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Rethinking Optimal Currency Areas

Intriguing message: tight correlation between countries may
make currency union less desirable

Currency union is costly because countries loose an
instrument and cannot respond to idiosyncratic shocks

But there are some shocks to which you do not want to
respond
— but cannot commit

Loss of flexibility vs gain in commitment

Currency union provides commitment ability
— even for symmetric countries

But how about free-riding (fiscal externality)?
— Chari and Kehoe (2008), Amador et al. (2013)
— loss of coordination (~commitment)



Model

@ Small open economy with stochastic endowment

® No sticky prices, no markup shocks, but. ..

© One asset: nominal one-period bond
— time inconsistency (and a state variable)

O Flow utility with exogenous cost of inflation:

u(er) = (me),

where, for example, ¢(7) = %7@ and ¢/(w) = ¢
@ Fisher equation:

1+ iy =1+ r")(1 + Eemeyr)



s.t.

Ramsey Solution

VR(bg) = r{naifIEo \7({7Tt}; bo)

where ({m} bo) = ‘ max }EO Zﬁt @Z’(Wf))
ct,bri1
1+E;:_
Ct+u(1+r*)bt < bir1+y: and mo=E_jmp =0

e Ramsey solution satisfies:
1+ Emeqn
U(c) =B+ r)E {’
() = AL+ r")Ee ot il (o)

1 -+ Et_]_ﬂ't |: U/(Ct) . Et_lu/(ct) :|
1+7Tt ].+7Tt 1+Et_1ﬂ't

Y'(me) = (L4 r*)b:

o E; ym =~ 0 and v/(¢;)/(1+ m¢) = const when 1/(+) small



Ramsey Solution

Currency Union

e Union central bank:

1 . .
maxEo/ \7’({7rt}; by)di
{me} 0

e [nflation satisfies:

1+ E,;_ LooTrd(c E. 1u(c
¢/(7Tt):(1+r*)+tm/ blt[”(ct) ~ Eead(c) di
0

1 + Tt 1 + Tt 1 + Et—lﬂ't

e E, 17 ~ 0, but no longer /(c})/(1 + m) ~ const for i

e Proposition: Currency union is strictly worse for every i,
unless (bj, {yi}) are identical for all i.



Time Consistent Solution (MPE)

e Recursive formulation: max, v(; b, y), where
o b.y) = max {ule) — () + FEV(H ')}

1+ 7(b) ,
t. — (1 \b < b
s c+ = (1+r)b<b +y

e Equilibrium requirement: 7(b) = En(b,y)
e Optimality conditions:

1+ Eimeqr [
———u'(c 1+
1+ w1 (ce41)

1 + ]Et_17rt U/(Ct) ]Etfl M:l
! =(1+4+r")b —
P(me) = (1+r7)by 1+ m [1+m 1+Ei 17

V(e = 81+ r)Es { dlog(1 + Emﬂ)] }

Jlog by i1




Time Consistent Solution (MPE)

e Recursive formulation: max, v(; b, y), where
o b,y) = max {ule) — () + FEV(H ')}
c,

1+ 7(b)

_l’_ - = 7
1+m

e Equilibrium requirement: 7(b) = Exn(b, y)

s.t. (L+r)b<b +y

e Optimality conditions:

1+ Eime S
1+ 7

1
(cen) |15 Jlog bt 11

U(c) = B(1+ r)E; {
o, L+ Eeqm U (c)
¢/(Wt):(1+r )bt 1+t7Tt t1+7trt = 7Tt>7T5

Jlog(1 + Et7Tt+1)] }




Time Consistent Solution (MPE)

Currency Union

e Union central bank: max, fol Vi(7r; bi,yi)di

e [nflation choice:

1 *1T+E; 1 .
W) = 2 LA e /0 biu(cf)di

_1+7Tt 1+7Tt

e Proposition: For symmetric countries upon entry into the
currency union (i.e., same by and distribution of y; ),

¥ <l and  var(z!) < var(wl),

with strict inequality if shocks not perfectly correlated.



Time Consistent Solution (MPE)

Currency Union

Union central bank: max, fol Vi(7r; bi,yi)di

Inflation choice:

1+r*1+IEt17rt/l : o
"(me) = bi-u'(cl)d
/l/)(ﬂ-t) 1+7rt 1+7Tt 0 t U(Ct)l

Proposition: For symmetric countries upon entry into the
currency union (i.e., same by and distribution of y; ),

¥ <l and  var(z!) < var(wl),
with strict inequality if shocks not perfectly correlated.

However, the choice of b} is endogenous and affected by
participation in currency union (fiscal externality):

Om/Obi =0 = higher {bi} and 7Y



