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The Optimality of a Monetary Union Without a Fiscal Union*

The paper explores the case for monetary and fiscal unification. Monetary policy suffers
from an inflation bias because the monetary authorities are not able to commit. With
international risk-sharing in a fiscal union, fiscal discipline suffers from moral hazard. An
inflation target alieviates the inflation bias but weakens fiscal discipline. In a monetary
union, however, this adverse effect on fiseal discipline is weaker. This advantage of
monetary unification may outweigh the disadvantage of not being able to employ
monetary policy to stabilize country-specific shocks. While monetary unification may thus

be optimal, international risk-sharing may be undesirable because it weakens fiscal
discipline,
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NON-TECHNICAL SUMMARY

It is often argued that monetary unification in Europe requires more fiscal
integration. Since monetary policy in a monetary union can be employed to
stabilize only common, union-wide economic shocks, other mechanisms are
needed to deal with country-specific shocks. One possibility would be
increased risk-sharing through private capital markets. Empirical research
indicates that cross-border ownership of private assets plays only a mincr role
in international risk-sharing within Europe, however. The lack of monetary
instruments to stabilize country-specific shocks together with inadequate
cross-country risk-sharing through private markets provides a case for a fiscal
transfer scheme that transfers resources from countries hit by relatively good
shocks to countries hit by relatively bad shocks. Such a scheme may induce
governments to exert less fiscal discipline, however, because governments
know that transfers from other countries will partly make up for the negative
consequences of fiscal laxity. In this way, a fiscal transfer scheme gives rise to
moral hazard in exerting fiscal discipline. Hence, a trade-off emerges between
fiscal discipline and risk-sharing. The case for monetary unification appears to
become weaker if moral hazard prevents international risk-sharing because in
that case giving up monetary authority is costly in terms of less effective
stabilization of country-specific shocks.

This common wisdom about the link between monetary and fiscal unification
focuses solely on stabilization considerations. Indeed, these considerations
would generally argue in favour of both international transfers and national
monetary policies (i.e. a fiscal union without a monetary union), This paper
defies this common wisdom about the link between monetary and fiscal
unification. It establishes that lack of commitment and lack of fiscal discipline
provide arguments that go exactly the other way by providing a case in favour
of monetary unification and against fiscal integration. indeed, monetary
unification may be desirable even if moral hazard makes fiscal unification (i.e.
full international risk-sharing) unattractive so that monetary unification is costly
in terms of providing less effective stabilization of country-specific shocks.

The key to understanding the benrefits from monetary unification is that
institutional measures aimed at promoting the credibility of monetary policy,
namely inflation targets for a central bank, weaken fiscal discipline but less so
in a monetary union. In particular, imposing a tighter infiation target on the
central bank implies that the inflation preferences of governments and the
central bank diverge more. This induces govemments to cut back on fiscal
discipline in order to encourage the central bank to raise inflation to a level that
is more in line with the governments’ preferred rate. A unilateral reduction in



fiscal discipline is less effective in raising the inflation rate in a monetary union,

however, because fiscal policy of each individual country exerts only a
relatively smali effect on union-wide monetary policy. The incentive to reduce
fiscal discipline in order to undo the effects of the inflation target is thus
weaker in a monetary union. Accordingly, the trade-off between enhancing the
credibility of monetary policy (by imposing an inflation target) and encouraging
fiscal discipling is less sharp in a monetary union. On balance, a monetary
union thus yields lower inflation, higher output and more fiscal discipline.

The lack of fiscal discipline due to international risk-sharing together with the
inflation bias due to lack of commitment gives rise to a ftrade-off when
considering the case for monetary unification. This trade-off is between, on the
one hand, strengthening commitment and encouraging fiscal discipline and, on
the other hand, giving up an instrument for facilitating the stabilization of
country-specific shocks, Monetary unification is optimal if the problems of lack
of commitment and fiscal discipline dominate the need for stabilizing country-
specific shocks. Numerical results show that this is the case for a wide range
of parameter values. Monetary unification becomes relatively more desirable if
country-specific shocks are small, if serious domestic political distortions
weaken fiscal discipline, and if large government spending requirements and
output distortions raise the temptation of the centrat bank to employ a surprise
inflation as a way to alleviate distortions in the output market.

The conditions that make a monetary union relatively more desirable
contribute to a fiscal union being less desirable. In particular, for a monetary
union without a fiscal union to be optimal, lack of both commitment in
monetary policy and discipline in fiscal policy need to be serious while country-
specific stabilization should only be of minor importance due to small country-
specific shocks. Commitment problems are important if monetary authorities
are tempted fo boost output in view of both large non-tax distortions and large
spending requirements producing serious tax distortions. These conditions for
monetary union but against fiscal union are likely to be met in Eurgpe. In
particular, the Eurcpean economies suffer from serious distortions in labour
markets while high public spending gives rise to substantial fax distortions,
Moreover, moral hazard due to international transfers seems to be a

potentially important issue because of the lack of transparency of budgeting
processes.




1. Introduction

The process of European monetary unification faces four major institutional issues. The first is that
the European Central Bank (ECB) needs 10 build up credibility for its commitment to price stability.
This requires it to adopt an appropriate targeting procedure. Although no formal decisions have
been taken in this respect, most likely either money supply or inflation will be targeted (see Persson
and Tabellini, 1996, and Svensson, 1997).

The second major issue regarding the process of European monetary unification is that
mational monetary policies can no fonger be used to stabilise country-specific shocks. This is
especially serious because empirical work reveals that cross-border ownership of private assets
plays only a minor rofe in dealing with counzry-specific shocks in Europe (see e.g. Sorensen and
Yosha, 1998). The lack of monetary instruments to stabilise country-specific shocks together with
inadequate cross-country risk sharing through capital markets lends support to the well-known
argument that monetary unification requires fiscal unification: risk sharing through z fiscal transfer
scheme (FTS) should take over the task of national monetary policies in stabilising country-specific
shocks.

Tke third major issue facing European monetary unification is that such an FTS may give
rise to moral hazard because country-specific shocks are mot perfectly observable. International
transfers thus cannot be conditioned on these exogenous shocks, but have to be based on fiscal
measures that may be affected also by (endogenous) fiscal disciplime. By providing additional
transfers from the other participants in the scheme, an FTS rewards governments for less fiscal )
discipline. This induces governments to exerr msufficient discipline as some of the costs of lack of
discipline can be shifted to the other members of the union.

This relates to the fourth major issue sarrounding European monetary unification, namely
lack of fiscal discipline. The lack of fiscal discipline produced by international risk-sharing is
particelarly costly in terms of social welfare because also domestic political distortions are likely to
erode fiscal discipline. Accordingly, moral hazard due to intermational risk-sharing worsens
domestic political distortions.

This paper investigates the case for monetary and fiscal unification by exploring the
interaction berween these four issues involving, respectively, lack of commitment in monetary
policy. stabilisation of country-specific shocks, moral hazard due to international risk-sharing, and
domestic politicat distortions producing a lack of fiscal discipline.

As far as the case for fiscal unification is concerned, international risk-sharing through an
FTS gives rise to moral hazard. Hence, a trade-off emerges between fiscal discipline and risk-

sharing. To protect fiscal discipline, an FTS that provides full insurance against 1d10syncranc
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shocks is no longer optimal. In fact. any international risk sharing may be undesirable if labour
market distortions and public spending requirements are large relative to the variance of the
country-specific shocks. With large spending requirements and serious labour-market distortions,
fiscal discipline is particuiarly beneficial in terms of alieviating tax distortions and the inflation bias
due to lack of commitment. At the same time, with small country-specific shocks, international risk-
sharimg is only of minor importance, Hence, in trading off substantial gains from more fiscal
diseipline with only small gains from risk-sharing. the union optimally refrains from using an FTS.
Domestic political distortions further strengthen the case against an FTS; lower fiscal discipline
hurts social welfare by exacerbating not only the distortions due to lack of commitment (i.e. the
inflation bias) but also domestic political distortions.

The case for monetary unification at first sight appears to become weaker if moral hazard
prevents international risk-sharing (i.e. fiscal wnification). In a fiscal union with full interpational
tisk sharing, national monetary policy is not needed to stabilise country-specific shocks becanse the

* FTS would pool these shocks. In the absence of full risk-sharing, however, giving up national
monetary authority is costly in terms of less effective stabilisation of country-specific shocks.

This paper defies this common wisdom about the link between monmetary and fiscal
vnification. It shows that monetary unification may be desirable even if moral hazard makes fiscal
unification (i.e. full international risk-sharing) unattractive so that monetary unification is costly in
terms of providing less effective stabilisation of country-specific shocks. In fact, even if moral
hazard is so serious that no international risk sharing is optimal, a monetary union may be
preferable to decentralised monetary policy.

The key to understanding the benefits from monetary unification is that institutional
measures aimed at promoting the credibility of monetary policy, namely inflation targets for a
central bank, weaken fiscal discipline but less so in a monetary union. In particular, imposing a
tighter inflation target on the central bank implies that the inflation preferences of governments and
the central bank diverge more. This induces governments to cut back on fiscal discipline so as to
encovrage the central bank to raise inflation to a level that is more i line with the governments'
preferred rate. However, the effect of a unilateral reduction in fiscal discipline on the inflation rate
is weaker in a monetary union than with natienal monetary policy because fiscal policy of each
individual country exerts only a relatively small effect on union-wide monetary policy. The

incentive to reduce fiscal discipline so as to undo the effects of the inflation target by forcing the
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central bank to produce higher inflation is thus weaker in a mopetary union.! Accordingly, the
trade-off besween enhancing the credibility of monetary policy (by imposing an inflation targer) and
encouraging fiscal discipline is less sharp in a monetary union. On balance, a monetary upion yields
lower inflation, higher cutput and more fiscal discipline,

The lack of fiscal discipline due to domestic political distortions and international risk-
sharing together with the inflation bias due to lack of commitment gives rise to a trade-off when
considering the case for mometary unification. This trade-off is between, on the ome hand,
strengthening commitment and encouraging fiscal discipline and, on the other hand, giving up an
instrument for facilitating the stabilisation of country-specific shocks. Monetary unification is
optimzl if the problems of lack of commitment and fiscal discipline dominate the need for stabilising
country-specific shocks. Numerical resuits show that this is the case for a wide range of parameter
values. In fact, for any of the parameter combinations we have mvestigated, monetary union
outperforms national monetary policymaking, Monetary unification becomes relatively more
desirable if country-specific shocks are small, if serious domestic political distortions weaken fiscal
discipline. and if large government spending requirements and output distortions raise the
tempration of the central bank to employ a surprise inflation as a way to alleviate distortions in the
output market.

