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ABSTRACT

In this paper, we follow the New Open Economy Macroeconomics to
investigate how transportation costs affect the consumption volatility, expected
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level of consumption, and the welfare performance under alternative
exchange-rate regimes for a country facing foreign monetary shocks. According
to the theoretical derivation and numerical simulation, we find that the
parameters of transportation costs, pricing to market, the degree of home bias
and capital mobility are the key factors that affect the effect of a foreign
monetary disturbance on domestic consumption and welfare level. From the
aspect of the role of transportation costs, the results show that the consumption
volatility under floating exchange rate with producer-currency pricing (PCP
model for short) and with foreign currency standard (FCS model for short) will
be probability greater than that in fixed exchange rate regime (FER model for
short) by the higher cost of transport. And, we can also find that an increase in
transportation costs will lead to a decrease of expected consumption under PCP,
FCS and FER models. Finally, the welfare level will decrease under alterative
exchange rate regime with the higher transportation costs.
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