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Abstract

This paper addresses arguments that a system of fiscal insurance between member states of
the European Unionisneeded to act in replacement of nominal exchangerateflexibility asan au-
tomatic stabilizer under monetary union. Many authors have argued or assumed that asymmetric
real macroeconomic fluctuations pose an important threat to the success of monetary unification
and that some manner of fiscal insuranceis missing from plansto cope with acommon currency.
A theoretical model economy in which production is subject to asymmetric national shocksis
used to analyze the benefits of fiscal insurancefor allocative efficiency under monetary unionin
comparison with resource all ocation under aflexible nominal exchangerate regime. Itisshown
that whether national markets in goods and services are arbitraged or there is pricing-to-market
mattersfor ng the usefulness of fiscal insurance for efficiency aswell asfor assessing the
macroeconomic costs of monetary union. This paper argues that the benefits of fiscal insurance
for allocative efficiency may be increased little by monetary unification. Fiscal insurance may
not be an essential or even desirable companion to acommon currency.
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1. Introduction

Discussions of the economic case for or against European monetary unification inevitably
concern the concept of an optimum currency area. By the classic definition of Mundell [1961],
agroup of states form an optimum currency areaif the permanent fixing of nominal rates of ex-
change between them has no effects on real economic variables. Thisisthecaseif al pricesand
wages are perfectly flexible, or as pointed out by Mundell, all factors are perfectly mobile even
if there are nominal price or wagerigidities. If labor market adjustment is sluggish, then nom-
inal exchange rate movements can be a stabilizing tool in the presence of asymmetric national
productivity or demand disturbances.*

Eichengreen [1992b], Bayoumi and Eichengreen [1993] and others have focused the analysis
of the macroeconomic effects of the monetary unification of Europe on comparisons between
the European Union and the United States.? These studies compare the degree of interregional
labor mobility and of the incidence of idiosyncratic regional aggregate supply and demand dis-
turbances between the United States (and Canada) and the European Union. A conclusionisthat
Europe may be a more problematic candidate for monetary unification, although it is difficult
to compare regional real disturbances for an established monetary union with those experienced
under aflexible exchange regime with separate national monetary policies.

Nominal exchangerate flexibility allows autonomous monetary policy responsesto idiosyn-
cratic aggregate fluctuations and allows nations to pursue different goals of stabilization policy.
By adopting a common currency, the European Union appears to be placing a greater burden
on fiscal policiesfor achieving differential responses to productivity and demand disturbances,
whether these are common or region-specific. Economists differ widely in their views on the
justification and prospects for success of a European monetary union. McKinnon [1997], for
example, argues that fiscal disciplineimposed by the disestablishment of national central banks
on national governments provides a strong justification for monetary union.® Feldstein [1997]
argues that a system of floating exchange ratesis desirable for Europe due to differing political
goals and duggish labor market adjustment.



The recent policy debate on monetary unification also notes that the United States supple-
ments a single monetary policy with a system of fiscal federalism. Interstate transfers through
the federal tax system and transfer payments automatically stabilize spending power against
idiosyncratic regional shocks as observed by Ingram [1959].# Therefore, many authors suggest
that successful European monetary unification may require fiscal consolidation aswell.® Inthis
paper, | use aformal general equilibrium model to discuss the potential role for fiscal insurance
between member states of a monetary union to act in a replacement of nominal exchange rate
flexibility for short-run stabilization in the presence of asymmetric rea shocks.

An analytical model of an international economy in which financial asset markets are inte-
grated but labor markets are not is used to compare the welfare benefits of a system of state-
contingent fiscal transferswith and without monetary union. Temporary nominal wagerigidities
provide a role for monetary policies to aleviate short-run labor market disequilibrium caused
by productivity shocks that can differ across countries. The elimination of nominal exchange
rate flexibility with monetary union reduces the capacity of monetary authorities to influence
resource allocation in the model economy. The model is analyzed in stages, adding structure
as needed to discuss possible rationale for the argument that fiscal insurance is needed to act in
replacement for independent monetary policies after monetary unification.

Fiscal insurance is first discussed in a standard model of international portfolio diversifi-
cation under perfect price and wage flexibility and idiosyncratic national productivity shocks.
Asset markets are incomplete because assets capitalizing future labor earnings are not tradable.
The flexible price alocation of resources can be replicated when nominal rigidities are added
to the economy under independent national monetary policies. This provides abenchmark case
for discussing the gains from fiscal insurance with monetary union. It is argued that empirical
evidence suggeststhat fiscal insurance schemes are unlikely to generate significant welfare ben-
efits in the benchmark economy. Fiscal insurance schemes are most important when monetary
policies are effective for reducing short-run labor market disequilibrium and prices in national

markets for goods and services are arbitraged across borders. Empirical evidence shows that
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goods and services are priced-to-market, so that these markets are segmented across member
states of the European Union. The model reveas that the failure of the law of one price greatly
reduces both the welfare benefits of fiscal insurance under monetary union and the welfare costs
of monetary unification with nominal rigidities and asymmetric productivity disturbances.

In the model, consumption, saving, labor supply, money demand and portfolio allocation de-
cisions are made by households optimizing over time. Investment and employment decisions
are made by firms seeking to maximize their value. Nomina wage and price rigidities are in-
troduced in a ssmple and, necessarily, ad hoc fashion following the literature on overlapping
nomina wage contracts. The next section presents the basic model of international asset trade
with asymmetric productivity risk and discusses state-contingent fiscal transfers under flexi-
ble prices. Section 3 introduces nominal rigidities and discusses the comparison benchmark of
resource allocation with nominal exchange rate flexibility. The welfare gains and losses from
fiscal insurance with integrated goods markets are discussed in Section 4 and with segmented

goods marketsin Section 5. The last section concludes.