The conditions that make a monetary union relatively more desirable contribute to a fiscal
unjon being undesirable. In particular, for a monetary union without a fiscal union 1o be optimal,
lack of both commitment in monetary policy and discipline in fiscal policy need to be serious while _
country-specific stabifisation should only be of minor importance due to small country-specific
shocks. Commitment problems are important if monetary authorities are tempted to boost output in
view of both large non-tax distorions and large spending requirements producing serious tax

distortions. These output distortions exacerbate also the problem of lack of fiscal discipline.

To explore the interaction between the credibility of monetary policy, fiscal discipline,
international risk-sharing. and couniry-specific shock stabilisation, we extend the Barro and Gordon

(19832,b) model of discretionary monetary policymaking by including fiscal policy, unobservable

' A similar mechanism is explored in Beetsma and Bovenberg (1998). In particular, in setting the tax rate, the
fiseal authority acts as a Stackelberg leader against the central bank. If the central bank prefers lower inflation
than the fiscal authority does (e.g.. because it is more conservative in the sense of Rogofl (1985) or because of
the presence of an inflation targer), the fiscal authority faces an incentive to raise taxes so

as to induce the centrzl bank to raise inflation. Since the effect of a unlateral change in taxes on the common
inflation rate is weaker in a monetary unjon than with national monetaty policymaking, the incentive to raise
taxes in order to force the commeon central bank to produce higher inflation is weaker.
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‘exogenous shocks, fiscal disciplive, domestic pelitical distortions, multiple countries, and

international risk-sharing. In this way, we can study the interaction berween three distortions,
namely lack of commitment in monetary policy,® moral hazard due to international risk-sharing in
the presence of asymmetric informartion about fiscal discipline, and domestic political distortions
producing 2 lack of fiscal discipline. Domestic political distortions are present if the costs of
exerting fiscal discipline are larger for the government than for society at large. This is the case if
the costs of fiscal discipline fall mainly on the government's own constituency while the benefits
accrue to society at large. Indeed, fiscal discipline may be especially costly to the government
because it harms its own constituency and, therefore, erodes its political support.

Monetary and fiscal policy are modelied as foliows. While mopetary policy may be set at
the central, union level by a common central bank (CCB), taxes are selected at a decentralised level
by the national governments of the member countries of the union. Before taxes and monetary
policy are selected, the national governments determine fiscal discipline, In choosing discipline, the
governments thus act as Stackelberg leaders against the CCB. Fiscal discipline is modelled as
suggested by Eling (1995). In particular, both random exogenous shocks and fiscal discipline affect
the spending requirements of the govermment but outsiders (including the authorities ar the
supranational level who are responsible for the FTS) cannot separately observe these two effects on.
the government budget.

The traditional optimum currency area literature emphasises reductions in transaction costs.’
the refative importance of monetary versus real shocks, and misatignments of norminal exchange
rates as possible arguments in favour of monetary unification. More recent work, in contrast,
suggests that monetary unification may change the strategic interactions among the monetary and
fiscal authorities in a welfare-ethancing way (for example, see Beetsma and Bovenberg, 1998). The
present paper belongs to the later category. To our knowledge, it is one of the first to explicitdy
model the interaction between fiscal discipline, pofitical distortions, and moral hazard due to
international risk-sharing in the context of a monetary union. Sibert (1997) studies 2 two-stage game

of monetary vnification, in which in the first period governments select the efficiency of the tax

* The welfare losses due to lack of commitment originate in distortions in the output market. In particular, the

monetary authorities are tempted to employ surprise inflation as a way to alleviate the output-market distortions
by boosting output and employment.

* The classical contribution of Mundell (1961) employs this as the main argument in favour of monetary
unification.

* Sce Obstfeld and Rogoff (1996), Chapter 9, for a comprehensive overview of the arguments in favour and
against menetary unification.
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system. However, her model differs from ours in two major respects. First, moral hazard due o
asymmetric information abeut fiscal discipline is zbsent. Second, the model does not deal with
stabilisation issues because it abstracts from random shocks. In models without fiscal discipline,
Jensen (1997) and Klewer (1997) explore the case for an FTS in a monetary union in which wages
and prices are sticky.

The remainder of this paper is structured as follows. Section 2 presents the model. As a
benchmark for the analysis. Section 3 studies the case with commitment for monetary policymaking
(both at the national and at the union level). Discretion is analysed in Section 4. To highlight how
the presence of an inflation target may affect the case for monetary unification, Section 5.1 explores
welfare losses and optimal institutions in the absence of an inflation target, while Secton 5.2
provides a similar aralysis under the assumption that the inflation target is set eptimally. Finally,
Section 6 concludes.

2. The model

There are n countries. Consider some cowntry i. Following, among others, Alesina and Tabellini
(1987). Debelle (1993), Debelle and Fischer (1994} and Jensen (1994}, we assume that workers in
country { are represented by trade unions whose sole objective is 1o achieve a targer expected real
wage rate, the logarithm of which we normalise to zero. Therefore, the (log) of the neminal wage
rate is set equat to the expected (fog of the) price level, E(p). Expectations are rational. Hence, the .
subjective price expectation of wage setters. p;. equals the mathematical expectation that follows
from the model, re. p°=E(p).

Output of a representative firm in country i is given by:
Y, =L" 0<n<l, (48]

where L, is labour,

Revenues in country { are taxed at a rate 7. The firm maximises profits (I-t)P, LW L,
where P, and W, represent. respectively, the price level and the wage rate, Hence, (log) ourpus is
given by y, = (n/(1-0)(n -1t -1, +logn). where %, denotes the inflation rate, w° represents the
expected (by wage semers) inflation rate and log(1-%) has been approximated by -t. For
convenience, we normalise output by subtracting the constant (n/(1-n))logn from y,. Moreover, we

assume that n= . Hence, normalised output, x,, amounts to
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X = T 2

Society i's welfare loss is given by

Vg, = be’ + ¥Elen + (x-07. 0sB,51, ¢>0, 3)

where ¢, is the amount of fiscal discipline (or "effort”} exerted by the government and where E[.]
denotes the expectations operator. Society i's losses are increasing in deviations of both inflation,
T, from its optimum (for convenience assumed to be zero, which corresponds to price stability) and
(log) owrps, x,, from its optimum, > 0. The positive value for X reflects product or labour-market
distortions that cause the natural level of output (i.e., the level of output in the absence of taxes and
inflation surprises, which has been normalised to zero) to be too low from a social perspective. The
parameter o measutes the relative weight artached to inflation stabilisation versus output
stabilisation. If ;> 0, society i's losses are also increasing in fiscal discipline. Fiscal discipline may
involve, among other things. enhancing public sector efficiency and cutting subsidies to special
interest groups. Discipline, ¢,>0, may be costly because it creates social tensions and unrest, This
way of modelling fiscal discipline is due to Tling (1995).

The government of country ¢ features the following loss function
Vg = Yeef + YElom? + (x51 @

The government's loss function coincides with society's loss function, except that the weight
attached to fiscal discipline may be larger. In particular, if exerting more fiscal discipline implies
cutting favours for its own constituence, the government may suffer more losses from more fiscal

discipline than society at large does.

The government of country I selects its policies under the following budget constraint:
gt eqe = 1+ ylgre) - v(€-d), Osysl, (&}]

where § is an exogenously given, fixed componen: of government spending and €, is a mean-zero
unexpected shock with variance o* which., if positive, expands the government's need for revenues
(i-e., it worsens the fiscal situation). For convenience (and without any consequences for the main
insights from the ensuing analysis), we assume that the shocks are uncorrelated across the countries.

More discipline, €. reduces the government's need for resources, for example, because it reduces
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benefits to special interest groups. For analytical convenience, we assume that discipline affects the
government budget constraint linearly. The government's budget has to be balanced by tax
revenues. T, and a net fiscal trapsfer y(e-e)-y(&-€). A hat above a variable denotes the average
over al countries. Hence, &=(l/m} . ¢ and é=(11’n)2"’=,ej. The sum of the net transfers over all
countries, }"_,"sl[y(e}— 2)-y(&-)]. is zero. Hence, the budget is balanced at the federal or
supranational levei.

We assume that ¢, and ¢, are separately observable only by government i. Other authorities
only observe the combination c-¢. An exampie of such a combination is an increase in
unemployment benefits. While such an increase may be observable to outsiders, it would be much
harder for them to infer which part of the increase is due to 2 truly exogenous shock and which part
is due to a lack of effort of the government to stem the increase in unemployment benefits. Another
example is an observable fall in total tax revemues. It may be difficult to figure out which shaes of
the fall is due 10 circumstances beyond the control of the goverament and which share is the result
of too little effort in collecting revenues. ¢, will be particularly hard to infer if a higher e, captures a
reduction in special favours to interest groups or the government's own constituency. By their
nature, these tend to be hidden from the general public.

With only the combination €-¢, being observable, international transfer payments can not be
conditioned on the random shocks ¢, bur only on the observable combinations €-e.” Accordingly, if
the government of country i finds itself in a precarious fiscal situation, this might be due either 1o
fiscal mismanagement or to an unfavourable shock beyond its contrel. Of course, in order to extract .
more international transfers, the government would claim that its fiscal problems were due 1o 2 bad
£xogenous shock rather than fiscal mismanagement.

The fiscal ransfer scheme is assumed to be linear. Such a simple transfer scheme may not
be too different from what we could expect in reality. As we will see below, the optimal linear
scheme depends only on the variances of the shocks (and the model parameters} and therefore
requires very litle informarion about the features of the distribusion of the shocks.

Equation (5) implies that a share y of country 1's "unluckiness" is transfered to the other
participants and vice versa. Therefore, v will be termed the degree of risk sharing among the

participants of the scheme. If y =0, risk sharing is absent, while ¥ =1 implies firll risk sharing, This

5 The authorities at the supranational level who are responsible for operating the system of
international transfer payments face a "signal extraction problem”. Based on the observations [
i=1....n, they form an estimate of the € or, equivalently, of the €, i=1,...n. Appendix G shows
that a linear transfer scheme based on these estimates of €. I=1,...n, effectively reduces to the
transfer scheme imbedded in (5).



