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This paper investigates what's the impact of different values of the elasticity of international
substitution for desirable exchange rate policy stance and the welfare performance of a central
bank under the interest rate rule which contains exchange rates in a New Keynesian small open
economy model. The model is solved using second-order approximation methods and we compute
the expected life time utility of the representative household as the welfare criterion. As a result
of simulation, we found the following. When the elasticity of international substitution is low, the
central bank can improve welfare performance by stabilizing exchange rate fluctuations in some
extent regardless of the degree of openness, but should not stabilize aggressively. When the elastic-
ity of international substitution is high, in the case of low openness, the central bank can improve
welfare performance by stabilizing exchange rate fluctuations aggressively. In any of these cases,
the degree of improvement of welfare performance is very small. On the other side, when the elas-
ticity of international substitution and openness is high, it's desirable that the central bank doesn't

stabilize exchange rate fluctuations at all.
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x2 YIialb—va3Uv#ER (y=01, n=05)

¢.=0 ¢, = 0.1 ¢, =02 ¢, =03 ¢, =04 ¢, =05
Welfare
2 —0.051 —0.044 —0.046 —0.052 —0.062 —0.072
Mean
C, —0.045 0.035 —0.035 —0.045 —0.045 —0.055
N, 0.008 0.008 0.008 0.008 0.008 0.008
Y, —0.042 —0.032 —0.042 —0.042 —0.052 —0.061
R, —0.005 —0.005 —0.005 —0.005 —0.005 —0.005
My, 0.000 0.000 0.000 0.000 0.000 0.000
I1, 0.000 0.000 0.000 0.000 0.000 0.000
S, —0.090 —0.070 —0.080 —0.090 —0.110 —0.120
A&, 0.000 0.000 0.000 0.000 0.000 0.000
q(S) —0.080 —0.070 —0.070 —0.080 —0.100 —0.110
TB, 0.000 0.000 0.000 0.000 0.000 0.000
0, 0.040 0.030 0.040 0.040 0.050 0.050
Standard deviation
C, 0.46 0.48 0.51 0.55 0.58 0.61
N, 0.41 0.43 0.51 0.62 0.72 0.82
Y, 0.67 0.70 0.73 0.78 0.82 0.87
R, 0.51 0.52 0.62 0.75 0.86 0.95
My, 0.34 0.31 0.31 0.33 0.36 0.38
I1, 0.42 0.37 0.34 0.33 0.33 0.33
S, 3.56 3.01 3.44 3.36 3.29 3.21
AE, 2.91 2.69 2.49 2.30 2.13 1.98
q(S) 3.21 3.16 3.10 3.03 2.96 2.89
TB, 0.15 0.15 0.15 0.14 0.14 0.14
0, 0.00 0.00 0.00 0.00 0.00 0.00
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&3 vIal—vav#iEER (y=01, n=10)

¢.=0 ¢, = 0.1 ¢, =02 ¢. =03 ¢, =04 ¢, =05
Welfare
N —0.047 —0.043 —0.039 —0.036 —0.033 —0.031
Mean
C, —0.065 —0.055 —0.045 —0.035 —0.035 —0.035
N, —0.072 —0.052 —0.042 —0.042 —0.032 —0.022
Y, —0.312 —0.272 —0.232 —0.202 —0.172 —0.152
R, —0.015 —0.015 —0.015 —0.015 —0.015 —0.015
My, —0.010 —0.010 —0.010 —0.010 —0.010 —0.010
I1, —0.010 —0.010 —0.010 —0.010 —0.010 —0.010
S, —0.150 —0.130 —0.110 —0.100 —0.090 —0.080
AS, —0.010 —0.010 —0.010 —0.010 —0.010 —0.010
q(S) —0.120 —0.100 —0.090 —0.080 —0.070 —0.060
TB, —0.200 —0.180 —0.150 —0.130 —0.120 —0.110
0, 0.210 0.180 0.160 0.140 0.130 0.110
Standard deviation
C, 1.04 1.06 1.08 1.10 1.12 1.13
N, 1.48 1.33 1.21 1.11 1.03 0.97
Y, 1.44 1.35 1.28 1.22 1.17 1.14
R, 1.14 1.18 1.22 1.25 1.27 1.29
I, 0.76 0.71 0.67 0.63 0.59 0.56
11, 0.82 0.76 0.7 0.66 0.62 0.58
S, 1.60 1.55 1.51 1.47 1.43 1.40
AE, 1.76 1.63 1.51 1.41 1.31 1.23
q(S) 1.44 1.40 1.36 1.32 1.29 1.26
TB, 2.41 2.34 2.27 2.21 2.15 2.10
0, 0.00 0.00 0.00 0.00 0.00 0.00
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R4 vIial—vaviER (y=08 n=05)

¢.=0 ¢, = 0.1 ¢s = 0.2 ¢s =03 ¢, =04 ¢, =05
Welfare
e —0.030 —0.027 —0.028 —0.030 —0.034 —0.037
Mean
C, —0.015 —0.015 —0.015 —0.015 —0.015 —0.015
N, 0.008 0.008 0.008 0.008 0.008 0.008
Y, —0.042 —0.032 —0.042 —0.042 —0.052 —0.062
R, —0.005 —0.005 —0.005 —0.005 —0.005 —0.005
I, 0.000 0.000 0.000 0.000 0.000 0.000
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