of foreign assets that are

held by the central bank. This is clear looking at the UIP condition (equation 17): after

a foreign monetary tightening, constant nominal exchange and interest rates (policy P2)

imply a rise in the private foreign asset position (a lower dt), and the magnitude of this

rise is decreasing in parameter κD.

26Given that the FX reserves-GDP ratio is 20%, the central bank ends up with borrowing in foreign
currency.
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The third policy prescribes to sell FX assets whenever US monetary policy tightens:

bfCt = bfC

(
r∗t
r∗

)−φFX
. P3 (54)

As in P1, the policy rate endogenously adjusts to defend the peg. Unlike P1, in

P3 the sale of foreign assets helps to avoid a nominal depreciation when US monetary

policy tightens. We set φFX such that the central bank sells reserves by 10% of GDP

on impact, if the US interest rate increases by 100 basis points.27 The response of the

economy lies in between policy P1 and P2 (Figure 9, black dotted line). The sale of

foreign assets by the central bank implies that the policy rate has to be raised in order to

defend the peg, though by a smaller amount with respect to the baseline scenario (P1).

The milder domestic monetary tightening mitigates the recession, compared to P1: if

the central bank intervenes in FX markets, inflation still falls in the peg regime, after a

foreign monetary tightening. The response of inflation reaches an upper bound with P2:

if the central bank uses only FX intervention to defend the peg, inflation barely moves

after the foreign shock. These results are consistent with the empirical evidence provided

in Figure 5.

We also compare the level of welfare of the three policies. Both P2 and P3 yield

welfare losses compared to P1: the consumption equivalent compared to P1 is −0.55%

and −0.03%, respectively. This may seem puzzling, given that both P2 and P3 imply low

PPI and EPI inflation fluctuations. However, these policies force households to spend

large adjustment costs (private NFA is much higher). Moreover, P2 also implies that the

economy is a net borrower (aggregate NFA decreases) when the foreign interest rate rises,

and this this is clearly inefficient.

6.3.2 Cyclical capital controls

In countries that peg the currency, policy makers sometimes use capital controls to

manage the financial account. We compare three policy scenarios. In the first (baseline)

scenario the capital-control tax is constant at the steady state: this is equivalent to policy

P1 in the previous section, and we plot it again in Figure 10 (blue solid line). In the

second scenario we simulate the extreme case in which the policy rate is not adjusted and

the policy maker defends the peg by lowering the capital-control tax, thus subsidizing

foreign borrowing:

rt = r. P2b (55)

27This implies φFX = 50.74.
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Under P2b, the reduction in the capital control tax almost offsets the foreign shock,

shielding the domestic economy (Figure 10, red dotted line): this is an illustrative ex-

treme case, because it is unlikely that a country is able to immediately remove sizable

capital controls or to subsidize foreign borrowing. Therefore, we also simulate an inter-

mediate scenario in which capital controls respond to the foreign interest rate, with a

rule analogous to P3:

1 + τt =

(
r∗t
r∗

)−φCC
. P3b (56)

We calibrate φCC = 0.5 such that the tax decreases by 50 basis points on impact, if the

foreign interest rate rises by 100 basis points. This policy mitigates the shock, without

fully shielding the economy (Figure 10, black dotted line): the domestic interest rate rises

in order to defend the peg, reducing the CPI inflation rate. These results are consistent

with the empirical evidence provided in Figure 6.

We also compare the level of welfare of the three policies. Both P2b and P3b yield

welfare gains compared to P1: the consumption equivalent compared to P1 is 0.04% and

0.10%, respectively. Compared to FX interventions, these policies are able to dampen

PPI and EPI without forcing households to large changes in their foreign position.
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Peg regime: Interest rate vs FX intervention

Figure 9: IRFs to 100 basis point foreign interest rate shock. The shock hits in period 0, in period -1
the economy is in the steady state. Responses are in log-deviation from the steady state, except interest
rates and UIP premium (in level deviations) and NFAs (in percentage of steady state GDP). Positive
NEER and REER responses denote a domestic depreciation. A lower UIP premium means that foreign
yield is relatively higher. Blue solid line: peg through interest rate (P1). Red dotted line: peg through
FX intervention (P2). Black dotted line: peg through interest rate and FX intervention (P3).
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Peg regime: interest rate vs capital controls

Figure 10: IRFs to 100 basis point foreign interest rate shock. The shock hits in period 0, in period -1
the economy is in the steady state. Responses are in log-deviation from the steady state, except interest
rates and UIP premium (in level deviations) and NFAs (in percentage of steady state GDP). Positive
NEER and REER responses denote a domestic depreciation. A lower UIP premium means that foreign
yield is relatively higher. Blue solid line: peg through interest rate (P1). Red dotted line: peg through
capital controls (P2b). Black dashed line: peg through interest rate and capital controls (P3b).
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7 Conclusions