8

‘latter case will be referred to as fiscal unificarion. If 0<y <1, the countries participate in a partial
Jiscal union. We exclude negative risk sharing (y<0), which would amount to transferring even
more resources to countries that already experience a relatively favourable fiscal situation, as being
politically infeasible.®

For future use, we rewrite (5) into a more convenient format:
§ + (I-vXere) + v(&-€) = 59

Below it will become clear that, in equilibrium, the tax rate t, depends on €,. This suggests
that a (linear) fiscal transfer scheme based on tax rates (which are directly observable) would
dominate a scheme based on the observable combinations €-¢,, £=:1...,n. However, this is not true

as we will show here. Suppose that,
£+ €eqe =1, + Bz, 820, 5"

where B(t-t) is a fiscal transfer. The idea is that, if country 7 is hit by a relatively bad shock, i-e.
€,>&, it has to set a relauvely high tax rate, i.e. 7,>%. The transfer is a way to compensate country
{ indirectly for its "bad luck”. Take the cross-counmy average of (3"), t=g+&-¢€, and use it to
substitute for * in {(5"). Then, by redefining v = 8/(1+8), we arrive at an equation that reduces to
(5"). Hence, a transfer scheme based on realised tax rates is equivalent to a scheme based on the
combinations €-¢,, {=1,..,1.

As far as monetary policymaking is concerned, we consider two cases, namely national
monetary policymaking within each country and central monetary policy within a mopetary union.
The first case involves monetary policy being selected at the national level by an instrument-
independent central bank (see Fischer, 1995). This seems the most appropriate benchmark for
comparing national and central monetary policies because the prospective participants of the
European Monetary Urion (EMU) feanre independent central banks by now,

With national monetary policy. the central bank of country i selects country ¢'s inflation rate

(which it can control directdy) in order to minimise the following loss function:

$ Without this constraint, it may be optimat to reduce y below zero in order to enhance fiscal discipline. As
will become clear below, even at y=0, discipiine may be too low from a social perspective because the
government does not fully internalise the costs of lack of discipline (e.g. due to domestic polisical distortions
or lack of commitment). The first-order welfare gains on acecunt of more fiscal discipline may offset the
welfare losses arising from further destabilising the economy in the face of country-specific shocks.
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Ve, = Yla{n-n") + (-2, (6)

where 7" represents the infiation target (see Svenssom, 1997, and Beetsma and Jensen, 1998)
imposed on the central bank.”
In a monetary union, fiscal policy and fiscat discipline are selected at the national level, but

monetary policy is selected at the union level by the common central bank (CCB), which chooses

the common inflation rate so as to minimise;

Veee = ladm-m'y" + (UmEL/ . &x-%)]. o)

The timing of events in each country is as follows. The first stage is the institztional design
stage, in which the inflation target, n*, and the degree of risk sharing, v, are chosen. Subsequently,
inflation expectations are formed and nominal wages are signed, followed by the choice of
(unobservable) fiscal discipline.’ After this, the shocks to the government budgets materialise,
Finally. inflation and taxes are selected and imternational transfers occur. At this stage, nominat
wages are taken as given.

The model allows for three distortions. The first is that the central bank is not able to
commit to a low inflation rate before inflation expectations as formed. Hence, the central bank takes
inflation expectations as given when setting inflation. This tempts the central bank to produce
inflation surprises to alleviate output distortions by boosting output and empioyment. The inflation .
bias due to lack of commitment thus originates in distortions on the output market. The second
distortion is the presence of moral hazard, because shocks are mot directly observable. Indeed,
governments de not fully internalise the costs of lack of fiscal discipline if international fiscal
transfers allow governments to shift some of the costs to other countries. The third distortion is that
fiscal discipline is more costly for the povernment than for society at large. In this case, the
government ¢an shift the cost of lack of discipline to other domestic groups. The second distortion
is present only if there is international risk sharing (y>0). while the third distortion requires that
B,<1.

7 Including discipline in the loss function of the central bank would not affect the outcomes. The reason is
that, when the central bank selects inflation, fiscal discipline has already been set by the government.

* The tming of wage setting relative to the choice of fiscal discipline is irrelevant for the ovtcomes, due to the
unobservability of fiscal discipline.
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3. Monetary policy commitment

As a benchmark for the more realistic case of discretionary monetary policy, we first explore the
hypothetical case in which the independent central bank is able to commit 1o some inflation rule.
With commitment, there is no need to impose an inflation tarpet oa the central bank to alleviate an
inflation bias. This section therefore assumes that ¢°=0. The inflation mule is announced after y is
chosen, but before inflation expectations are formed. The rule is assumed to be completely credible.

The commitment case should be treated mainly as a stepping stone to aid the interpretation
of the discretionary case, because the rule announced by the central bank depends on the fiscal

shocks, which were assumed to be private information of the respective governments.

3.1. National monetary policy

Table 1 contains the outcomes (derived in Appendix A) for the case in which monetary policy is
conducted at the national level. Inflation is zero on average, but it responds to a weighted average
of the idiosyncratic shock and the average of the shocks across the countries so as to provide the
optimal trade-off between infiation and output variability. The owpwr gap, defined as £x,, is the
sum of a deterministic component (j.e., the term involving g+%) and a stochastic component (i.e.,
the term involving the realisation of the random shocks). The latter component arises because the
output gap depends on the tax rate, which absorbs part of the shocks to the government budget
constraint. Finally, because fiscal discipline is selected before the shocks occur, it consists only of a
deterministic component.

Discipline does not affect average inflation, because the inflation rule is selected before
disciplige is determined. However, the output gap is reduced by an increase in discipline. A higher
degree of risk sharing, v, or a larger number of participams m the FI'S weakens fiscal discipline
and thus raises the output gap. This is the result of a typical moral kazard problem: an increase in y
or n implies that a larger share of the increass in resources resulting from exerting fiscal discipline
accraes to other countries through the FTS. Hence, the incentive to exert fiscal discipline is
weakened.

The morai hazard problem does not affect the stabilisation of the effective shock. (1-
Y)e+v&, le., the remaining part of the shock when the transfer payment is taken into account. For
a given FTS, stabilisation policy is efficient. However, an increase in n or y reduces the variance of
the effective shock itself.
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3.2, Monetary union

Table 1 displays also the owcomes for commitment under monetary union. On average, inflation,
output and discipline are the same as with national monetary policy. Hence, the moral hazard
problem is present in the same way as with national monetary policy. However, inflation responds
only to the average union shock, while with nationat monetary policymaking inflation reacts also to
the country-specific shocks.

3.3. Welfare losses

Tabie 3 contains the expressions for the equilibrium welfare losses in the absence of an inflation
target (7'=0). These expressions consist of a term involving (§+%) (the so-called deterministic
welfare loss) and a term involving o (the so-called stochasric welfare lossy. The deterministic
welfare loss arises also in the absence of stochastic shocks. It originates in non-tax distortions that
reduce the equilibrium level of output below its optimal level and the need to finance government
spending through distortionary taxes. The stochastic welfare loss is due to the inability w
simultaneously stabilise inflation and the output gap in the face of a quadratic loss function,

Under commitment. two distortions contribute to a Jack of fiscal discipline and raise the
deterministic welfare loss. The first distortion, which originates in international risk-sharing and
fiscal discipline not being directly observable, is moral hazard in exerting fiscal discipline. The .
second, domestic political. distortion is the government attaching a larger loss than society to a
given level of fiscal discipline. The first distortion vanishes if international risk-sharing is absent
(Le. if y=0) while the second distortion is not presens if the weights that the government and
society attach to fiscal discipline coincide (i.e. if B,=1). Hence, without domestic pelitical
distortions {i.e. if f,=1), the deterministic welfare loss achieves its minimum at ¥=0. The
introduction of international risk-sharing (i.e. starting from vy =0) thus does not produce any first-
order deterministic welfare losses in the absence of other distortions {due to lack of commitment or
domestic political distortions). If ¥ =0 and §,< 1, however, the introduction of international risk-
sharing yields a first-order deterministic welfare loss by worsening political distortions. Inmitiveky,
less fiscal discipline due to more international risk-sharing worsens the political distortion.

The comparison of the welfare losses with decentralised and centralised monetary policies
(see Table 3) indicates that monetary unification is not attractive. The creation of a monetary union
does not affect the deterministic welfare losses but raises the stochastic welfare fosses. Stochastic

losses are larger in a monetary union because inflation can no longer be used to stabilise the
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‘country-specific shock components, €-&. The siabilisation role of national monetary policy is
especially valuable if shocks are large (i.e. o is larpe) and international risk sharing is small (i.e.
both v and » are small). With full international risk-sharing (i.e. v = 1), all country-specific shocks
are completely absorbed by the FTS so that national monetary policy does not play any role in
stabilising these shocks. In that case, therefore, giving up national monetary policy in a monetary
union does not yield any welfare loss.

4, Discretionary monetary policy with an FTS

4.1. National monetary policy

The policy outcomes (for given n” and y) are contained in Table 2A. They are derived in Appendix
B through backwards induction. Inflation is selected taking inflation expectations and taxes as
given. Taxes are set taking fiscal disciplizie as given. The resulting system can then be solved for
inflaion and taxes as a function of inflation expectations and fiscal discipline. When choosing fiscal
disciplive. the government takes these "reaction functions”™ into account and, thus, acts as a
Stackelberg leader against the central hank.” When forming inflation expectations, the private sector
takes proper account of the government's optimal choice of fiscal discipline and the consequences
of this for average inflarion.

In order to interpret the results, we first assume that an inflation target is absent (" =0) and
fiscal discipline is fixed. In that case, the model corresponds to the one in Beetsma and Bovenberg
(1997). Monetary policy suffers from an mnflationary bias; with the same level of fiscal discipline,
inflation exceeds that under commimnent. The inflationary bias originates in the, in equilibrivm,
futile incentive to raise output through surprise inflation (see also Barro and Gordon, 1983a,b),

Both average inflation and the output gap fall with fiscal discipline (this can be seen when
deriving these variables -- see Appendix B). Due to moral hazard, fiscal discipline decreases in the
degree of risk sharing. y. and the number of countries participating in the FTS. n. Hence. an
increase in y or # raises average inflation and widens the average cutput gap.