2. Fiscal transfers with nominal flexibility

Behind arguments in favor of a system of fiscal transfers between members of a monetary
union isthe incompleteness of marketsto share the risk of idiosyncratic disturbances to national
productivities. Even with the highly integrated international financial markets of the European
Union, labor income risk is largely uninsurable across borders. Aggregate labor income risk
is the focus of concerns about asymmetric disturbances to real economic performance in the
European Union. A natural starting point for a welfare analysis of fiscal insurance schemesis
amode of incomplete international asset markets without nominal wage or price rigidities. A
simple model is used in this section to show how the uninsurability of national labor income
risk can lead to a welfare argument for intergovernmental fiscal insurance schemes. It is aso
used to argue, on the basis of empirical evidence, that the welfare benefits of fiscal federalism

in Europe may be minor.
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The basic moddl is a variant of the Lucas [1982] model of international portfolio diversifi-
cation. A two-country model is used for illustration. In each country, there is a representative
resident household. A single tradable good is produced using capital and labor under constrant
returns to scale in each country. Factor productivity is subject to stochastic disturbances that
are independent across countries. Househol ds can trade equity claims to the earnings of capital
and riskless bonds, but there is no asset market on which to trade claims to future wage income.
Therefore, households diversify their portfolios through purchases of internationally traded eqg-
uities and bonds to reduce their exposure to productivity risk. They may be unable to share
fully idiosyncratic productivity risks internationally because labor income is not capitalized by
tradable assets. °

The equations of the model are only shown for the home country whenever the equations
for the foreign country are analogous. Home variables do not carry superscripts and foreign
variables areindicated by an asterisk. The home country household supplieslabor at each date t
in the amount "y earning area wage given by w ~ %, where W; and P, are the nominal wage
and price, respectively. It can hold bonds denominated in units of the single good, nominally-
indexed bonds, money and equity claims. The single-period budget identity for the home country

household at time t is given by

Wi,

.. B M . G o o
e @b+ (L i) ot + S o (Ve +d) + 5V +dD)] (D)
P, P. Py

Bie: M £ d
o oQb o} .
+ + t+th+l + t+1Vt+1 .

Here, by and B, are the household's holdings of single-period bonds at the beginning of period
t denominated in units of output and currency, respectively. My;1denotes the nomina money
balances it carries forward from period t j 1. V is the total market value of equities issued
by home country firms, ex dividend, at time t, and d; is the corresponding dividend paid at
the beginning of period t. The share of outstanding home country equities held by the home
household at the beginning of period t equals °;, and its share of foreign equities equals °y,
where 0 - °,;°7 - 1. Purchases of home and foreign equities in period t equa °,.,V; and
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°t+1 Vs, respectively. The household’'s consumption is ¢, and M, equals the money balances
held in period t.
The household makesits consumption, labor supply, saving and portfolio allocation decisions

seeking to maximize expected utility,
X —sjt - MS AT = ’
U = E¢ u(cs) + V(P_) +AC i s) ()
s=t S
which is assumed for convenience to be additively separable in consumption, real balances and

leisure, subject to the budg_et identity and the solvency constraint,

. T 1 Br+1 , My
lim (141t by + + —
T Sét( S) T+1 PT PT -

Thesubjectivediscountrate, (1§ )= , isassumed to bethesamefor homeand foreign residents,

0: 3

although preferences can otherwise differ across borders.
Household utility maximization with respect to holdings of real-indexed bonds givesthe stan-

dard Euler condition for riskless bonds,

u'(ce) = (1 + reer) B¢ U'(Cern): (4)
The choice of holdings of nominally-indexed bonds leads to another Euler condition,
i “U(Ces
u'(ct) = P (1 + ige1) Et¥: )
t+1
Combining these gives the consumption-based Fisher interest parity conﬁition,
_ . “U(Cer
(1+re) Bt UO(Ct+l) =1 +iw1)Ee # : (6)
I:)t+1—|:)t
The household’s holdings of nominal balances satifies the first-order condition,
0
(e = V() + PE o), U
I:)t I:)t+l
Optimal portfolio diversificgtion leads to the necessary conditions,
_U(Cer) " o :
Vir1 = E¢ Tctt)l(vtﬂ + di1) for0<°., <1, (8)
for home equities and _
Vi, = E¢ M(V“ + dy g for0<°f,, <1, 9)
t+1 UO(Ct) t+1 t+1/ t+1 !

for foreign equities. Similar conditions hold for the optimal portfolio allocations for foreign



country residents, so that
“uP(ci)

0 (Vi1 + desr) for0<°y <1; (10)

Vier = E¢

for example.

It is possible that all home equity is held by domestic residents, in which case °,; = 1 and

Tu(ce, > “u'(c >
t ﬁg)l)(vtﬂ +der1) - Vi - B ﬁ(vtﬂ +dev1) (11)
or by foreign residents, in which case °,,; = 0 and
U g U (Crs y
= ﬁ%;l)(vtﬂ +der1) . Vi . Bt ﬁ(vtﬂ +dev1) (12)

The household makes its labor supply decision so that the marginal rate of substitution be-
tween leisure and goods consumption equals the real wage rate,
A'C i "o = wl'(co): (13)
The household optimum al so satisfiesthetransversality condition, so that the solvency condition
for the household sector holds with equality.
The home country aggregate production function is given by
Ye = WF (-6 0) = theF (ko) (14)
where - is the capital stock, "¢ is employment and |, is a stochastic productivity disturbance.
The capital-labor ratioisky =~ -¢="¢. Under perfect competition in the domestic labor market,
labor demand is determined by margina productivity,
Wi = e (F(ke) T KeF'(Ko)) (15)
Firms choose their investment levels to maximize shareholder value net of the cost of capital.

Along with the equilibrium conditions for asset demands, equations 8 and 10, thisimplies that

u'(ce) = Ee [ U'(Cesr) (1 + Pera F(kern))]; (16)
if home residents hold home equities and
£, . o
W) = Ee U(Chn) (L + peaaF(ken)) (17)

if foreign residents do. With perfect international financial capital mobility, the expected mar-



ginal productivity of capital will be equal across borders,

EecF' (k) = Equi F(k?): (18)
In equilibrium, the equities are valued according to the standard capital asset pricing model
equations.

It is useful to begin with the (well-known) efficient alocation for this model economy. A
welfare optimum can be implemented by a market equilibrium if tradable equities capitalize all
of gross domestic product. In the case that u(c) displays constant relative risk aversion, home
country residents will hold claims to the same share of GDP in each country. This shareis equal
to the home country’sinitial share of total financial wealth. In this case, thereis no net tradein
either real-indexed or nominally-indexed bonds in equilibrium. If the two countries begin with
equal wealth, then the residents of each hold exactly half of the claims on GDP for each country.