We have provided empirical evidence on the spillover effects of US monetary policy to

CPI inflation in emerging markets. We find that i) inflation falls in countries pegging the

exchange rate; ii) inflation increases in floater countries that do not target inflation; iii)

inflation barely responds in floater countries that do target inflation. These results are

consistent with a standard DSGE model with nominal rigidities: in peggers countries,

the domestic tightening that is necessary to defend the peg reduces inflation; in floaters

countries that do not target inflation, the resulting nominal depreciation makes import

prices more costly, raising CPI inflation; in inflation targeters, the response of inflation

is small by definition. From a normative perspective, we show that, even in a model

characterized by dominant currency pricing, pegging the currency yields higher welfare

losses compared to the other regimes. Moreover, the optimal monetary policy does not

recommend to reduce costly export-price fluctuations: domestic monetary policy is not

able to directly affect export prices, which are set in the dominant currency.

These results are particularly relevant for emerging-market policy makers that are

interested in disentangling domestic price dynamics in response to foreign interest shocks.

Our results inform policy makers that pegging the exchange rate may generate excessive

and inefficient inflation volatility, compared to a flexible exchange rate regime.

We believe that our findings could be extended along several dimensions. For instance,

in our analysis domestic financial markets are frictionless: as long as financial frictions

exacerbate the recessionary effects of foreign monetary policy shocks, our welfare ranking

may change.
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Gaĺı, J. (2015): Monetary policy, Inflation, and the Business Cycle: An Introduction to

the New Keynesian Framework and its Applications, Princeton University Press.
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Appendix

A Data and Exchange Rate Regime Classification

Category Decription

1 No separate legal tender or currency union

2 Pre announced peg or currency board arrangement

3 Pre announced horizontal band that is narrower than or equal to +/− 2%

4 De facto peg

5 Pre announced crawling peg;

de facto moving band narrower than or equal to +/− 1%

6 Pre announced crawling band that is narrower than or equal to +/− 2%

or de facto horizontal band that is narrower than or equal to +/− 2%

7 De facto crawling peg

8 De facto crawling band that is narrower than or equal to +/− 2%

9 Pre announced crawling band that is wider than or equal to +/− 2%

10 De facto crawling band that is narrower than or equal to +/− 5%

11 Moving band that is narrower than or equal to +/− 2%

(i.e., allows for both appreciation and depreciation over time)

12 De facto moving band +/− 5%; Managed floating

13 Freely floating

14 Freely falling

15 Dual market in which parallel market data is missing

Table A.1: Exchange rate regime classification of Ilzetzki et al. (2019), which is the basis of the PEG
dummy.

Monetary policy framework

PEG FLOAT IT

Number of obs. 406 874 269

Percent 26.2% 56.4% 17.3%

Total obs. 1549

Table A.2: IT denotes floating exchange rate with an inflation target; PEG denotes fixed exchange
rate regime; FLOAT denotes floating exchange rate regime, without an explicit commitment to inflation.
The table is computed by considering the sample of 27 EMEs for the period, 1991 : 4− 2009 : 3, and the
currency is anchored to the USD. Exchange rate regime classification is based on Ilzetzki et al. (2019).
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Countries CPI GDP NEER Policy Rate

Argentina 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 2002:1-2012:4

Armenia 1993:1-2012:4 1991:1-2012:4 1994:1-2012:4 2000:1-2012:4

Belarus 1991:1-2012:4 1994:1-2012:4 1996:1-2012:4 1993:1-2012:4

Brazil 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1996:3-2012:4

Chile 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

China 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:2-2012:4

Colombia 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1995:2-2012:4

Costa Rica 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Egypt 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 2005:3-2012:4

Georgia 1994:1-2012:4 1991:1-2012:4 1993:4-2012:4 2008:1-2012:4

India 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 2000:3-2012:4

Indonesia 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 2005:3-2012:4

Lebanon 2008:1-2012:4 1991:1-2012:4 1991:1-2012:4 1993:1-2012:4

Malaysia 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Mexico 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1997:1-2012:4

Mongolia 1991:4-2012:4 1991:1-2012:4 1996:1-2012:4 2007:3-2012:4

Pakistan 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Panama 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 2002:1-2012:4

Paraguay 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 2011:1-2012:4

Peru 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Philippines 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Poland 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

South Africa 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Sri Lanka 1991:1-2012:4 1991:1-2012:4 2003:1-2012:4 1997:1-2012:4

Thailand 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Turkey 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4 1992:2-2012:4

Ukraine 1992:1-2012:4 1991:1-2012:4 1993:1-2012:4 1991:1-2012:4

Table A.3: The acronyms of NEER stands for Nominal Effective (i.e. trade-weighted) Exchange Rate.
Data sources are: IFS (IMF International Financial Statistics database); and Datastream (Thomson-
Reuters Datastream database), if the former is not available.
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Countries FX reserves Cap. controls Nominal GDP

