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Abstract

We study the propagation mechanism of commodity price fluctuations in commodity-exporting
emerging economies using a New Keynesian small open economy model. In the model,
increases in commodity prices improve export competitiveness of the economy and ease
borrowing conditions in international financial markets. We highlight that, although the
decline in the interest rate premium following a commodity price increase stimulates imports
of final goods and exerts deflationary pressure on the domestic economy, the price of final
goods does not fall sufficiently under nominal rigidities. Consequently, the expansionary
effects of commodity price increases on aggregate demand and output are dampened. We
characterize the optimal monetary and capital control policies and show that the optimal policy
response consists of lowering the policy rate and increasing the capital control tax. We also
provide preliminary empirical evidence of heterogeneous effects of commodity price shocks
across countries that are consistent with the theoretical findings.
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