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ECON 318: Canadian Economic Policy & Institutions  2014-2015
Notes for Lecture -- 024
OPTIMAL CURRENCY AREAS AND THE EURO


Definition
· An optimal currency area is a geographical zone where the benefits of a single currency outweigh the disadvantages (economic efficiency would be maximized).
· It describes the optimal characteristics for the merger of currencies or the creation of a new currency

· The theory is used often to argue whether or not a certain region is ready to become a monetary union, one of the final stages in economic integration
· An optimal currency area is often larger than a country. For instance, part of the rationale behind the creation of the euro is that the individual countries of Europe do not each form an optimal currency area, but that Europe as a whole does form an optimal currency area.

· The creation of the euro is often cited because it provides the most modern and largest-scale case study of the engineering of an optimum currency area, and provides a comparative before-and-after model by which to test the principles of the theory.

· In theory, an optimal currency area could also be smaller than an existing country. Some economists have argued that the United States, for example, has some regions that do not fit into an optimal currency area with the rest of the country.

Problem of a common interest rate for the Eurozone area

· A common question is often - How come the United States of America doesn't need a separate interest rate for each individual state? For that matter why don't we have a separate interest rate and currency for different cities?

· Suppose that Pennsylvania experiences an asymmetric shock (coal mines close down). This would cause a recession in the state economy, higher unemployment and lower inflation. Ideally, Pennsylvania would have a lower interest rate and a depreciation in a Pennsylvanian currency. But, in practice, it is possible for unemployed Pennsylvanian workers to move a few hundred miles and get work in the neighboring states. It is also relatively easy for firms from neighboring states to invest in Pennsylvania to take advantage of lower labour costs and surplus labour. The point is there are not many geographical barriers to moving between areas within the U.S. (There are, of course, significant geographical immobilities, but, they are not sufficient to justify a separate currency and monetary policy).

· However, suppose there is an asymmetric shock in Italy and Greece, meaning their economies are in recession, whilst north Europe is growing strongly. It is much more difficult for Greek workers to move to Germany (language barriers, attachment to native country, poor information e.t.c). Similarly German firms would have much more reluctance to invest in Greece.

Political Problems

· In theory, if there is higher unemployment in Quebec, the Canadian Parliament would be willing to give subsidies to Quebec to help the province recover.

· However, if the Basque region in Spain enters a deep recession, how committed would the Spanish Parliament be to sending more subsidies to Basques? 

· Even worse, suppose Greece has a serious debt problem (national debt of 160% of GDP), how willing would German tax payers be to buy Greek bonds and bailout Greece so that they can continue to spend over 5% of GDP on defense against the “NATO ally” Turkey?

· If California went bankrupt, in theory, they would have more chance of getting US federal aid, than if Mexico went bankrupt. This is why the USA is an optimal currency area, but, NAFTA (Mexico, US, and Canada) wouldn't.


Is the Eurozone an optimal currency area?

· There may well be an optimal currency area in Benelux countries and France and Germany. The difficulty comes when the Eurozone includes peripheral members such as the overspending Greeks, Italians and Irish.

· The key issue is the degree of geographical mobility, government intervention and degree of economic convergence.
The Theory of optimal currency area


· The theory of the optimal currency area was pioneered in 1961 by Canadian economist and Nobel Prize winner in 1999, Robert Mundell
· Mundells’s model is an extension of the IS-LM model. Whereas the traditional IS-LM Model deals with economy under autarky (or a closed economy), the Mundell model tries to describe an open economy.

· In the IS-LM, interest rate is the key component in making both the money market and the good market in equilibrium. Under the Mundell framework of small economy, interest rate is fixed and equilibrium in both markets can only be achieved by a change of nominal exchange rate.

· Some of the results from the Mundell model differ from the IS-LM because of the open-economy assumption. Results for large open economy on the other hand fall within the result predicted by the IS-LM and the Mundell model because a large open economy has both the characteristics of an autarky and a small open economy.

· The Mundell model has been used to argue that an economy cannot simultaneously maintain a fixed exchange rate, free capital movement, and an independent monetary policy. This principle is frequently called "the Unholy Trinity," the "Irreconcilable Trinity," the "Inconsistent trinity" or the Mundell-Fleming "trilemma."
Mundell came up with two models
A.  OCA with stationary expectations
· In this model, asymmetric shocks are considered to undermine the real economy, so if they are too important and cannot be controlled, a regime with floating exchange rates is considered better, because the global monetary policy (interest rates) will not be fine-tuned for the particular situation of each constituent region.