Argentina 1991:1-2012:4 1991:1-2012:4 1993:3-2012:4

Armenia 1992:1-2012:4 1996:1-2012:4 1994:4-2012:4

Belarus 1994:4-2012:4 1996:1-2012:4 1992:1-2012:4

Brazil 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Chile 1991:1-2012:4 1991:1-2012:4 1996:1-2012:4

China 1991:1-2012:4 1991:1-2012:4 1992:1-2012:4

Colombia 1991:1-2012:4 1991:1-2012:4 2005:1-2012:4

Costa Rica 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Egypt 1991:1-2012:4 1991:1-2012:4 2002:1-2012:4

Georgia 1995:4-2012:4 1996:1-2012:4 1996:1-2012:4

India 1991:1-2012:4 1991:1-2012:4 2004:1-2012:4

Indonesia 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Lebanon 1991:1-2012:4 1991:1-2012:4 no data

Malaysia 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Mexico 1991:1-2012:4 1991:1-2012:4 1993:1-2012:4

Mongolia 1992:4-2012:4 1995:1-2012:4 2005:1-2012:4

Pakistan 1991:1-2012:4 1991:1-2012:4 no data

Panama 1991:1-2014:4 1991:1-2012:4 no data

Paraguay 1991:1-2012:4 1991:1-2012:4 1994:1-2012:4

Peru 1991:1-2012:4 1991:1-2012:4 1991:1-2017:1

Philippines 1991:1-2012:4 1991:1-2012:4 1991:1-2012:4

Poland 1991:1-2012:4 1991:1-2012:4 1995:1-2012:4

South Africa 1991:1-2012:4 1991:1-2012:4 1991:1-2001:4

Sri Lanka 1991:1-2012:4 1995:1-2012:4 no data

Thailand 1991:1-2012:4 1995:1-2012:4 1993:1-2012:4

Turkey 1991:1-2012:4 1995:1-2012:4 1991:1-2012:4

Ukraine 1992:4-2012:4 1996:1-2012:4 2000:1-2012:4

Table A.4: Data sources are: IFS (IMF International Financial Statistics database); and Datastream
(Thomson-Reuters Datastream database), if the former is not available. The index of aggregate controls
on capital inflows is obtained by Chinn and Ito (2008), where is denoted by “KAOPEN”. In the main
text, the variable FX reservs-GDP ratio refers to the ratio between FX reserves and nominal GDP,
seasonally adjusted according to the ARIMA X-11 additive method.
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Variable Description Time Span Source

1-year gov. bond yield US 1-year gov. bond yield 1991:1-2012:4 FRED

REA Real economic activity index 1991:1-2012:4 Kilian (2009)

Real oil price Cushing OK WTI Spt Price FOB U$/BBL
US CPI 1991:1-2012:4 Datastream

VXO CBOE S&P 100 Volatility Index 1991:1-2012:4 FRED

zt US monetary policy instrument 1991:1-2009:4 MR

Table A.5: The acronyms correspond to the following sources. Datastream: Thomson-Reuters Datas-
tream database; FRED: Federal Reserve Economic Data. MR: Miranda-Agrippino and Ricco (2021).
REA time series is updated, by Kilian, till the end of 2019.

49



B Model Equations

The equilibrium conditions of the baseline model (for floaters) are the following:

λt =

(
ct −

h1+ϕ
t

1 + ϕ

)−1

(A.1)

1 = βEt
(
λt+1

λt

rt
πt+1

)
(A.2)

1 = βEt
(
λt+1

λt

r∗t
π∗
st+1

st

)
+ κD

(
dt − d

)
+ τt (A.3)

1 = βEt

{
λt+1

λt

[
rkt+1 + (1− δ) qt+1

]
qt

}
(A.4)

hϕt = wt (A.5)

1 = qt

[
1− κI

2

(
it
it−1

− 1

)2

− κI
(

it
it−1

)(
it
it−1

− 1

)]
+

+κIβEt

{
λt+1

λt
qt+1

[(
it+1

it

)2(
it+1

it
− 1

)]}
(A.6)

kt = (1− δ) kt−1 +

[
1− κI

2

(
it
it−1

− 1

)2
]
it (A.7)

yt = kαt−1h
1−α
t (A.8)

rkt = αmct
yt
kt−1

(A.9)

wt = (1− α)mct
yt
ht

(A.10)

yt = yHt + yXt (A.11)

πHt (πHt − π) = βEt
[
λt+1

λt
πHt+1 (πHt+1 − π)

pHt+1yHt+1

pHtyHt

]
+

+
εH
κPH

(
mct
pHt
− εH − 1

εH

)
(A.12)

πHt =
pHt
pHt−1

πt (A.13)