We now tmm to the case with an inflation target. A tighter inflation target (i.e., a lower

° The timing of events is important here, If inflation, taxes and discipline would all be simultaneonsly selected
after the shocks had occuzred, the government would no longer act as a Stackelberg leader against the central
bank when choosing discipline. Accordingly. the inflation target would no longer feature in the outcomes for
disciplive and the output gap. Moreover, fiscal discipline would respond 1o the shocks. With the timing

assumed in this paper. discipline can be interpreted as being a structural phenomenon rather than a short-term
response to a shock.
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value for n°) reduces inflation. In fact, an inflaton target affects the average inflation rate through
two channels. As in Svensson (1997), a tighter inflation target raises the marginal cost of inflation,
thereby inducing the central bank to select a fower inflation rate. In our model, however, it also
raises inflation indirectly through its impact on fiscal discipline. In particular, a lower inflation
targer weakens fiscal discipline (see below). This, in turn. boosts inflation.

The indirect effect of the inflation target on discipline gives rise to a trade-off in setting the
optimal inflation target. In particular, im order to alleviate the lack of commitment in monetary
policy, the inflation target should be negative. However, imposing such a tight inflation target
weakens fiscal discipline, thereby worsening moral hazard and domestic political distortions.
Hence. in selecting the inflation targer, soclety faces a trade-off between fighting the inflation bias
due 10 a lack of commitment and combazing the lack of discipline due to political distortions or
moral hazard.

To obtain more intuition for the impact of the inflation target on fiscal discipline, we first
mspect the reaction fanction of the central bank:

m = [V +a)l{on +n +1,+20). (8)

Hence, both a tighter (i.e., lower) inflation target or a lower tax rate reduce the inflation rate,
Imposing a tight inflation target (%" <0) on the central bank drives a wedge berween the inflation
preferences of the fiscal authority (which features an inflation target of zero {see (3)) and those of X
the central bank. To bring inflation more in line with its own preferred rate, the fiscal authority
exploits its leadership position and reduces discipline. Hence, for the government's budget to
remain in balance, the tax rate needs to be raised, which, in turn, forces the central bank 1o produce
higher inflation in order to protect employment. If the relative weight in the loss function attached
to inflation stabilisation. &, goes to zero, the effect of the inflation target on fiscal discipline
vanishes. Inmitively, the fiscal authority no lenger cares abour inflation and, hence, petceives no
Teason to use fiscal discipline as an instrument to bring inflation closer to its own preferred rate.
The adverse effect on fiscal discipline of a tghter inflation target is reduced if the degree of
risk sharing increases or if the number of participants in the FTS increases.’® The reason is as
follows, A righter inflation target leads to less discipline and, hence, higher taxes. The farger the
degree of risk sharing and the larger the number of participants in the FTS, the smaller the need to

raise taxes. A reduction in fiscal discipline is therefore less effective as an indirect instrument to

" In mathematical terms, de/an” is decreasing in both v and .
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force the central bank to raise the inflation rate.

4.2. Monetary Union

We turn now to the case of a monetary umion. Hence, monetary policy is decided at the
supranational level by a CCB that is independent from the governments of the participating
countries (which is what the Maastricht Treaty envisages for EMLU),

‘The policy outcomes are derived in Appendix C and contained in Table 2B. In the absence
of an inflation target, = =9, fiscal discipline is again weakened by a moral hazard problem, which
is exacerbated if ¥ or n increases (1.e. de/3y <0 and de/dn <0).

To interpret the effect of a non-zero inflation target, we inspect again the reaction function
of the CCB:

7 = (L +a)][en +n+(UmY, (0] (4]

As before, a strict inflation target {n’ <0} drives a wedge between the fiscal awthorities’ inflation
preferences and the central bank’'s infiation preferences. In a monetary union, however, & unilateral
weakening of fiscal discipline is much less effective in raising the inflation rate than with national
monetary policies. In particufar, the tax increase that results from less fiscal discipline exerts only a
"1 over n" effect on inflasion. This weakens the incentive of the fiscal authority to weaken fiscal
discipline as an instrument to raise the inflation rate set by the CCB. Indeed, Table 2B shows that
the "1 over n" term features also in the effect of the inflation target on fiscal discipline. Hence,
although a strict inflation target (7" < 0) weakens discipline, it does so onky by a factor "1 over n".
In other words, in terms of its effect on fiscal discipline, a strict inflation target is Jess harmful in a
monetary union than with an independent national central bank."!

4.3. Welfare losses

Welfare losses under discretion (assuming thatn =0) are reported in Table 3, both for national

monetary policy and monetary union. The inability to commit introduces. a third distortion in

U fn a fiscal union (i.e. y=1), the effect of the inflation target on fiscal discipline is the same with national
monetary policies s in 2 monetary union. Ia that case, the effect is "1 over a” also with national monetary
policies. Intuitively, with full international risk-sharing. country-specific variations in discipline are fully
absorbed through the FTS, thereby reducing the effect on the country-specific tax rate.
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addition to moral hazard asseciated with internarional risk sharing (if 2> 1 and v >0) and domestic
political distortions (if B,<1). In contrast to the commitment case, introducing internationa) risk-
sharing (i.e. increasing v at y=0) vields a first-order loss in deterministic welfare even in the
absence of political distortions (i.e. if B,=1). The reason is that international risk-sharing worsens a
third distortion, namely the inflation bias due to the combination of a lack of commitment and
output distortions. In particular, more risk-sharing weakens fiscal discipline. This raises inflation
expectations, which still need to be formed when the degree of risk-sharing v is selected, and thus
worsens the inflation bias.

The impact of the degree of risk sharing on the two components of the welfare loss reveals
a trade-off between reducing the deterministic and stochastic losses. In particular, more risk-sharing
raises the deterministic welfare loss by weakening fiscal discipline. The stochastic welfare loss, in
conmast, declines with international risk-sharing because more risk-sharing facilitates the
stabilisation of country-specific shocks.

Comparing the welfare losses under commiment with those under discretion (see Table 3),
we observe that the lanter losses are strictly higher for any degree of risk sharing. This is because
commitment eliminates the inflation bias, which serves no socially useful purpose. Hence,
commitment is socially valuable.

Under the assumption of a zero inflation target, Table 4 summarises the discussion of the
effects of the various distortions by reporting the derivative, evaluated at y=0, of the deterministic
component of the social losses with respect to v. The results apply to pational monetary .
policymaking and monetary union.

5. Optimal institutional design

This section explores the optimal instimational design of both fiscal and monetary policy, namely the
degree of risk-sharing by an FTS and the inflation target of the central bank."? First, sub-section 5.1
explores the case in which only international risk sharing can be set optimally ar a fixed zero
inflation target. Subsequenty, sub-section 5.2 allows also the inflation target to be set optimally,
This step-wise analysis clearly reveals that the case for monetary unification depends importantly on
whether a non-zero inflation target can be imposed on the central bank. Indeed, a monetary union

A third aspect of institutional design concerns the optimal mumber of participants in the FTS or in the

monetary union. However, we assume thar the size of the wnion is determined by considerations outside the
maodel.
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‘can dominate nationz] monetary policymaking in terms of social welfare only in sub-section 5.2.

5.1. Ne inflation targer (7' =0}

The optimalk degree of international risk sharing trades off the costs of less fiscal discipline (in terms
of worsening moral hazard, the inflation bias due to lack of commitment, and domestic political
distortions) and the benefits of more stabilisation of country-specific shocks. The costs of weaker
fiscal discipline rise with the revenue needs of the government. which worsens commitment
problems and raises the vatue of fiscal discipline in terms of reducing tax distortions. At the same
time, the benefits of stabilisation increase with the variance of the country-specific shocks.
Accordingly, if {§+#)*/o® is large, enhancing fiscal discipline is relatively more important than
facilitating international risk sharing. This yields the following proposition. which is formally
established in Appendix D:

Proposition ]: For any of the four possible regimes (commitment or discretion and narional

monetary policy or monetary union) and in the absence of an inflation target (" =0):

a. For large values of (§-+£/0%," the optimal degree of risk sharing is zero, unless fi,=1 and
there is commitment. For other values of (§+%)*/0°, the optimal degree of risk sharing is
incomplete (0< v < 1) and decreasing in (§+x)*/o°.

b. With inittal international risk-sharing (i.e. if 0<y® < 1), more participating countries, 7,
reduces the optimal degree of risk sharing (Ov*/n<0). At the same tme, a higher value
for B, raises the optimal degree of risk sharing (8y*/3B,>0).

Complete risk sharing is never optimat (Proposition la). Intuitively. marginally reducing
risk-sharing from full risk-sharing vields a first-order gain in deterministic welfare by strengthening
fiscal discipline but exerts only second-order effects on stochastic welfare (i.e. the derivative of the
stochastic welfare loss with respect to v is zero at y=1).

A larger union reduces the optima! degree of risk-sharing. On the one hand, a larger
oumber of participaats in the FIS exacerbates the moral hazard problem by weakening fiscal

discipline. On the other hand, it facilitates international risk-sharing as shocks can be smoothed out

" The exact conditions are the following. Cormmitment with national monetary policy: (g4Y/o*=8/(1+1/e)(1-
B)]. Commitment witk monetary union: (g+¥)/c*28/(1-B,). Discretion and natiomal monmetary policy:
(gAY 0”2 8/(14+1/e)(1+1/ex-B,)). Discretion with monetary union: (gx)*/o%=8/1+1/x-B,). Note that the range
of values for (gF+)*/0* for which y=0 is optimal is smaller with onetary union than with national monctary
policy.
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OVET more countries, Whereas the costs of additional risk-sharing thus rise, the benefits fall. Hence,
the optimat degree of international risk-sharing declines.

An increase in [3, implies that the domestic political distortions associated with a lack of
fiscal discipline become less important. The weakening of fiscal discipline associated with moral
hazard is thus less harmfizl in terms of worsening political distortions. The associated smailer costs
of moral hazard allow for an increase in the optimat degree of international risk sharing.

The following proposition compares a monetary union and a system of independent nationai

central banks. It also compates the optimal depree of international risk sharing under commitment
and discretion.