Under the assumption only claims to the share of GDP paid to non-human factors are trad-
able, the efficient allocation can be supported in a market equilibrium only if the share of Iabor
payments in national product is less than the share of national wealth in total wealth. This must
hold for each country. If thisis the case, then the residents of each country can select portfolios
that give them equal proportionate shares of the output of each country. To do this the portfolio
shares, °; and °{, must satisfy the equalities,

°® + (1§ ®) = °{®; (19)

and
(1i°D8+1i®)=(11i°)8; (20)
for0 - °, - 1and0 - °f - 1, where ® = -F(ki)=F(ky) and ® = -7F(k7)=F(k{)
are capital’s share in national income for the home and foreign countries, respectively. Here,
(°®:+ (1 i ®)) isthefraction of home output that is paid to home residents, and °{®} isthe
fraction of foreign output paid to home residents. For an efficient allocation, these are equal
to the home share in total initial wealth. If factor shares are the same in the two countries, an
efficient allocation of risk impliesthat householdswill hold alarger share of foreign capital than
of home capital equity. Thisfollows because households already hold claims to domestic output
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vialabor income shares. Equation 19 requires that home residents hold alarger share of claims
to the output of each country than labor earns in national output. Equation 20 states that this
must aso hold for the foreign country.

For trade in capital equities and bonds to implement the efficient allocation, labor’s share in
each country must be less than that countries share of total wealth of the monetary union. For
N countries with equal initial wealth, this means that labor’s share in national product must be
lessthan 1/N. Efficient diversification of idiosyncratic national productivity risk is not possible
without tradable claimsto future labor income for actual values of labor’s share around seventy
percent.

For redlistic factor shares, the model implies that diversification goes as far as it can with
the assets available to households. Using equations 19 and 20, the share of labor for the home
country exceeds home residents share of foreign output, (1 j ®;) > °{®}, sothat °, = 0 in the
solution for the equilibrium. For the foreign country, we have that (1 § ®) > (1 i °,)®; and
°¢ = 0. Thismeansthat home residents receive ahigher share of income from home production
than from foreign production in equilibrium. All home earnings for home residents, however,
will be in the form of labor income for a constrained equilibrium. Thisisimplied by the Euler
equations for capital assets, 11 and 12, with dividends calculated as capital earnings. That is,
home residents would like to trade away more of the claimsto national GDP they hold than they
can by trading claimsto capital alone.

When the constraint on international risk sharing imposed by the absence of assetsin future
labor income binds, the marginal rate of substitution between datet and datet+1 consumptionis
not perfectly correlated across countries (asit would be for efficiency with constant relative risk
aversion). In particular, the marginal productivity of home country capital will have a higher
covariance with home country consumption than with foreign country consumption. There-
fore, the general model of international portfolio diversification predicts that domestic residents
would only hold claimsto foreign capital and that all claims to domestic capital would be held

by foreigners. Thispredictionisin sharp contrast with what we observe for the member states of



the European Union. Also, note that in equilibrium with incomplete risk sharing, net holdings
of internationally traded riskless bonds will not necessarily be zero asin the efficient allocation.

Aninternational transfer scheme that promotes all ocative efficiency can be designed to repli-
cate the consumption path for each household in equilibrium with assets based on total national
income. In such a scheme, the home country makes agross transfer to the foreign country equal
to the difference between the share of home output foreign residents would be paid under effi-
cient risk sharing and the capital income they actually receive with incomplete asset markets.
The foreign country makes a similar gross transfer to the home country. The net transfers give
the residents of each country the same share of output for the monetary union as they would
receive in the efficient allocation. That is, all asymmetric risk is shared. Therefore, the returns
to capital and levels of investment will be the same under thistransfer scheme asin the efficient
equilibrium. Algebraically, the equilibrium lump-sum transfer net of tax to the home household
under this scheme at each date is given by the difference between the grosstransfer received and
that paid as

ce =11 °P®Y i [(Ld ®) i MYy (21)
where 1 isthe share of homeinitial weathintotal wealth. Output and factor inputs are evaluated
in equilibrium. Thisis a balanced-budget scheme, as¢+ = ¢ for all datest.

The portfolio diversification model with the realistic assumption that financial claimsto fu-
ture labor income cannot be traded provides a welfare argument for fiscal insurance schemes
between countries. So far, all prices and wages are assumed to be perfectly flexible, and the
equilibrium is Walrasian. The nominal exchange regime does not affect the welfare analysis
until nominal price or wage rigidity in introduced in the next section. Therefore, monetary
unification does not affect these benchmark welfare gains from international fiscal insurance
schemes. Before introducing nominal price or wagerigidity to themodel, it isuseful to consider
how strong this welfare caseis.

The model showsthat international fiscal insurance can yield welfare benefitsin competitive

equilibrium when international asset markets are incomplete. Potential Pareto benefits arise if
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residents seek to share more idiosyncratic national productivity risk than they can by trading eg-
uitiesto capital only. International fiscal insuranceiswelfareimproving only when the residents
of at least one country hold only equities in foreign capital income and foreigners hold al the
equities in home capital income. Because fiscal insurance replaces trade in equities based on
labor's share in GDR the gains from fiscal insurance are the same as the gains from trading addi-
tional claimsto gross domestic product. If we observe that domestic residents hold net claimsto
domestic capital ininternationally integrated financial capital markets, then we should conclude
that the gains from fiscal insurance schemes are nil.

Many authors (for example, Tesar [1995] among others) have noted the strong home biasin
asset holding patterns for the advanced industrialized countries. This observation contradicts
the model prediction that is necessary under perfect capital mobility for fiscal insurance to be
desirable. Cole and Obstfeld [1991] and by Backus, Kehoe and Kydland [1992] have estimated
the gains from international risk sharing among the advanced industrialized countriesto be very
small. Therefore, the diversification of productivity risk with fully flexible prices and wages
does not appear to provide a substantial basis for implementing fiscal insurance schemes to
make up for the absence of complete markets for sharing asymmetric labor income risk between

member states of the European Union.

