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                    Abstract
In this paper, we examine optimal exchange-rate flexibility in a model of local-currency pricing with vertical production and trade. Following a large body of empirical evidence, we assume that final-goods prices are sticky, but intermediate-goods prices are flexible. We find that, unlike what is found in the literature, optimal nominal exchange rate is flexible under local-currency pricing. The key element in deriving our conclusion is the difference in expenditure shares between home and foreign households. The conclusion holds even if the degrees of home bias in production are identical between home and foreign final-goods producers, which contrasts with the findings in the literature.
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                    Notes
	For a recent review of Friedman’s monetary policy proposals, see Tavlas (2015).


	In fact, implicitly, Friedman’s conclusion is based on the same assumption.


	There is a substantial literature on the topic, See Engel (1999), Betts and Devereux (2000), and Atkeson and Burstein (2008), these papers cite many relevant papers.


	In Obstfeld and Rogoff (1995), exporting firms set prices in producers’ currency one period in advance.


	For other references on the similar topic, see Devereux et al. (2005), Duarte and Obstfeld (2008), Senay and Sutherland (2015). When exporters can endogenously choose the currency of price setting, Devereux et al. (2005) find that there are multiple equilibria. One equilibrium corresponds to PCP case in which the flexible exchange rate is optimal and another corresponds to LCP case in which the fixed exchange rate is optimal. By restricting monetary authorities to respond only to domestic shocks, only PCP equilibrium survives. Duarte and Obstfeld (2008) find that the flexible exchange rate is optimal in LCP case when they introduce nontradable consumption goods into Devereux and Engel (2003). When considering foreign monetary shocks, Senay and Sutherland (2015) find that, in LCP case, home country is better off to adopt the flexible exchange rate.


	The main reason lies in our assumptions: (1) a full set of state-contingent bond; (2) price setting being one period in advance.


	Among many others, Murphy et al. (1989) and Clark (1999) find that final-goods prices are significantly less volatile than intermediate goods; Bils and Klenow (2004) estimate that price flexibility of “raw goods” is about 3-4 times than that of processed goods; Nakamura and Steinsson (2008) also find that final-goods prices are less volatile than that of intermediate goods.


	See case 1 of Devereux and Engel (2007) which corresponds to the same setting as in our model, i.e. sticky final-goods prices, flexible intermediate-goods prices.


	In Duarte and Obstfeld (2008), the representative household’ consumption basket consists of nontradables as well as tradables. By comparison, in our model, both final consumption goods and intermediate goods in our model are tradable.


	As emphasized in Devereux et al. (2007), the assumptions of a complete set of state-contingent bonds and one-period price stickiness guarantee that the conclusions in the present paper can be carried over to an infinite-horizon model.


	Note that the conclusion does not hold for a general CRRA consumption preference. For a detailed discussion, see Devereux and Engel (2003).


	See, among many others, Obstfeld and Rogoff (1995, 2000, 2002), Corsetti and Pesenti (2001, 2005), Devereux and Engel (2003), Benigno and Benigno (2003), Devereux et al. (2007), Shi and Xu (2007), Wang and Zou (2013, 2015).


	For empirical evidence, see Cooley and Hansen (1989).


	Which is available upon request.


	The demand function of foreign final-goods producers for home intermediate good j
                                    
                          i
                         is
As a comparison, the demand function of foreign final-goods producers for their own country’s intermediate good \(j_{i}^{\ast }\) is

$$\begin{array}{@{}rcl@{}} Y_{Fi}^{\ast}\left( j_{i}^{\ast}\right) &\equiv&{\int}_{0}^{1} Y_{Fi}^{\ast }\left( j_{f}^{\ast},j_{i}^{\ast}\right) dj_{f}^{\ast}=\left( 1-\varepsilon^{\ast}\right) \left( \frac{P_{Fi}^{\ast}}{C^{\ast}\left( P_{Hi}^{\ast},P_{Fi}^{\ast}\right) }\right)^{-1}\left[ \left( 1-n\right) \frac{PC}{P_{Ff}}+\left( 1-n^{\ast}\right) \frac{P^{\ast}C^{\ast}} {P_{Ff}^{\ast}}\right] \\ & =&\left( 1-\varepsilon^{\ast}\right) \theta_{f}^{\ast-1}\left( \frac{\theta_{i}^{\ast}}{\theta_{i}}\right) ^{\varepsilon^{\ast}}\left[ \left( 1-n\right) \left( \frac{P_{Hf}}{SP_{Ff}^{\ast}}\right)^{n}C+\left( 1-n^{\ast}\right) \left( \frac{P_{Hf}}{SP_{Ff}^{\ast}}\right)^{n^{\ast}}C^{\ast}\right] . \end{array} $$


                                    $$\begin{array}{@{}rcl@{}} Y_{Hi}^{\ast}\left( j_{i}\right) & \equiv&{\int}_{0}^{1} Y_{Hi}^{\ast}\left( j_{f}^{\ast},j_{i}\right) dj_{f}^{\ast}=\varepsilon^{\ast}\left( \frac{P_{Hi}^{\ast}}{C^{\ast}\left( P_{Hi}^{\ast},P_{Fi}^{\ast}\right) }\right) ^{-1}\left[ \left( 1-n\right) \frac{PC}{P_{Ff}}+\left( 1-n^{\ast}\right) \frac{P^{\ast}C^{\ast}}{P_{Ff}^{\ast}}\right] \\ & =&\varepsilon^{\ast}\theta_{f}^{\ast-1}\left( \frac{\theta_{i}}{\theta_{i}^{\ast}}\right) ^{1-\varepsilon^{\ast}}\left[ \left( 1-n\right) \left( \frac{P_{Hf}}{SP_{Ff}^{\ast}}\right)^{n}C+\left( 1-n^{\ast}\right) \left( \frac{P_{Hf}}{SP_{Ff}^{\ast}}\right)^{n^{\ast}}C^{\ast}\right] . \end{array} $$


                                 

	In PCP case, the terms of trade at the stage of final-goods production can be expressed as: \(\tau _{f}=\frac {P_{Ff}} {SP_{Hf}^{\ast }}=\frac {\widehat {\lambda }SE\left (\frac {P_{Hi}^{\ast \varepsilon ^{\ast }}P_{Fi}^{\ast 1-\varepsilon ^{\ast }}}{\theta _{f}^{\ast }}\right )}{\widehat {\lambda }E\left (\frac {P_{Hi}^{\varepsilon } P_{Fi}^{1-\varepsilon }}{\theta _{f}}\right ) }=\frac {SE\left (\frac {W^{\ast }}{\theta _{f}^{\ast }\theta _{i}^{\varepsilon ^{\ast }}\theta _{i}^{\ast 1-\varepsilon ^{\ast }}}\right ) }{E\left (\frac {SW^{\ast }}{\theta _{f} \theta _{i}^{\varepsilon }\theta _{i}^{\ast 1-\varepsilon }}\right )},\) using the expression \(S=\frac {\theta _{f}}{\theta _{f}^{\ast }}\left (\frac {\theta _{i} }{\theta _{i}^{\ast }}\right )^{\varepsilon -\varepsilon ^{\ast }},\) we can get τ
                                    
                          f
                         = S.


	The detailed derivation of Eqs. 29 and 30 is given in the Appendix.
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