· The four often cited criteria for a successful currency union are:
a. Labor mobility across the region. This includes physical ability to travel (visas, workers' rights, etc.), lack of cultural barriers to free movement (such as different languages) and institutional arrangements (such as the ability to have retirement plans transferred throughout the region).
· In the case of the Eurozone, while capital is quite mobile, labour mobility is relatively low, especially when compared to the U.S. and Japan.

b. Openness with capital mobility and price and wage flexibility across the region. This is so that the market forces of supply and demand automatically distribute money and goods to where they are needed.
· In practice this does not work perfectly as there is no true wage flexibility.

· The Eurozone members trade heavily with each other (intra-European trade is greater than international trade), and most recent empirical analyses of the 'euro effect' suggest that the single currency has increased trade by 5 to 15 percent in the euro-zone when compared to trade between non-euro countries.
c. A risk-sharing system such as an automatic fiscal transfer mechanism to redistribute money to areas/sectors which have been adversely affected by the first two characteristics. This usually takes the form of taxation redistribution to less developed areas of a country/region.
· This policy, though theoretically accepted, is politically difficult to implement as the better-off regions rarely give up their revenue easily.
· Theoretically, Europe has no bail-out clause in the Stability and Growth Pact, meaning that fiscal transfers are not allowed, but it is impossible to know what will happen in practice.

d. Participant countries have similar business cycles.
· When one country experiences a boom or recession, other countries in the union are likely to follow.
· This allows the shared central bank to promote growth in downturns and to contain inflation in booms.

· Europe scores well on some of the measures characterizing an OCA.  However,
· it has lower labour mobility than the United States
· it cannot rely on fiscal federalism to smooth out regional economic disturbances

· Europe’s Gini coefficient of 31 should have a stabilizing effect; in comparison, the USA has a Gini index of 46.9 (a lower measure indicates a more even distribution of wealth).

· Additional criteria suggested are:

e. Production diversification
f. Homogeneous preferences

g. Commonality of destiny

· By the criteria listed above, European Union does not constitute an Optimal Currency Area and therefore the euro should be a suboptimum union of currencies
· However it is hoped that the creation of the euro will in itself help encourage the conditions enumerated by Mundell.

· According to some research, five of the eight sub-divisions of the U.S. satisfied Mundell's criteria to form an Optimal Currency Area. However, the fit of the Southeast, Southwest, and the Plains is questionable.

B.  OCA with international risk sharing
· Here Mundell tries to model how exchange rate uncertainty will interfere with the economy.
· Supposing that the currency is managed properly, the larger the area, the better.
· In contrast with the previous model, asymmetric shocks are not considered to undermine the common currency because of the existence of the common currency.
· This spreads the shocks in the area because all regions share claims on each other in the same currency and can use them for dumping the shock, while in a flexible exchange rate regime, the cost will be concentrated on the individual regions, since the devaluation will reduce its buying power.
· So despite a less fine-tuned monetary policy the real economy should do better.

· A harvest failure, strikes, or war, in one of the countries causes a loss of real income, but the use of a common currency (or foreign exchange reserves) allows the country to run down its currency holdings and cushion the impact of the loss, drawing on the resources of the other country until the cost of the adjustment has been efficiently spread over the future.
· If two countries use separate monies with flexible exchange rates, the whole loss has to be borne alone; the common currency cannot serve as a shock absorber for the whole area
Robert A. Mundell and the euro

· Mundell is found in both sides of the debate about the euro. Most economists cite preferentially the first model (stationary expectations) and conclude against the euro, yet Mundell advocates the second one, and concludes in favour of the euro.

· Rather than moving toward more flexibility in exchange rates within Europe the economic arguments suggest less flexibility and a closer integration of capital markets. These economic arguments are supported by social arguments as well.
· When there is a social disturbance, the national currency becomes threatened. Long-run national costs are bartered away by governments for short-run political benefits.
· If instead, the European currencies are bound together, disturbances in a country would be cushioned, with the shock weakened by capital movements. 
Keynesian Criticism
· Keynesian economists argue that fiscal stimulus in the form of deficit spending may be necessary to fight unemployment, which is not possible if states in a monetary union are not allowed to run sufficient deficits.
· If the public finances of a country are weak, the government needs to retain control over issuing its own currency in order to extract more monetary seigniorage from the financial system (possibly through inflation), something that a common currency regime would not allow.  By owning its own bank, the government becomes the preferred borrower in the national capital markets.  It can float debt at the lowest interest rates in the domestic capital markets.  This preferred access to the domestic bond market also allows the national central bank to act as a “lender of last resort” for domestic commercial banks.

· The Post-Keynesian theory of Neo-Chartalism holds that
· government deficit spending creates money
· the ability to print money is fundamental to a state's ability to command resources, and
· "money and monetary policy are intricately linked to political sovereignty and fiscal authority"
· These critiques consider the transactional benefits of a shared currency to be minor compared to these drawbacks, and more generally place less emphasis on the transactional function of money (a medium of exchange) and greater emphasis on its use as a unit of account.