3. Nominal rigidities and the role of exchange rate flexibility

Inthemodel so far, thelabor market clears every period in each country. Productivity shocks,
however, can have alarger impact on output if real wages do not adjust to clear the labor mar-
ket each period. With nominal wage or price stickiness, monetary policy has real effects and
can be used actively to influence the output response to idiosyncratic national productivity dis-
turbances. Nominal rigidities also mean that the exchange rate regime matters. The capacity
of monetary policies to promote labor market equilibrium with imperfect international |abor
mobility and idiosyncratic productivity disturbances is reduced by the adoption of a common

currency. By permanently fixing nominal exchange rates, monetary unification eliminates the
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role of nominal exchange rates between member states as automatic stabilizers of employment
and incomes against asymmetric national productivity shocks. National monetary authorities
lose the ability to influence national employment, consumption and investment independently
of other member states. This suggests that the welfare case for international fiscal insurance
may be increased by the creation of a monetary union.

To assess how monetary unification affects the gains from fiscal transfer schemes, nominal
wagerigidities are added to the model of international portfolio diversification with asymmetric
productivity shocks. | then discuss resource allocation under nominal exchange rate flexibility.
This provides the comparison case for discussing the argument that fiscal insurance is needed
to compensate for the loss of nominal exchange rate flexibility with monetary union.

A simple way to introduce nominal rigidities is to assume that nominal wages are set one
period in advance of employment. This could be extended to allow for infinitely forward and
backward looking nominal wage contracts as explored in Jensen [1998]. Eliminating immedi-
ate real wage adjustment to shocks to the marginal productivity of labor leads to labor market
disequilibrium. Therefore, some assumption must be made about how employment and out-
put are determined. Adding nominal wage rigidity to the model of the previous section, it is
assumed that employment is demand determined each period, as is done in the monopolistic
general equilibrium model used by Obstfeld and Rogoff [1995] and Corsetti and Pesenti [1998].
A significant amount of algebrais avoided by sticking with the perfectly competitive market
structure for producers.

The home nominal wage rateisset by firmsat datet j 1so that

Wi = Eg;1 [Pebe (F(ko) i keF (k)] (22)
where W, is the nominal wage rate and p; equals the nominal price of output. The capital-labor
ratio, ky = -¢="¢, depends on employment, "¢, chosen at time t and on the capital stock, -+,
chosenin periodt j 1. Therefore, ki depends on the state of nature, . Employment demand,

*dat date t is chosen by firms ex post for each redization of py; so that the pre-determined
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nomina wage rate equals the nominal value marginal product of labor,

Wi = pebte (F(ko) i keF'(ko)): (23)
With separate national currencies, home money demand satisfies the first-order condition,
vi(Me i
( Pt ) — It+1 (24)

W) L+’
that the opportunity cost of money in terms of consumption equals the margina rate of sub-

stitution of consumption for real balances. Consumption-based uncovered interest parity also

holds, ¥

W - _ T
(St+1=51) U'(Ce+1) . U’(Cer1)

=(1+i)EB 5——- 25

e R L L e >

where s denotes the spot exchange rate. Equation 25 is derived by adding bonds nominally-

i, o ¢
l+|t+1 E+

indexed to each currency to the household budget constraint, equation 1. This leads to two
versions of the bond Euler condition, equation 5, one in terms of each currency. Combining
these conditionsyieldsthis arbitrage condition, which holdswith equality because asset markets
are assumed to alow trade in bonds denominated in either currency. Counterparts to equations
22, 23, 24 and 25 for the foreign country are similar. With asingle good, p; and P; are identical,
and both are expressed in units of the home currency. With several goods, P isthe consumption-
based price index for the home country and py is the price of a home output. The price leve is
determined by requiring saddle-path stability and ruling out speculative bubbles.

It isfirst assumed that exchange-rate pass-through is complete, so that the law of one price
holds for each tradable commodity individually,

Pt = Sepy: (26)

Consider an adverse output realization (U less than its mean) for the home country and a
positive one for the foreign country. In equilibrium, current homeincomefalls so that home real
consumption falls (relative to its value for amean output realization). Consumption smoothing,
implied by household optimization over time, impliesthat consumption islower in both periods
tandt + 1. In astable equilibrium for the model, the home price level and the exchange rate

rise to their expected future levels if both the home and foreign money supplies are held con-
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stant. Theforeign price level fals. With nominal wage adjustment in one-period, overshooting
or undershooting of the exchange rate does not occur in a saddle-stable equilibrium. Because
nominal wages are preset, the adverse productivity shock for the home country leads to an in-
sufficiency of labor demand relative to labor supply at a constant nominal output price. The
opposite occursin the foreign country for p® constant. Nominal rigidities exacerbate the output
effects of productivity shocks. The adjustment of nominal prices, p and p®, can at least partially
offset these additional fluctuations to output. These changes are in opposing directions, so that
nominal exchange rate flexibility is essential for this automatic stabilizing effect to work. The
nomina exchange rate is also an automatic stabilizer under longer term nomina contracting
regimes.

Independent monetary policies can be used to exploit this adjustment process. With pre-
determined nominal wages, but flexible goods prices, independent expansions or contractions
of national money supplies lower or raise the real wage rate faced by each firm in the current
period. Nominal exchangerate flexibility allowsthe two monetary authorities (before monetary
union) to expand employment and output separately in the two countries to satisfy, ex post, the
two equilibrium conditions for labor-market clearing necessary for a Walrasian equilibrium:

KC i : b
()
and AT ) Hoo, PR
— e =W =l F(9) i < T(%) (29)

u™(cy) t t t
Along with all the other equilibrium conditions, these choices of endogenous money sup-

=W = iy f(i—:) i —f(3) (27)

t t

ply responses to productivity shocks yield a, possibly constrained, efficient equilibrium allo-
cation of risks and resources. The constraint that may be binding is that household portfolio
diversification is limited by the absence of international trade in assets based on labor income
exactly as in the previous section. International monetary coordination that seeks to maintain
labor market equilibrium in each country in every period achieves al the same equilibrium
conditions for the model under perfectly flexible prices and wages. The equilibrium alloca

tion and relative prices under trade in capital income securities and in riskless real-indexed and
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nominally-indexed bonds are the same. That is, nominal exchange rate flexibility allows en-
dogenous money supply reaction functions to implement the flexible price equilibrium despite
nomina wage rigidity. This implies that the welfare benefits of afiscal insurance scheme are
the same in this flexible exchange rate regime as in the Walrasian equilibrium.

This gives a benchmark for discussing how the welfare benefits of fiscal insurance are in-
creased by monetary unification. The empirical results that actual asset portfolios are not diver-
sified internationally to the extent predicted by a competitive equilibrium model aso implies
that fiscal insurance schemes would not provide notable welfare improvements under flexible
exchange rates.