Proposition 2: Suppose that n”=0.

a. Both under commitment and discretion a system of independent national central banks is
strictly preferable to 2 monetary unjon.

b. If. under commitment, (§+y/0”<8/(1-B,). or. under discretion, {§+7)/a* < 8/(1 + Ho-B),
the optimal degree of international risk sharing is strictly higher under a monetary union.

c. If (g+£/0°<8/(1+1/&)(1-B) for a system of independent rational central banks or
(§+5)/0* < 8/(1-B,) for a monetary union, then the optimal degree of risk sharing is higher
under commitment thar: under discretion,

The proof of Proposition 2 is given in Appendix E. Proposition 2a can be interpreted as follows.
For a given degree of international risk sharing, monetary unification does not affect deterministic
welfare. Stochastic losses, in contrast, rise because parional monetary policy can no longer be
employed to stabilise the idiosyncratic shock components, e-¢. Hence, for a given degree of risk
sharing (and, therefore, also for the degree of risk sharing that is optimal under a monetary union),
welfare losses are higher under a monetary unjon than with national policymaking. Only under
complete internationational risk-sharing (i.e. y=1) would national monetary policy not add any
stabilisation benefits. Proposition Ia established, however, that complete risk sharing cannot be
optiral because of moral hazard.

The intvition behind Proposirion 2b is that in 2 monetary umion the FTS has to wke over
part of the role of national monetary policies in stabilising country-specific shock components.
Hence. in accordance with common wisdom, monetary unification should be accompanied by larger
international transfers. However, the welfare losses from weaker fiscal discipline may be so large
that no international risk sharing may actually be optimal mot only under natiomal but also.

centralised monetary policymaking. This is the case if (F+%)%0° is sufficiently high while either
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tommitment is absent or political distortions are present {i.e. B,<1). In that case, weaker fiscal
discipline due to moral hazard worsens existing domestic political distortions or the inflation bias
due 1o lack of commitment. Hence, it is optimal to refrain from international risk sharing despite its
stabilisation benefits.

The reason behind Proposition 2¢ is that moral hazard is less costly under commitment

because the associated weakening of fiscal discipline does not exacerbate the inflation bias due to
lack of commirment.

5.2. An inflation 1arger

This sub-section explores the optimal institutional design if in addition to the degree of international
risk sharing also the inflaton target can be freely set to minimise society's welfare Josses. A non-
zero mflation target is optimal only if the central bank cansot commit to an inflation rule. In that
" case, the inflation target plays a socially useful rule in fighting the inflation bias.

This sub-section shows that an optimal non-zero inflation target may overnurn the result
from the previous sub-section that monetary unification is never optimal. Since a non-zero inflation
target can be optimal only under discretion, the case for monetary union thus requires a lack of
commitment. This sub-section focusses on the case with discretion.

The inflation target affects only the deterministic components of the policy outcomes.
Hence, the optimal inflation target follows from the first-order condition: '

B, ¢ de/dm + « Eln) an/on + ElFx] 3(E-x)dn" = 0, {10)

where, in the case of a monetary union, =, is the common inflation rate and n,” the inflation target
imposed on the CCB. Using the outcomes in Table 2, we can solve (10) for the optimal inflation
targets to be imposed on the national central banks or the CCB. The expressions for these targets as
a function of international risk-sharing. y. e presented in Table 5. They give rise to the following
proposition:

Proposition 3: Both with and without monetary unification, the optimal inflation target is negative

and is decreasing in B, in the presence of discretionary monetary policy.

" The quadratic nature of the loss fanction ensures that the second-order condition for a minimum is met,
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Under both monetary arrangements, it is optimal to impose an inflation target below the socially
optimal inflation rate of zero, This is in line with the findings of Svensson (1997). Inmitively. the
negative inflation target helps 1 offset the inflation bias due 1o discretionary monetary policy,

The optimal inflation target is stricter (i.e. more negative) if society attaches substantial
costs to fiscal discipline so that domestic political distortions are smaller {t.e. B, is large). The
reason is that a swicter (i.e. lower) inflation target weakens fiscal discipline. The indirect costs of a
swicter inflation target in terms of weaker fiscal discipline are smaller if sociery experiences
substantial losses for exerting fiscal discipline.

The expressions for the optima) inflation target are rather complicated and uninformative.

For the case of B, =0, however, we can establish the following proposition:

Proposition 4: Suppose that =0 and that international risk sharing is oot necessarily set optimally.

Both with and without monetary unification, a higher degree of international risk sharing, v.
tightens the optimal inflation trget.

The irwition behind Proposition 4 is that, by worsening the moral hazard problem, a higher v
weakens fiscal discipline and thus raises the tax level. To protect employment in the face of a
higher tax rtate, the central bank is more tempted to produce an inflation surprise, thereby
worsening the inflation bias. To offset the stronger incentive for a surprise inflation, society finds it
optimal to tighten the inflation target.

By substituting the expressions for the optimal inflation target (Table 5) into the expressions
for inflation and the output gap, we can express society's equilibtium welfare loss under an optimai
inflation target as a function of v. Thess functions are in general complicated and will be
investigated numerically (see below). However, for the special case of 8,=0, Table 6 provides

analytical expressions for the welfare Iosses. This gives rise to the following proposition:

Proposition 5: Let n>1 and B,=0 and suppose that the optmal inflation target (given v) is
imposed. Both for a system of independent national central banks and for monetary union, the
optimal degree of internationai risk sharing is zero for relatively large values of (¢+#)/o> For
lower values of (§+2)%/0°, partial risk sharing is optimal (i.e.. 0<y* <1}, with the optimal degree
of risk sharing being decreasing in (g+£)%/0%.*

** For the case of independent national central banks (and B,=0), zero risk sharing is optimal if and only if
(RO (4+ V) T2 + Ve,
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‘This proposition (which is proven in Appendix F) shows that, for B,=0, the basic trade off in the
choice of y between weakening fiscal discipline and facilitating risk sharing survives if the inflation
target is set optimally. As before, the deterministic welfare loss is increasipg in vy, while the

stochastic welfare foss (which is the same as before) is decreasing in y (y<1).

We now turn to the question whether monetary unification can be optimal. A tight inflation target
(i.e. #"<0) weakens fiscal discipline (see sub-section 4.1), but less so in a monetary union (see
sub-section 4.2). Indeed, for a given target n° <0 and y, more fiscal discipline under a monetary
union produces lower average inflation and a lower average output gap than under national
monetary policymaking. In this way, the possibility of imposing a strict inflation target aimed at
alleviating the inflation bias due to discretionary moznetary policy makes a monetary union more
attractive. However, while a monetary union may be preferable in terms of average inflation and
output, it performs werse in terms of stabilisation policy.

To illustrate this wade-off between decentralised and centralised monetary policy, we resort
to numerical computations and take any possible combination of B,, &, # and {§+i)*/0°, where B, €
{0.0.25,0.50.75.1}, « € {0.1.0.51210}, = € {1.2511,15} and (f+H0® =€
{0.01.0.1,1,10,100}. The case with n=11 corresponds to the initial number of EMU participants,
while 2=15 is the total number of countries currently in the European Union.

Table 7 reports, for a number of parameter combinations, the optimal value of v and the
associated welfare loss (divided by ¢%), both for monetary union and 2 system of independent
rational central banks. For the case of monetary union, the table also reports the optimal inflation
target, the averages of infladon, the output gap and discipline (all divided by g-+#), the
deterministic and stochastic welfare losses (all divided by ¢%), and the ratio of the welfare loss under
monetary union divided by the welfare loss under national monetary policy. The table presents
results for the two extreme values of §, (i.e. B,=0 and #,=1).

Table 7 assumes that =1 so that society attaches an equat 10ss t© a one-percent deviation
in either inflaton or output from its socially optimal level. Morcover, we vary the number of
countries from 2 (2 "mini-union") to 15 and we vary (§+5%/¢® from 0.01 10 100. Table 7a assumes
that f,=0. when society always prefers more fiscal discipline. Table 7b, in contrast, assumes that

8,=1, when fiscal discipline affects society's loss 1o the same extent as it affects the government's
loss.

The results of the numerical exercise can be summarised as follows:

Result 1: Summary of numerical results. For any of the parameter combinations that we investigate
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we find that:

a. The social welfare loss is lower under monetary union than under a system of independent
national central banks.

b, Unless it is already equal to zero, the optimal degree of risk sharing is decreasing in
g+,

c. The optimal degree of risk sharing is as high or higher under 2 monetary union than under a
system of independent national central banks.
d. Under national monetary policy, welfare losses are decreasing in a1, if (£+£)*/0° is not too

large. Under a monetary union, weifare losses are always decreasing in n, ¢eteris paribus.

Hence, for any of the investigated parameter combinations, monetary unification cutperforms a
system of independent national central banks. In particular, monetary union dominates decentralised
monetary policy gven if f,=1. The reason is that monetary unification allows for a stricter inflation
target without substantially weakening fiscal discipline. As a result, fiscal discipline is stronger and
the average inflation and output gap smaller in a monetary unien. Accordingly, a monetary unjon
benefits from smaller deterministic losses o account of a smaller inflation bias, less moral hazard,
and less domestic political distortions. A larger value of (F+xX)*/0° raises the losses from the
inability to commit, the presence of moral hazard. and (if B,< 1) domestic political distortions. This
makes not only international risk-sharing less attractive but also makes monetary unification more
attractive. Accordingly, if labour markets distortions and spending requirements are sufficiently
important compared to the variance of the shocks, then monetary union without an FTS is the
optimal arrangement.'® Table 7 shows some cases. for B,=0 as well a5 B,=1 in which monetary
union without an FTS is the optimal arrangement. In all of these cases, (§+#)/0” is relatively large.
As already mentioned, the numerical results show that monetary unification dominates an
arrangement with independent national central banks even if (§+x£)%0% is smali. The intuition is that
in that case it is optimaf to have substantial fiscal risk-sharing (i.e. v is high) and, hence, the loss in
terms of less efficient stabilisation from giving up an independent monetary policy is only small.
Resulr 1b extends Proposition la to the case when the inflation target is optimally chosen.
Result ]c confirms the result for the case %" =0 contained in Proposition 2b. As before, the FTS

appropriates part of the siabilisation task originally performed by national monetary policy. Another

' Note, however, that if we restrict ¥ 10 zero. it is easy to see that monetary unification can be dominated by
national monetary policymaking. This is the case if (+x)*/0” is sufficiently small,
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reason why the optimal degree of risk sharing is higher under a monetary union is that imposing a
negative infladon target is less costly in terms of lower discipline. This provides scope for
additional risk sharing, The inmition behind Result 1d is as follows. If (§+£%/0* is not 100 large
and, hence, the optimal degree of risk sharing is positive, a larger group of participants implies that
the same stabilisation gains can be obtained with a reduction in Y, which, in turn, reduces the
deterministic welfare loss. In the case of 2 monetary union, the welfare enhancing effect of a larger
union is supported also by a weakening of the adverse effect of a tight inflation target on fiscal
discipline. This effect remains present also if (g42)/0? is relatively large and the optimal degree of
risk sharing is zero.

