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This appendix presents the firms optimality conditions and the complete set of competitive
equilibrium conditions.

1 Firm’s Optimality Conditions

Write the Lagrangian of the firm as:
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The optimality conditions associated with the firm’s problem with respect to P; 4, P*
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Similar optimality conditions can be derived for foreign firms producing varieties of good b.

2 Competitive Equilibrium
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2.1 Complete Asset Market Condition
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2.2 Domestic Block

We introduce the parameter @i for j = ¢,g and k = a,b to allow for the implementation of the
superficial-habit model as a special case of the deep-habit model. Specifically, the deep-habit model
emerges by setting @i = Hi, and the superficial-habit model obtains by setting 9% = 0.
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where wy = W; /P, ; denotes the real wage in terms of domestic goods.

2.3 Foreign Block
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