Theefficacy of monetary policy inthismodel derivesfrom the result that nominal but not real
wages are rigid in the short run. When nominal wages are de facto indexed to nominal prices,
monetary policies are ineffective for adjusting employment demand to clear the labor market
in response to productivity shocks. Therefore, the larger is the proportion of goods prices that
are preset along with wages, the less important and useful is nomina exchange-rate flexibility
for aiding short-run output stabilization. With short-run real wage rigidity, monetary policy
only affects resource alocation through its impact on nominal and real interest rates, hence
investment, as implied by equations 24 and 25. In this case, the benefits from sharing national
productivity risk internationally through fiscal insurance schemes would be greater than in the
Walrasian equilibrium of Section 2. But real wage rigidity aso implies that the exchange rate

regime has little to do with the welfare benefits of introducing afiscal insurance scheme.

4. Monetary union and fiscal insurance

The adoption of acommon currency reducesthe capacity of monetary authoritiestoinfluence
labor market clearing in each country separately. Under the assumptions made so far, nominal
exchange flexibility plays akey role for monetary stabilization with nominal wagerigidities. It
allows coordinated monetary policies to implement the same equilibrium as would be achieved

under perfectly flexible prices. The elimination of nominal exchange rate flexibility and adop-
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tion of a common monetary policy can increase the benefits of a system of international fiscal
insurance between member states of the European Union. This section continuesto usethebasic
portfolio diversification model with idiosyncratic productivity shocks with the assumption that
nominal output prices are flexible while nominal wages are pre-determined.
Under acommon currency, the demands for money by home and foreign residents satisfy the
equilibrium conditions,
V) _ i V@) i
uwc) L1+ WA
Financial market integratation implies that the nominal rate of interest faced by the residents of

and

(29)

different countries is the same. The money equilibrium condition becomes
M, + M{ = M?;

where M is home money demand, M, isforeign money demand and M isthe common supply
of nominal balances. Equation 29 is written to allow for differences in consumer price levels,
P and P, respectively. Under the assumptions of the previous section (a single good and fully
integrated goods markets), these price levels are identical. The rest of the equations for the
household equilibrium are unchanged.

With pre-determined nominal wages, an increase in the money supply affects employment in
each country by raising the nominal price of output for each. The response of labor demand to
an increase in the nominal price level is given by differentiating the labor demand equation for

each country as
de _ (Fk) i kP dP 0 dF _ (F(k) i keF(kD) dPy
t iKEfO(k) Py t i KePFo(k) P’
where "y and "} satisfy the labor demand equations for predetermined capital stocks. The output

of one country cannot be increased in response to an adverse asymmetric nationa productivity
shock without raising the output of every member state of the monetary union. Monetary ex-
pansions and contractions can be used to stablize output against common productivity shocks.
Using the common monetary policy to stabilize employment in one country in the presence of

asymmetric productivity shocks will destablize employment for the other member states.
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As a redlistic objective for monetary policy under the Euro, let the money supply respond
to common aggregate shocks but not to idiosyncratic regional productivity disturbances. This
allows a comparison of the impact of asymmetric shocks on national output under monetary
union with that under a system of national monetary policies with flexible nominal exchange
rates that seeks to stabilize employment. Under the flexible exchange rate regime, the national

money supply reaction function satisfies the two relationships by raising or lowering Py,
MCED W r() & 2R (30)
u'(cy) Pt “t Tt
Under monetary union, an idiosyncratic shock does not lead to a change in the price level and
only the second equality holds.
For an adverse asymmetric productivity shock, output falls by more under monetary union
than under national currencies with monetary policy coordination. How much more determines

the increase in the welfare benefits of fiscal insurance. It also depends on the elasticity of labor
_ACiy
CioACio)’

difference between the effect of asymmetric shocks on output with or without monetary union.

supply with respect to real wages, ~ = If labor is perfectly elastic, there is no
Therefore, if labor supplies are fairly elastic in the short run, monetary unification will have a
small impact on the capacity of governments to stabilize output against temporary asymmetric
productivity disturbances.

Upper bounds on the costs of monetary unification for stabilization with idiosyncratic shocks
can be characterized by assuming that increases in output volatility do not lead to responsive
changesin the structure of production through the all ocation of investment. A smplecalculation
can be done by |etting the aggregate national production function begivenby y; = -9 1#® and
assuming that productivity shocksare distributed log normally. The approximation also assumes
under monetary union, the common monetary policy does not respond to asymmetric output
shocks, while with separate national currencies monetary policies are perfectly coordinated to
take advantage of nominal exchange rate flexibility in stabilizing output.

When separate money supplies are used to maintain labor market equilibrium, differentiation

of equation 30 for the Cobb-Douglas production function gives the response of equilibrium
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employment to a productivity shock as

< 1.
d\t=“,i+® i
t t Ht
and the response of output as
. M |
%:%+(1i®)d‘: A+ du
Yt He “t 1+®7 ¢ e

Under monetary union, labor demand is determined by the equality of the real wage facing
producers and marginal productivity of labor,
W. o
B = (1 i ®)-¢;

t

with both the price level P, and the nominal wage rate W, remaining constant as |i; varies.
This implies that the quantity p."{® remains constant, and labor demand and output vary with
productivity shocks according to
d\t 1 dUt dyt 1 dut
— = and —_ = ——
t ® Yo o ®
If labor supply is perfectly elastic, then monetary does not affect short-run output volatility.

The other extreme is achieved if households supply labor perfectly inelastically. When mone-
tary policy responds to regiona shocks, as in a constrained-efficient equilibrium with nominal
exchange rate flexibility, "y ways equals the fixed supply of labor desired by households, and
output varies proportionately to ;. In that case, money supply increases and decreases have
the greatest impact on output when they are chosen to achieve labor market equilibrium. Under
monetary union without monetary accommodation of asymmetric shocks, labor demand varies
with productivity and output varies in proportion to uf@. For a share of labor in GDP equal
to two-thirds, the percentage standard deviation of output is three times greater with monetary
unification than without if the labor supply elasticity equals zero and twice if the elasticity is
one.
Monetary union should increasethevariability of output under asymmetric productivity shocks.