6. Conclusions

Common wisdom about the link between monetary and fiscal unification focusses on stabilisation
considerations. These considerations imply that a monetary union can be optimal only in the
presence of 2 fiscal union in which international transfers substitte for national monetary policies
in stabilising country-specific shocks. Indeed, stabilisation considerations would generally argue in
favour of both international transfers and national monetary policies (i.e. a fiscal union without a
monetary union). This paper establishes that lack of both comrmitment and fiscal discipline provide
arguments that go exactly the other way by providing 2 case in favour of monetary unification but
against fiscal unification."”

The case for monetary union without a fiscal union depends on the combination of a lack of
fiscal discipline due to moral hazard, a lack of commitment, and the presence of distortions in the
output market. Without moral hazard, full risk-sharing would not impose any costs. Hence, a fiscal
union would be optimal. With commitment or in the absence of output distortions, monetary
unification would not provide any benefits because an inflation target would be unnecessary as an
instrument to fight the mnflation bias. Accordingly. the benefits of monetary union in terms of
wezkening the adverse consequences of an inflation target on fiscal discipline would be absent.

A monetary union without a fiscal unien is optimal if both lack of commitment of monetary

' Twa additional considerations strengthen the case for monetary unification further, First, we have compared
monetaty unification with the best-available alternarive based on national monetary policymaking. However,
setting up an FTS may well be {politically) casier if it is accompanied by monetary unification. Hence, if
(partial) risk sharing is optimal, this would constitute another advantage in favour of monetary unification.
Sceond, it may be easier o impose a (credible) inflation target in the case of 3 monetary union than with

national menetary policymaking. The reason is that in 2 monetary union the central bank is removed further
from the direct influence of the national governments,
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policy and lack of discipline of fiscal policy are serious. Cormmitment problems are important if
monetary authorites are tempted to boost output in view of large noa-tax distortions and large
spending requirements producing serious tax distortions. These output distortions exacerbate also
the problem of lack of fiscal discipline, which is also worsened by domestic political distortions.

These conditions for a monetary union but against a fiscal union are likely to be met in
Europe. In particular, European economies suffer from serious distortions in labour markets while
high public spending gives rise to substantial tax distortions. Moreover, lack of risk-sharing through
private capital markets in Europe may be due to the same reason why international public transfers
may be upateractive in Europe, namely lack of transparency and asymmetric information (see also
Gordon and Bovenberg, 1996). Indeed, moral hazard due 1o international transfers seems to be a
potentially important issue becazuse of lack of transparancy of budgeting processes. This lack of
transparancy coniributes alse to political distortions weakening fiscal discipline.
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Appendices
A: Derivations of commitment outcomes,
First, the central bank amnounces an inflation rule (to which it will stick). Then, inflation

expectations are formed. Third. discipline is chosen. Fourth, the shocks occur. Finally, taxes and
mflation are selected and wansfer payments take place.

The central bank of country { announces an inflation rule of the following formas:
M, = B,g 4 5,8. (A1)
Hence, ©,°==0. Combining (A.1), {2} and (5), we have:
Xx, =g+ X-(1-v)e - vé + (1-yB)e, + (y-5,)E. (A.2)

The government minimises %2e’ + V%E[en?+(x%)" over ¢, taking =, as given by {A.1). This
yields,
_ I—T(n—l)fﬂ - (As)
& [2-—'y(n-1)/n @5,

where we have used that, in equilibrium, all goveraments choose the same level of fiscal discipline
{this is easy to show ).

Because the inflation rule does not affect discipline, the central bank, i selecting the
inflation rule, chooses 6, and &, 50 as to minimise:

¥ E [ a(,6,+8:8)" + {(1y-d))e,+(y-0,)8)" 1.

! Some manipulation shows that the fixst-order condition for the choice of ¢ can be written as {1-[1-y{n-
Wal(i-v)} & = vé-(§+Dili-y{n-1)/r]. As this equation holds for all i=1,...n, it follows immediately that
g=¢, j=1....n A similar reasoning can be used 10 show that the equilibria for the other cases considered in

the paper (and which are derived below) are symmetric in the sense that each government selects the same
amount of fiscal discipline.



The first-order cornditions are:

E [ 8., 4+8:8)¢, - ((1-y-B,)e,+(y-583¢, ] = 0,
E [ a(8e,+8:8)¢ - ((I-y-5,)e,+{y-5)¢)2 | = 0.

Using that Efée] = E[&] = o%/n, it is easy to show that 8 =(1-y)(1+e) and &,=v/(1+a). Using

(A.3), it is also easy to check that the outcomes for inflation and the output gap are those that are
given in Table 1,

A2, Monetary union

Compietely analogous.
B: Derivation of ourcomes for a system of national cemtral banks combined with FTS

The central bank minimises 14 fal(m -1, Y + (x5 over T, subject to (2). The first-order condition
can be written as:

7, = [+ o)l(an +o,+35+7,0, (B.1)
Rewrite the government budget conseraint (5 ) as:
T+ = g0+ (1-yXere) + y(E-o. (B.2)

Substitute (B.2) into (B.1) and rewrite to give:

= Ve F+i+m ) +(1 - - Y+y(€-5) + i : -3
7, = [1—17;] (@547 (1 -v)e, ey -0) (1+ya)"“ (B.3)
Hence,
o [ﬁ)[(:’;‘}y-;) (B.4)
de, 1+1/e n

Substitute the right-hand sides of (B.2) and (B.3) for (1+x) and =, respectively, into the equation

Xox,=(T,+X)-(m%), which we can then rewrite to give:




Hence,

sFE-x) (1 [ n-1
de, [m/a][l [T)Y) ®6)

Going back along the game wee, the government minimises Yze® + %E[an?+(#x)] over e,

subject to (B.3) - (B.6), mking = as given. The first-order condition can be written as:
g, + aB[nj(@n/de) - ElX=x)(0x/3e)] = 0, B.7

It is easy to show that, in equilibrium, each government selects the same amount of fiscal discipline.
Heance, from (B.3) and (B.5) we have, respectvely:

_ 1/e o E . 1 . 2

B - [ l+l/cz] smive) [1+1/a]ﬂ" &2
- = 1 e+ -e ) - —-.—1 M 9
Efi-x] ( 1+1.’a}(g 4 e,) [ i+1/¢z] ™ (B.9)

where we have made use of the assumption that expectations formed about discipline are rational
(¢ =e). Substiture (B.4), (B.6), (B.8) and (B.9) into (B.7) and rewrite to give:

¢ = [h!&’.’;ll’l‘.] (gtf*e_w:f), B.10)
! T+1/e !

Fake expectations of (B.3) and solve to give:
n = (Ve)g+i-e) - ], (B.11)

where we have again used that expectations are rational (hence, wage setters anticipate correctly the
ievel of fiscal discipline) and that the equilibrium is symmetric. Substitute (B.11) into (B.10). Some
algebra then yields:

- o T=v{m-1¥) .
e, = (1-y(r-1yim)fg+F-c) + [__l:”m_ﬁ) ;. (8.12)
Hence,
. - [ I—Y(n—!)."n) . [ 1-«;(::—1)/;:) &+, ®.13)
! D, 2-y(n-1)n
where
D = (1+Ve)2-y(m-1)¥n). (B.14)



which is the solution for ¢, as given in Table 24

Substitute the right-hand side of (B.11} into (B.3). Next, substinute into the resulting
equation the right-hand side of (B.13) for € and €. Solving yields the sclution for T, a8 given In
Table 2A. Finally, rewrite (B.2) as:

T, A = el (1-y)e, e ) +v(E -6).

Subtract this expression from (B.3) and use that Xx = (T A+ n)-m (from (2)) in order to give:

N 1 ot . i .
X, = - AT e (1 -v)E vy - ;.
o [ 1+1m)(g e (1), ve) ( 1+L’rx) ‘

where we have used the cross-country symmetry in terms of the choice of fiscat discipline.
Substitute into this equation the right-hand side of (B.11) for 7. Next, eliminate ¢, from the
resulting equation by substitting the right-hand side of (B.13).

Set n,"=0. Society's welfare loss as given in Table 3 then follows upon substitation of the
solutions for ¢,, w, and %, into ¥aPB,e”+ % E[an?+ ()], The deterrministic welfare loss is easy to
derive. The stochastic welfare loss involves working out:

1 e
[m] E(C-meef -

(lfy ] £y} <2fy(t-yymel + (T e mP) -

( 1+ Mx] ((I‘Y}“U *7(‘\:’(1'1’)/")0’4-7- O"frz) .

EERIG =) e

C: Derivation of the outcomes for a monetary union with FTS

The common central bank (CCB) minimises over Tt {the union-wide inflation rate} and subject to

{2). i=1,..,n, the following objective function:

BEa(n-n) + (Un)E) (27, C.1)

The first-order condition is:



a(n-n) + (nd) = (UL (T 48 = T+1,
where $2(1/m)¥."_ 7, Combine this with the government budget constraint,
g+ (L-y)ere) + y(é-d) =1,
in order to eliminate m and rewrite the result to give
(I+a)t,+%) + vt+D= (1+)[F+D + (1-v)e e) + v(2-O).
Take averages of the left- and right-hand sides of (C.3) and rewrite the result to give:

Tof = FrEed-d.

Substitute the (C.4) into {C.2) and rewrite 1o give:

B 1 .. HL e
T ( mm]ﬂ [1+1m)(‘g+xﬂt rea-

Hence,

am _ 1 ( Ve ] '
e, ni 1+Ve
From the government budget consiraint we have
T+X = (g+5) + (I-yYere) + y(&-d) .
Substitute this inte the right-hand side of fx,=(x, +X)~(n-1°) to give:
Ex; = n-m o+ (G + (Iy)eqe) + y(e-é).

Substitate (C.5) for = into (C.7} and manipulate to give:

I O T Y e _Va Y. s
nEE [ 1+1/¢x) feent o) « (1-p)ee) - [Y 1+1,fo;](E 2

Hence,

Je n 1+1/e

BE-x) [,,_1) v - ( 1+((n-1)."n)/a).