πXt (πXt − π∗) = βEt
[
λt+1

λt
πXt+1 (πXt+1 − π∗)

pXt+1yXt+1

pXtyXt

]
+

+
εX
κPX

(
mct
pXt
− εX − 1

εX

)
(A.14)
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πXt =
pXt
pXt−1

st−1

st
π∗ (A.15)

yHt = (1− γ) (pHt)
−η (ct + it) + g +

κPH
2

(πHt − π)2 yHt (A.16)

yXt = γ∗
(
pXt
st

)−η

y∗ +
κPX

2
(πXt − π∗)2 yXt (A.17)

nfat = bfC − dt (A.18)

gdpt = ct + it + pHtg − st
r∗t−1

π∗ nfat−1 + stnfat +
κD
2
st
(
dt − d

)2
+

+
κPH

2
(πHt − π)2 pHtyHt +

κPX
2

(πXt − π∗)2 pXtyXt (A.19)

st
st−1

= ∆et
π∗

πt
(A.20)

gdpt = pHtyHt + pXtyXt (A.21)

1 = (1− γ) (pHt)
1−η + γ (st)

1−η (A.22)

r∗t − r∗ = ρ∗1
(
r∗t−1 − r∗

)
+ ρ∗2

(
r∗t−2 − r∗

)
+ ρ∗3

(
r∗t−3 − r∗

)
+ vt (A.23)

These are 23 equations for 24 endogenous variables:

Xt ≡
[
λt, ct, r

k
t , wt, ht, yHt, yt, yXt, pXt, πXt, kt, qt, it, rt,mct, πt, dt, nfat, st, pHt, πHt, gdpt,∆et, r

∗
t

]
,

and one exogenous shock vt. The missing equation is the monetary rule, which varies for

each monetary regime.

C Steady State

We compute the steady state as a function of {gdp, pH , h}. We calibrate ex ante the

following ratios:

D =
s · d
4gdp

FX =
s · bfC
4gdp

G =
pHg

gdp
,
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and the real interest rates:

rr =
r

π

rr∗ =
r∗

π∗ ,

finding β and τ ex post. The real exchange rate reads:

s =

[
1− (1− γ) (pH)1−η

γ

] 1
1−η

.

Find
{
d, bfC , g

}
:

d =
4gdp ·D

s

bfC =
4gdp · FX

s

g =
gdp ·G
pH

.

Using the domestic Euler equation we find β:

β =
1

rr
,

which implies by the Taylor rule:

π = π

r =
π

β
.

Using the Euler equation for foreign bonds we find τ :

1− τ = β
r∗

π∗

τ = 1− βrr∗.
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By the domestic Phillips curve, and the definition of PPI and nominal exchange rate it

holds:

mc =
εH − 1

εH
pH

πH = π

∆e =
π

π∗ .

Use the Phillips curve of exporters:

pX =
εX

εX − 1
mc

πX = π∗.

Foreign demand:

x = γ∗
(pX
s

)−η
.

Production for domestic markets:

gdp = pHyH + pXx

yH =
gdp− pXx

pH
.

Total production:

y = yH + x.

In the steady state investment demand implies:

q = 1,

which gives according to the capital Euler equation:

rk =
1

β
− (1− δ) .

Once we have rk, we can get the steady state of k by the capital demand:

k =
αy

rk
mc
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and in turn we get i from the law of motion of capital:

i = δk.

Using the labor demand we can find w:

w =
(1− α) y

h
mc.

NFA:

nfa = bfC − d.

Consumption:

c = gdp− pHg − i+ s · nfa
(
r∗

π∗ − 1

)
We are left with three equations:

yH = (1− γ) (pH)−η (c+ i) + g

w = hϕ

y = kαh1−α

where all variables depend on {gdp, h, pH}. By solving this system of three equations and

three unknowns we find the steady state of the model.
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D Additional Figures

Testing differences across states

Figure A.1: The circled lines show the p-values associated to testing the hypothesis that the difference
between the responses to a US monetary policy shock, which determines a 1% increase at impact in the
1-year US government bond yield, is zero across states. In particular, for the initial four quarters we
carry out a battery of tests: PEG vs FLOAT (blue), PEG vs IT (green), and IT vs FLOAT (black). Red
dotted lines describes the 10% significance level threshold (0.1).
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DSGE Impulse responses when η is low

Figure A.2: IRFs to 100 basis point foreign interest rate shock in each regime. The shock hits in period
0, in period -1 the economy is in the steady state. Responses are in log-deviation from the steady state,
except interest rates (in level deviations) and the trade balance (in percentage of steady state GDP).
Positive NEER and REER responses denote a domestic depreciation. NEER is the cumulative response
of ∆et, in deviation from the steady state. Blue solid line: floating regime. Black dotted line: peg
regime. Red dotted line: inflation targeting. Green dashed line: optimal policy.
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