Thereal returnsto financial claimsto shares of national output should consequently increase. If
the residents of each country held the optimal portfolio before the elimination of national cur-

rencies and intra-union exchange rates, then no further risk sharing opportunities arise. Each
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household would aready be exposed only to aggregate risk and not to idiosyncratic risk. This
does not mean to say that the equilibrium without independent monetary policies is efficient.
Full diversification with perfectly flexible relative prices or the equivalent of perfectly coordi-
nated output stabilizing national monetary policies achieves a first-best allocation. With mon-
etary union, the labor market distortions due to nominal wage rigidity remain. Thisis because
monetary policies under acommon currency cannot be used to clear all national labor markets
simultaneoudly.

A system of fiscal insurance cannot achieve the first-best either. Redistributing spending
power between the residents of different countries does not have an asymmetric effect on em-
ployment across borders with a single good. Therefore, state-contingent redistribution policies
cannot raise employment and output for one member state suffering an adverse productivity
shock without also raising for another country that is not.

Fiscal transfers can have differential effects on employment across countries in a monetary
union with more than one good if consumption demands vary with residence. State-contingent
redistributions of income change relative expenditures on different commodities. When the
home country experiences an adverse productivity shock and receives afiscal transfer from the
foreign country, the relative price of home products generally rises in response to an increase
in demand if there is a home consumption-spending bias. This can cause domestic employ-
ment to rise and foreign employment to decrease. The common monetary policy can be used
to balance the effect on foreign employment. However, households smooth their consumption
intertemporally. A fiscal transfer to the home country made contingent on a low realization of
l represents an increase in the permanent income of the home country, so that demand for the
home country’s consumption bundlerisesin period t and in expectation for future periods. This
shifts investment during period t toward the home country because the expected future price of
home goods relative to foreign goods rises. The investment effects of the policy can be welfare
reducing. For example, suppose that productivity shocks are serialy correlated. Then afiscal

insurance scheme in amonetary union will tend to destabilize outpuit.
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This contrasts with how amonetary transfer to home residents under aflexible exchange rate
serves to raise home output to clear the home labor market. In that case, amoney transfer leads
to an increase in the home currency price level, raising the nominal producer price and labor
demand. Theincreasein the value of output produced in the home country raisesreal incomefor
both countries equiproportionately with unconstrained asset trade. Therefore, output stabilizing
monetary policies increase the relative supply of home goods without changing the distribution
of real income across households with hetergeneous tastes. For homothetic preferences, the
relative price of home goods falls. That is, a monetary expansion causes a nominal and real
depreciation. If risk sharing is incomplete due to the inability of households to sell claims to
labor income, then aggregate spending patterns are affected by national monetary policies. But
in this case, the constrained optimum can be achieved using monetary policies.

Fiscal insurance schemes under monetary union do not replicate the allocation of resources
that can be implemented under flexible exchange rates. As pointed out, this schemes introduce
adistortion to capital accumulation because they affect employment by changing the pattern of
consumer spending across tradable commodities and over time. If household portfoliosarefully
diversified internationally apriori, then the welfare benefit of increased employment isreduced,
possibly reversed, by the welfare costs of investment distortions.

It was demonstrated in Section 2 that fiscal insurance is afirst-best policy instrument if the
constraint on international portfolio diversification (caused by the absence of trade in labor
income-based assets) was a priori binding. With each labor market clearing in every period,
fiscal insurance exactly filled therole of the missing market in claimsto labor earnings. That is,
fiscal transfers are equivalent to dividend payments on GDP-based assets. To attain an efficient
alocation, if the constraint on asset trade is binding in a market equilibrium, these transfers
simply match the shares of labor income that would be paid to the residents of each country by
the other country in afully-diversified Pareto-optimum. The introduction of a state-contingent
transfer scheme does affect the pattern of consumption spending and investment with more than

one good and home consumption bias. These effects, however, are consistent with full portfolio
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diversification and efficient equilibrium investment in each sector for each country.

With nominal wage rigidities and monetary union, afiscal insurance scheme can provide the
benefits of increased risk sharing if the constraint on diversification by households binds. It
can also reduce labor market disequilibrium. In this case, it is one policy instrument seeking to
addresstwo distortions. Thissuggeststhat the benefits of fiscal insurancein the absence of trade
in claims to future labor earnings are increased by monetary union. That is, support is found
here for the argument that monetary union raises the incentives to introduce interregional fiscal
insurance. The importance of these welfare benefits depends on the how responsive relative
prices are to fisca redistribution, the elasticity of output supplies and marginal propensity to
consume from permanent income.

The empirical observationsthat international risk sharing is much less extensive than feasible
with existing markets contradictsthisline of thinking. Suppose that the portfolio diversification
observed is optimal subject to transactions costs (for exactness, assume these to be convex); the
marginal benefit of increasing the holding of shares in the foreign country’s capital stock just
eguals the marginal cost of doing so for home country residents. As shown above, the variance
of sharereturns rises with monetary union. Therefore, householdswill diversify their portfolios
more after monetary union than before, and the same marginal condition for optimal household
portfolio selection will hold. So, what happensif afiscal insurance scheme isadded? It distorts
investment decisions relative to what they are under the optimal portfolio selection of house-
holds facing transactions costs. Taking the degree of diversification of savings in international
asset marketsasreveal ed preferred by househol ds given unobserved transactionsor similar costs
(assuming these are convex) implies that fiscal insurance has a negative welfare effect through
investment that could offset the benefitsof stabilizing current output agai nst asymmetric regional
shocks.
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5.  Monetary union and the need for fiscal insurance with market
segmentation

Deviations from purchasing power parity and the law of one price for many individual trad-
able goods are well-documented. Goldberg and Knetter [1997] survey the empirical evidence
that goods are priced to market, and there are many models of pricing with market segmentation
that rationalize failures of the law of one price for traded goods (see Feenstra[1995]). Most re-
cently, Engel and Rogers [1998] find that relative prices are more volatile across borders within
the European Union than within each country controlling for transport and other transactions
costs using distance.” Essentialy, the domestic currency prices of consumer goods in the Eu-
ropean Union respond slowly to exchange rate changes and are much less volatile that nominal
exchange rates.