¢

(€.2)

37

(€.3)

(C.9)

(C.5)

.6

<.n

(C.8)

(C.9)



Going back along the game tree, the government minimises e’ + YE[an®+(x %)Y over e,
subject 1o (C.5), (C.6), {C.8) and (C.9), taking =" a5 given. The first-order condition can be written
as:

e, + «E{x)(On/de) +Elx5](Exs5e) = 0, (€10

Substimte from (C.5). (C.6), (C.8) and {C.9) into (C.10). Work out the expectations and use
rationality (¢ =¢) and that ¢,~e, for all j=1,...n (again, this is easy to show). Some manipulation
then yields:
o = {y-1)(n~1¥n . 1-y{n-1¥n (§+£+T:°—e ) (C.11)
! 1+1l/e 1+1/e *

Take expectations of the left- and right-hand side of {C.5). Using the assumption that wage

setiers' expectations are ragional and the result that g;=g, for all j=1,...n, we have:

=+ (Va)(gt-e). (C.12}

Substitute (C.12) into (C.11) and solve to give the solution for ¢, as contained in Table 2B. The
solutions for m and X-x, are equally straightforward (although cumbersome): to obtain the solution
for inflation. substite the right-hand side of (C.12) imte (C.5). Into this result substitute the
solution for ¢, where we make use of the resul that ¢,=¢,. for ali j=1....n. To obtain the solution
of X=x;, substitute the right-hand side of (C.12) nto (C.8). Using again that g=¢, for all j=1,,..n,
and substituting the solution for ¢, into the resulting equation we obtain (afer some algebra) the
solution for Xux,.

Set " =0. Society's welfare loss as given in Table 3 follows upon substitution of the
solutions for n and ¥, into %p,e}+%E[an’+(x-%)]. The deterministic welfare loss is easy to
derive, The stochastic term involves working out

E[ [ - 1%] & . [[ e -v) é-u-v)e,] 2] . (€.13)

This is straightforward, but somewhat cumbersome.

£

D. Proof of Proposition 1

We introduce the following notation. V' is society's equilibrium loss under an independent national

central bank which is able to commit. V¢ is the corresponding loss under discretion. V,¥¢ is



society's loss under monetary union and commitment, while V, is society's loss under monetary
union with discretion. The corresponding expressions are given in Table 3. Assume that 7" =0 and,
for the case of commitment, that B < 1.

Cnoe has:

vy ([1-B,(1 -y(r-1)/m)] (2-1)in
& | 2-y(r-1Y/nf

& ®.1)

oon  [(1-Y)-1)n
§osF { 1+1/e

avy”  [[1-B(1-y(a-1ym)] (n-1ym
| (2-v(r-1ym)*

(F+5F - {L-¥)@-1)n]e?, D.2)

o (D.3)

]

¥ [riia-B 0 -y(-Dml(r=1¥m],_ . (1 yYm-1Yn
- g+if -
¥ | 2—y(n- 1P 1+1/e

avg"” [T+ la- (1 -y(n-1)im)] (n—l)!n] . . .
= - (FP - {(1-v)(n-1)/n]o®, @®.4)
a | (2 ~y(r~1yn) | ]
e _ (2= Lyim][3 B (-1 +2y(n-1yn)] oesf « [(n_l)/n 50 0.5
Py {2-y{n-1)ny' 1+l ’
Fric i [(H»I)!nlﬁ[_’i +|3,(-1+2Y(ﬂ—1)1'n)} (G+5P + [(a-1¥m]o® > 0 - (D.6)
&y 2-v(n-1)ny :

2 [[(n—l)fn]l[sl(l +1ie)+B{-1+2y(n-1)/n)]

Fy | (@-y(n-1)/n)

02 -9 0’ (D-T)

5 - (H—l)/ﬂ
G [ 1+1/a

Fre _ [[(n—l)/n]z[.'&(l+1."a)+[3‘(—1+2'y(r1-1).’n)]
| (2—v(n-1)/n}

}(gﬂzjz + [(-mict >0, (D8

Hence, the derivatives of V<, V", V/” and V" with respect to y are all strictly increasing for the
range Osy=<1.

Hence, if BVS'/avE?_uzO (where the "*" denotes any of the regimes IC, UC, ID or UD), we

bave y#=0. From (D.1) - (D.4) we see immediately that this condition reduces to
Y

(g4 0”2 8/1(1+ Led(1-B] for 1C, w0 (F+2P a7 28101-B,) for uc, 0
(§+DH*28/T(1 + L1+ 1/a-B,3] for ID, and to (§+x)¥0*=8/(1+1/e-B,) for UD.

If this condition dogs not hold, we have av;rayh-ﬁo. Moreover, from (D.2) we have



that 8V"/3y,,.,>0. Hence, if the above condition does not hold, then < yP<],
From (D.1). if (g+2)/6* < 8/[(1 + L/x}1-,)], then, for IC, ¥** is implicitly defined by:

1By n-1yin) (i _ 1=y ©.9)
| Ry"r-1ynf | 0F 0 D+l

From (D.2}. if (§+x)/0° <8/(1-B,). ther, for UC, y™ is implicitly defined by:
1By - 1yn) | (gosp e (0.10)
L @-y?-1ymf | o

From (D.3). if (420> <8/(1+ /a}1+ /e-B). then, for ID. v is implicitly defined by:

[1+17e-1 Y1) o Ly ©.11
| bvro-oef [ T

From (D.4). if (¢ +£)/a" < 8/(1+ 1/a-B,), then, for UD, v is implicitly defined by

[i-#l/(x‘ﬁ,(l "Yuﬂ(n-i)/n) @+_f)2 —— ®.12)
| v | &

We see immediately that, for (D.9} - (D.12) to continue to hold, an increase in {(§+5%0* or an

increase in # requires a fall in y*, while an increase in f, requires a rise in Y.
E. Proof of Proposition 2

Assume that n°=0 and, for the case of commitment, that §,< 1,

Part a: Explained in the text.

Part_b: From the proof of Proposition 1 it follows immediately that, if 8/(1+1/e}1-
BN (g+5/o" <8/(1-,) for commitment and if 8/[(1+ 1/e)(1+1/a-BIl<(g+0 0 < B/(1 +1/a-p,)

for discretion, ¥*" is higher under monetary union than with an independent, national central bank.

it (g‘+x')2.’03<8!(1+1/c:)(1-[3j). ¥ under ar IC is determined by (D.9) and v under UC is
determined by (D.10). Take the value for v which js optimal under IC. Thar is, (D.9) holds.
Hence, for this value of y the lefi-hand side of (D.10) would be smaller than the right-hand side of
(D.10). For (D.10) to hold, y has to increase further. A similar reasoning holds for discretion,



Part ¢: For example, for the case of independent national central banks, if (§+x)/c"28/(1+ 1/eX1-
8] the optimal degree of risk sharing is zero both under commitment and discretion. If
B/[(1+ L/a)(l + Ue-Pl=(g+iV /0" < 8/[(1+ l/e)(1-B,)]. the optimal degree of risk sharing is zero
under discretion and positive under cosmmmizmens. Otherwise, we need 1o compare {D.9) and (D.11).
Suppose that (D.9) holds. Then, the left-hand side of (D.11) exceeds its right-hand side. Hence, the
optimal degree of risk sharing under discretion is lower than under commitment. For the case of

moenetary union, the proof is similar.
F. Proof of Proposition 5

Consider first the case of a national, independent central bank. Using the expression for society's
joss in Table 6, we have:

avy (1+1fo:)(1+y)(n—1)fn} - (n»}][ 1 ] : ED
5 o | LM s - | 220 | —— | (e, :
o [ (eiaf ) e

a_V(__l) c1+1f«>(3ﬂ+y>=—%fma>]@;,z{u][ ! ]Uz, E2
Fy n (143 + Vel n )\ 1+le

where y = ly(n-1)n>0.
An internal optimam for ¥ requires that the right-band side of (F.1) be zero:

UV 6ozp (_1_} -, E3)
((<1+y)’+1fa)’}(g T ) 4
hence,
(Goif = { ((1+J')2+1"'05)2](1_.Y)521 (F.4)
(1+1/a¥(1+y)

Substitute this into the right-hand side of (F.2} to give an expression which can be written as ((n-
1)/n)o® times:

[(3(1+y)z_1/a)(1»y)(n-1)m] +[ 1 ) )
(14 + V)1 +1/eX(143) 1+l

By -Val -¥)n=1¥n +{(1 P+ elE ) o o
(- L+ L)L o3

Hence, for any 0<v <1 for which V; is flat we have a minimum. By continuity of 6V §dy, there

9



can only be one such pomnt on the interval 0 <y < 1. Note, furthermore, that avgfay;,_l >0. Hence,
Y¥=0 if §V{I5y|,,20, which is equivalent 1o (2102 (8 + Ve PIR(1+ Vel or 0<y™ <1,
otherwise.

Note that

geifioty) = | o)) @eF (1 Y,
Haicta) [((hy)m/a?) o (‘*”"JG non

when evaluated at an internal optimum, 0<y?'< 1, Hence. at an internal optimum we have that
A RUGHHR G| g = {TWIUG+RVICTHHEWISY } |y > O
because dW/((g+xVo* >0 and AWIBY | g > 0.

Now, consider the case of a monetary union. Using the expression for society's loss in Table 6, we
have:

ang [(I+}/c€)(11’n+(1+1!cc}:}(n—1)/n) st - [ﬂ](lwmz (F.5)
ay (Ifnz +(2imz+(1 +l/0c)::2)2 n
v [ (Ve ((n=1y/mP w ](guzy" . (n»l]az >0, F.6)
Fv (Un® = @im)z + {2 +e)z?F n

where 2 = 1+ (1-yNn-1)n21 and w = (3-Leir? + 6(1+ ke + 3(1+ /el >0. If (F+1Pa" s
sufficiendy large, 3V"/dy|, . 20. Hence, combining with (F.6), we have that Y#=0if (F+0/0% is
sufficiendy large. Otherwise, 0<y* < | with y* determined by the first-order condition:
(U Ve) (i1 + 1))
[ (im2+ 2m)z# + (1> )PP

] E+2F = (1-y"e?, (F.7)

where 2% = z,_.,,. An increase in y raises the left-hand side of (F.7) and reduces its right-hand

side. Hence, an increase in (§+x)/o” implies a fall in the optimal degree of risk sharing, y*',
G: Explicit trearment of the signal extraction problem at the supranational level:

Because of the unobservability of the shocks the federal authorities responsible for the federal
transfers face a signal extraction problem: on the basis of the observations ¢=€re, they form an

estimate ¢f of e, or, alternatively, an estimate €f=ctef = e tef of e, Transfers then take place

10



on the basis of the estimates €, {=1...,n. The budget constraint of government { is giver by:

gt e e =1 + yE-e), (G.1)

where a hat above a variable again denotes the cross-country average.