Adding incomplete exchange-rate pass-through turns out to reduce the welfare costs of mon-
etary unification with nominal rigidities. With commodity market segmentation, nominal ex-
change rate flexibility becomes less important for enabling short-run monetary stabilization of
national outputs in the presence of idiosyncratic productivity disturbances. By explaining these
claims, this section shows that the case for a system of fiscal insurance as areplacement for sep-
arate monetary policies under monetary union is further reduced. It also shows that the extent
to which goods and services markets are integrated across borders is an important concern for
assessing the welfare case against monetary union.

In the model, the failure of exchange-rate pass-through means that equation 26 no longer
holds. Again, nominal rigidities are represented by assuming that nominal wages are set one-
period in advance of employment and that nominal goods prices are flexible so that real wages
can respond to changesin the supply of money. All the other equilibrium conditions of the basic
model with nomina wage rigidities hold for either aflexible exchange rate regime or monetary
union, as appropriate. Resource allocation under flexible exchange rates is discussed first.

In the absence of exchange-rate pass-through, exchange rate fluctuations do not directly

change consumer relative prices, but they can affect national income through the return to equi-
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ties calculated in terms of the appropriate consumption price index for shareholders. Let wages
be set in domestic currency and consumption take place at domestic currency prices. The value
of aclaim on afirm’s capital depends on the proportions of output that are sold at home and
abroad. Thetotal revenue in domestic currency units of home production if firms do not hedge

against exchange rate risk is given by

PeYe = (Pe(1 § %) + Sepexe) He o (Ko); (31)
where p} indicates the producer price index for period t and x; equals gross exports. Nominal
wages are given by

Wi = Ec[(pe(L § Xe) + sePexe) He (F(ke) T keF' (k)] (32
and the net returnsto capital equal (pe(1 § Xt) + StPgXt) (k). The earnings of foreign cap-
ital denominated in units of foreign currency equal  pg(L i x7) + x¢&t ueF(k?). Imperfect
competition and market segmentation could be used to model pricing behavior in each national
market, but it would unnecessarily complicate the exposition matters. Assume that imports and
exports are imperfect substitutes, so that ¢, = A(cy; C2t) i's the home country’s consumption in-
dex defined over home and foreign goods, respectively. With prices set in each market, adverse
productivity shockswill tend to be associated with domestic currency depreciation with separate
currencies (this depends on the endogenous monetary policy response). If this correlation holds,
thevariability of firm earnings can be reduced by international goods market segmentation. With
currency-adjusted producer prices unequal across borders, nomina and other financial shocks
can create significant exchange-raterisk for firms so that they have an incentive to hedge against
exchangerisk in financial markets. Hedging does not affect the arguments made here.

Under these additional assumptions, the asset pricing relationship implies that investment in

home capital satisfies q

=0 H o >
U(Ct+l) Pt+1 (1+Ut+1f0(kt+1)) : (33)

1=E
‘ u’(cy) Pt+1

and foreign investment satisfies "
St Ptn — _UO (Ct+l) St+1 p:-’?-j_
Pt b u(cy) P41

ﬂ i ¢>
1+ “:+1fu0(k§+l : (34)
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s -
if home country residents hold claimson capital ineach country. Theterm, % (1 + pe+1 T (Kean)),
isthe return to home country capital in terms of home consumption. Capital goods can be taken
as identical composites of the two commodities for each country. The equations imply that
exchange rate flexibility reduces the variance of the returns to households’ holdings of equity
clamsin terms of their consumption bundle with respect to productivity shocks.

The labor market equilibrium conditions for the home and foreign countgliT es are given by

NP H
AC i) _ W Wi "t Tteo, Tt
_— = , —_— = f —) 1 \_fO - 35
and
N K il
AO( i : Wtu th .o .o .
— = o= ()i = f(=) 36
_ u'(cy) P¢ p? e T t) l t ( t (30)
respectively.
Equilibrium for the money market requires
V) i, VEE) i, -
w(c) 1+ w(cd)  1+id,

and uncovered interest parity (equation 25).

The consumer price indices, P and P, for each country depend on the domestic prices of
the two goods as

Pt = P (Pat; P2t) and Py = P (pie Pay);

respectively. With goods market segmentation, nominal wagerigidity and nominal goods prices
flexible, the real wage rates in each country can adjust independently of each other even if the
exchange rate is permanently fixed. That is, with the exchange rate constant, nominal interest
rates, iz, , and i+, areequal, but P, and P; can move separately and p;; and p,: do not have to
equal s¢p7; and s¢p5;, respectively, through continuous goods market arbitrage. With a perma-
nently fixed nominal exchange rate, the real exchange rate defined in terms of consumer price
indices, P=P;, can still change with the common money supply to clear both labor markets
simultaneoudly.

Two essential assumptions are being made here. Thefirst is that nominal wages are preset in

each country but nominal goods prices are not. A monetary expansion immediately increases
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the nominal price level through money market clearing, which in turn trandates into arise in
the nominal producer price of output lowering the real wage rate for the firm. The second
is pricing-to-market. The relative prices p1:=p3; and p,=p5; are endogenous. The addition of
pricing-to-market leads to the conclusion that monetary union does not affect the capacity of
monetary authorities to influence resource allocation in the presence of asymmetric national
productivity shocks. Under these conditions, the welfare benefits of fiscal insurance are identi-
cal with or without monetary union. Asymmetric productivity shocks provide the same basisfor
introducing state-contingent international fiscal transfers before the elimination of national cur-
rencies as after. The observed absence of exchange-rate pass-through argues against the clam
that fiscal insurance is needed to compensate for the loss of nominal exchange rate flexibility
under monetary union.

For the United States, the evidence suggests there are nominal rigidities but that nominal
prices and wages are not highly correlated. Nominal wage and price movements are more highly
correlated within each member state of the European Union. Rea wages are more rigid in
Europe than in North America.® Movements in the prices of consumer goods and services are
imperfectly correlated across regions of the United States and between European countries.

Introducing correlations between nomina wages and nominal prices allows nominal ex-
change rate flexibility to serve an essential role for the efficacy of monetary policy in short-
run adjustment under pricing-to-market. With real wage flexibility and pricing-to-market, the
nominal producer pricesin one country can move independently of producer pricesin the other
through uncorrelated movements in national consumer price levels under a common currency.
In this case, nominal exchange rate flexibility is an additional way to achieve the same ad-
justment in real wage rates but a redundant instrument of policy. If real wages are indexed to
national consumer prices, then producer prices can adjust independently of each other through
international trade receipts expressed in domestic currency. The second term in the expression,
PY = p1e(L i X¢) + StpiXt, rather than the first allows producer real wages to adjust, although
eguations 35 and 36 show that the labor market does not clear because household real wagesare
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rigid. Flexible exchange rates and separate currency are a partial substitute for real wage flexi-
bility when thereis pricing-to-market. Their usefulnessin thisregard rises with the openness of
national economies conditional on the degree of goods market integration.

This suggests that nominal exchange rate flexibility reduces the cost of real wage rigidity
for allocative efficiency. The adoption of a common currency should raise the welfare costs of
indexing nominal wagesto the price level. If the result of monetary union for Europeisasignif-
icant reduction in the extent of real indexation, then monetary policy could end up being more
effective as a tool of short-run stabilization. With nominal goods prices flexible and markets
in similar goods incompletely arbitraged across regions, regional asymmetries will yield asym-
metric short-run real wage movements in response to a common monetary policy. On the other
hand, if real wage rigidity persists under monetary union, then the benefits of afiscal insurance

scheme appear along with the intertemporal welfare costs discussed in Section 4.

6. Conclusions

The general equilibrium modelsallows an analysis of the argument that monetary union raises
the welfare benefits of introducing asystem of fiscal insurance between member states. Progres-
sive changes in the model structure enable us to understand how fiscal insurance and monetary
unification affect resourceallocation in the presence of real productivity disturbances. Thishelps
to identify possible rationale for the idea that fiscal insurance is needed to compensate for in-
dependent monetary policies as an instrument for short-run output stabilization with aymmetric
national productivity shocks.

The monetary economy with perfectly flexible prices provides a benchmark for understand-
ing the welfare gains from international fiscal insurance for diversifying theidiosyncratic share
of production risk. In the model, international asset markets are incomplete in the sense that
households cannot trade claims to future labor income. The benefits of introducing fiscal in-
surance in this case are the same as the benefits from further international diversification of

household asset portfolios, so that these only arise if the constraint on asset trade is binding.
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Section 3 showed that introducing nominal rigidities with separate national currencies and flex-
ible exchange rates did not change the welfare economics of fiscal insurance. By comparing the
implications of the model with the empirical observation of a strong home biasin the portfolio
allocation of national saving, the analysis predicts no incentiveto introduce fiscal insurancewith
independent monetary policies.

Monetary union can raise the benefits for allocative efficiency that can be gained from asys-
tem of interregional fiscal insurance. Thisfollowsfrom thewell-understood point that acommon
monetary policy cannot achieve labor market equilibrium in each member country with asym-
metric productivity shocks. However, fiscal insurance does not replace coordinated separate
monetary policies. It brings additional distortions to the allocation of resources intertemporally
that must be counted against the potential gains. As shown in Section 4, the strongest case for
fiscal insurance arises when markets for goods and services are internationally integrated and
real wages are responsive to money supplies.

The next embellishment of the model allows goods marketsto not be arbitraged continuously
across member states of the monetary union. This is an empirically important case as many
studies of exchange-rate pass-through have demonstrated. Monetary union does not increasethe
welfare casefor fiscal insurance with pricing-to-market in the absence of indexation of nominal
wages to nominal price levels. The model also implies that market segmentation within the
European community may enable the current flexible exchange rate regime to aid labor market
equilibrium in arestricted way despite rigid real wages in terms of domestic consumer prices.
However, wage indexation does not provide a convincing argument that monetary union will
raise the benefits of fiscal insurance under consumer market segmentation.

This paper concentrates on the role of fiscal insurance schemes in replacement of nominal
exchange rate flexibility in the presence of asymmetric productivity disturbances. Others have
considered the macroeconomic benefits of monetary union for providing fiscal and monetary
discipline (see McKinnon [1997], for example) or eliminating the adverse effects of nominal

and financial market disturbances for allocative efficiency (see Buiter [1997], for example).
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Another argument that fiscal insurance schemes may be inessential for promoting allocative ef-
ficiency with nominal rigiditiesand asymmetric real shocksisgiven by Buiter and Kletzer [1997]
and Kletzer [1997]. In an overlapping generations framework, they show that fiscal insurance
may add little if anything to the capacity of policy instruments already available to national
fiscal authorities for aleviating short-run disequilibrium due to temporary nominal rigidities.
Eichengreen [1997] provides a political-economy perspective that fiscal federalism may not be

necessary under European monetary union.
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Endnotes

1The theory of optimum currency areas is further elaborated by McKinnon [1963], Kenen
[1969], Ingram [1973] and Ishiyama [1975].

2These include Bayoumi and Masson [1994], Bayoumi and Thomas [1995], De Grauwe
and Vanhaverbeke [1991], Dehesa and Krugman [1993], Eichengreen [19924], Eichengreen and
Wyplosz [1993], Kenen [1992], Krugman [1993], Médlitz [1991] and van Hagen and Hammond
[1995]. Most recently, Obstfeld [1997aand 1997b] and Obstfeld and Peri [1998] have reviewed

the empirical evidence for and against European monetary unification.

3McKinnon [1997a and b] is supportive of limitations on public sector debts and deficits as
set forth in the Treaty of Maastricht and subsequently tightened in the Stability Pact. Criticisms
of theserestrictions are given by Buiter and Kletzer [1991], Buiter, Corsetti and Roubini [1993]
and Eichengreen and von Hagen [1995]. Anoverview isgiven by Hutchison and Kletzer [1997].

4Sachs and Sala-i-Martin [1992] estimate interstate fiscal transfers in response to aggregate
income shocks for the United States. Von Hagen [1990] argues that these overestimate the role

of fiscal federalism in stabilization by including permanent interstate income transfers.

SExamplesin the economics literature include van Rompuy, Abraham and Heremans[1991],
Eichengreen [19924], Courchene [1993] and Bayoumi and Masson [1994].

®Neumeyer [1998] considers the effects of monetary unification in a general equilibrium
model with incomplete markets adopting a specia specification for household utilities and in-

corporating the transactions demand for money differently.

"Engel and Rogers[1998] also discuss the useful ness of nominal exchangerate flexibility in

an |S-LM version of the Mundell-Fleming model.

8See, for example, Eichengreen [19924] for typical comparisons of wage-price correlations.