Because ¢, is selected before ¢ occurs, we conjecrure that the federal authorities estimaze ¢,
to be the same constant £ for all {, i.e. ¢f=k. This conjectute needs to be confirmed, i.e., we need
10 show that, in equilibrium, the fiscal authorities behave in such a way that e, is a constant k.

Substinting € =¢-¢+k and &=&-¢+k into (G.1). the government budget constraint
reduces to (5) or (5') in the text (because & drops out). Hence, for each of the relevant cases
considered in the paper {i.e., discretion with national monetary pelicy or with monetary
unification), the cutcomes are unchanged. Because we found that for each of these cases the
outcome for ¢, was a constant (see Tables 1 and 2), our conjecture was correct: the federal
authorities simply estimate e, t0 be equal to the solution given in Table 1 or 2 (depending on the
specific case being considered) in the paper. This is their best estimate and it is exactly correct in

equilibrivm.

11



Table 1: Equilibrium policy outcomes under commitment (n’ =0).

VYariable: No union Monetary union
He e
— (1~ [ —e
I 1+1/e _A e,y _ 1+ife
(]
N ged) + | [ e v — L g - [ y|esq-pe
2—y{n-1)n 1+ e 2—y{n-tyn I+Hae !

€

1-y(n-1)n) . .
2-y{n-1)n &9

E~y{u-1Vnj,.
2-y{n-1¥n g+




Table 2: Equilibrium policy outcomes under discretion

A. National monetary policymaking with independent central banks:

Variable:
(1+1e+{1 -y G- 1)) - He 3+d) + _Ma mm_ e, +<m_

%, D 2-y(n-1)n T+la

f -y . 1 F-y)e,rye
o, D o 2-y(u-1¥n ) T.E 7 " e;

E-y{n-1¥n - 1-y(u-1)in (g+3)
P D 2-y{u-1)n
Note: D = {1+ Val[2-y{n-1)/n].




B. monetary union:

Variable:
Una{ts(E -1y + L)) | /et @i + e ).
- D 2-y(n-1fu T+1/w
I/n | N /e
R ] g | S ylEs{1-Y)E
7, D 2-y(n-1)n g) I+1/a ¥ -y,

LI 1 -y(n-t¥n), .
D e 2-y(n-1)n ()




Table 3: Equilibrium social welfare losses (' =0).

Independent national central bank, commitment:

_ _ 2
B (i -yl Y11 i+ a-yif 7 1), e
22-y(n-1)n} 2{t+1/e) :E n
Monetary union, commi{ment:
1-y(n-1)/ -
B,(1-y(n 1ymf+1 e3P + |— .|+: Y Lt n-1
202-y(n- 1P T:& 2n
Independent national central bank, discretion:
~ _ 2
B {1 -y 1P+ +1/a) P 1 -y 271 n-1), 1 o
202-y(- 1)y 2(1+1/e) n

Monetary union, discretion:

B,{1-yOr-1yuy (1 .L...&
22 -y(n-1)m¥

:,5

.- ~=_~
_ A==

m +r.n_._




Table 4: Evaluation of 3V /3y at y==0 (national monetary policy and monetary union).

Commnitment Discretion
0:f, <1 >0 >0
B.= 0 >0

Table 5: Opiimal inflation targets (0<p,<1).

National mon. policy (1 :5% +1/a +PA I1-y(n-1 v}_i
(LB -y (- 1Yn) + e «2 -y(n-1)np

Monetary union BCH+ 1T —y(ou- 1Y) (1 e V{1 {1 —y)n- 1)) |, _

- +¥

(LB Y Pvaflm (1 (1 -y - 1)1 + Ve




Table 6: Equilibrium social loss under optimal inflation tavgets (B,=0).

National mon. policy 1 1+1/a {gea) + 1 (1-y)? Lal) PRy P
2 -yl rtie) 2(1+Ha) n ) n
Monetary union 1 t+1/e (Gay + I QIN+CL_.% n-l a?

21 (@y(n-1ynp + (Va1 +(L-yYor-1Y/n)P 2(1+Ve)} = 2n




Tabie 7: Numerical comparison national monetary policy and mongtary union for vatious parameter combinations (ee=1).

deterministic welfare loss, "stoch.loss® = stochastic welfare Joss,

a: =0
No union Moneiary unica
" (g +x)ia’ % Vot ¥ oY Efn}/ EfLx )i Ele) detloss/ | stochdoss! { ¥/ ViV
gty 3y (g+i) (g+8) o of ot
2 0.01 0.994 1.128 0.995 -0.615 0.153 0G.768 0,232 0003t 0.325 0.128 1.00
b 0.1 0.945 0.155 0.955 -0.615 0.149 06.757 0.243 0.0197 0.526 0.155 0.99%
2 1 0.561 0.402 0.669 -0.615 0.121 0685 0.315 0.242 0.£52 0.394 0.931
1 10 0.000 2.25 0,900 0.615 0.080 0.560 0.440 160 0.375 1.98 0.878
2 103 0.000 20.25 0.000 0615 0030 0.560 040 16.6 0.375 16.4 0.869
3 0.0L 0.992 0.054 0.993 -0.510 G.081 0.897 0.103 0.0041 0.6500 0.054 1.00
3 0.1 0.525 0.0898 0.935 -0.820 0075 0.862 0.118 0.0314 0.6517 0.0891 0.992
3 1 0.497 0.381 0.634 -0.820 3.051 0.714 0.236 0.256 0.104 0.360 0.945
5 1¢ 0,000 2.25 0.000 0,820 0.028 1.525 0.475 1,38 0.450 [.83 0.814
5 100 0000 20,25 0.000 0820 0.028 0.525 G475 13.8 0.450 14.3 0.704
1 0.01 0.691 00273 0.991 0.943 0.041 0.947 G.053 0.0045 0.0228 0.0173 1.0
1 0.1 0.916 0.0667 0.927 0.9E3 .637 9.593 G. 102 0.0405 0.0252 0.0655 0.983
1 i 0.467 0314 1.625 -0.913 (24 0.721 0.299 0.2660 0.0867 0.347 0.925
11 0 0.000 2.25 0.060 0.913 .02 0.511 0.489 1.31 0472 1.7% 074
i1 100 0.000 2025 1.600 0.913 0.012 0.511 0.489 13.1 0477 13.6 0.670
13 0.0¢ 099 00213 0.991 0.936 0.051 0.959 0.041 0.0346 0.9167 0.0213 1.00
15 0.1 6914 0.0616 9.926 -0.936 0.027 0.906 0.694 0.0411 0.0i%2 0.0603 0.930
15 1 .47t 0.373 0.624 -0.936 0.017 0.722 0.278 0.261 0.0826 0.343 0.920
15 10 0000 2.25 0,000 -0.936 0.00% 0,508 0.492 i79 0.483 1.78 {.789
15 100 0.000 20.25 0.000 -0.936 0.00% 0.503 0.492 2.9 0.433 114 0.662
Note: ¥ = optimal degre of risk sharing, ¥ = sociedy's welfare loss a1 y=" under national monelary policymaking. ¥y, = society's welfare loss at y=y7' under a monetary union, “det.loss”




b =1

union Monetary union
n (F+ 0! [ ¥ pt] Efr)/ Eft-x]! Efrl det.loss/ | stoch.lass/ Ve WV
(E+5) &3 Eri) (E+8) o o o
2 .01 0.9% 0.128 0.997 -0.662 0.11F 0.717 0,223 0.0033 0.125 9.128 1.00
2 2.1 0.942 0.158 0.967 -.667 0.106 0.769 0.231 0.0328 0.125 9,158 9.599%
2 1 0,70 0,44 0.770 -0.667 6.030 0.718 0.282 0.301 0.138 0439 .938
2 10 0.000 2,98 0.232 0.667 (032 0.605 0.395 262 0.276 2.89 0.971
2 100 0.000 27.52 0.000 0.667 0.020 0.569 0.431 25.49 9.375 25.86 0.940
5 0.0F 0.963 0.0541 0.994 0.829 0.072 0.5% 0.104 6.0041 0.0500 00541 1.00
5 (23 0.035 0.0006 0.944 -0.829 0.064 9.868 0.132 0.0357 9.0512 0.0900 0.994
5 1 0.613 0.41F 0.7t6 -0.82% 638 9.751 0.24% 0.314 0,682 0.39%6 0.962
5 10 0.000 298 0.200 0820 042 0,589 0.401 2.60 0252 2.85 0.957
5 100 0.000 27,52 0.000 0.82% 003 0.526 0.474 25.07 0.450 25.52 0.927
1 0.04 0.991 0.0273 0.592 -0.9E5 0.03% 0848 0.052 0.0045 0.0223 0.0273 1.00
1t 0.4 9.923 0.0670 0.934 -0.913% 0.033 0.903 1.657 0.0413 0247 0.06060 0.586
1f 1 0.58§ 402 0.792 .915 0018 0.75% 0.241 0.317 0631 0.350 0.947
1 10 0.000 2.97 0.308 -0.815 0605 0.597 9.403 2.59 0.240 2.83 0.952
1 103 0,500 27.52 0.027 -0.915 0.001 0.518 0.482 25.03 0.453 25.49 0.926
5 0.0F 0.921 0.0213 0.992 -1.937 0.029 0.960 0.040 0.0046 0.0157 00253 £.00
] 0.k 921 0.0518 09312 0.937 0.025 0.911 0089 00419 0.0188 0.0668 0.682
15 1 . 574 0.400 0.65% -0.937 1.613 9.761 0210 0.318 0.0550 0.377 0.941
15 10 000 298 0.312 0937 .00 9.597 6.403 2.59 0233 2.83 0.951
15 100 0.000 27.52 0.038 £.937 9.001 0.518 (.482 25.03 0.44% 25.48 0.926
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