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Abstract

This thesis investigates the implications of imbalances within a monetary union.

In the first chapter, I study how international financial frictions lead to international imbal-
ances and affect optimal fiscal policy in a two-country, two-good DSGE model of a monetary
union. I show that the presence of international imbalances affects the optimal conduct of
cooperative fiscal policies when the traded goods are complements. Government expendi-
tures optimally play a cross-country risk sharing role which is in conflict with the domestic
stabilization role: optimal fiscal policy consists in setting government expenditures such as

to reduce international imbalances at the expense of higher domestic inefficiencies.

In the second chapter, I assess the implications of strategic fiscal policy interactions in a
two-country DSGE model of a monetary union with nominal rigidities and international
financial frictions. I show that the fiscal policy makers face an incentive to set fiscal policy
such as to switch the terms of trade in their favour. This incentive results in a Nash equilib-
rium characterized by excessive inflation differentials as well as sub-optimally high current
account imbalances within the monetary union. There are thus non-negligeable welfare losses

associated with strategic fiscal policy making in a monetary union.

The third chapter investigates empirically the degree of risk sharing in the European Eco-
nomic and Monetary Union (EMU), using two different methods. The first measure relates
to the capacity of consumption smoothing. This measure indicates that risk sharing is rather
low and that the introduction of the common currency did not lead to higher intra-EMU
risk sharing. The second measure is based on the welfare losses associated with deviations
from full risk sharing. These welfare losses have fallen since the introduction of the common
currency. However, this is mostly due to changes in macroeconomic risk - not to changes in

risk sharing per se.
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Introduction

This thesis investigates the implications of imbalances resulting from international financial
frictions within a monetary union. Though this is a topic which has been on the research
agenda in international macroeconomics since the emergence of the literature on Optimal
Currency Areas, it has regained interest with the construction of the European Economic
and Monetary Union (EMU), and the more so with the eurozone crisis.

Imbalances arising due to international financial frictions might have important welfare im-
plications, and might affect the policy transmission mechanisms. Therefore, these imbalances
might prove important for policy making. The focus of this thesis is on the implications for
fiscal policy making within a monetary union. Indeed, the first two chapters of this thesis
investigates the implications of international financial frictions respectively for union-wide
optimal fiscal policy and for strategic interactions between fiscal policy makers. The third

chapter investigates empirically the degree of risk sharing taking place within the EMU.

In the first chapter, I study how international financial frictions lead to international im-
balances and affect the optimal conduct of fiscal policy in a two-country, two-good DSGE
model of a monetary union. I show that the presence of international imbalances affects
the optimal conduct of cooperative fiscal policies when the internationally traded goods are
complements: Government expenditures optimally play a cross-country risk sharing role.
The cross-country insurance role of fiscal policy is in conflict with the domestic stabilization
role. That is, domestic macroeconomic stabilization is not sufficient for achieving inter-
national macroeconomic stabilization. Optimal fiscal policy consists in setting government
expenditures such as to reduce international imbalances at the expense of higher domestic

inefficiencies.

In the second chapter, I assess the economic consequences from conducting fiscal policy
at the national level within a monetary union. This chapter investigates the consequences of
strategic fiscal policy interactions in a two-country DSGE model of a monetary union with
nominal rigidities and international financial frictions. I show that the fiscal policy makers
in this framework face an incentive to set fiscal policy such as to switch the terms of trade
in their favour. This incentive, the terms of trade externality, results in a Nash equilibrium
where inflation differentials across countries and intra-union imbalances may be significantly

larger than if the fiscal policy makers had cooperated. Indeed, the main results of the anal-
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ysis is that strategic interactions between national fiscal policy makers can lead to excessive
inflation differentials across countries as well as sub-optimally high current account imbal-
ances within the monetary union. When this is the case, there are non-negligeable welfare

losses associated with strategic national fiscal policy making in a monetary union.

The third chapter is empirical, and attempts to measure the degree of risk sharing within
the EMU. Though financial integration has accelerated in the last decades, the effects on the
degree of risk sharing across countries remains an open question. The extent of risk sharing
taking place within the European Economic and Monetary Union (EMU) and its evolution
since the introduction of the common currency is of particular interest not only to evaluate
financial integration and its benefits, but also because of policy implications. I measure the
degree of risk sharing within the EMU using two different methods. The first measure is
closely related to the capacity of consumption smoothing. This measure indicates that the
degree of risk sharing is rather low and that the introduction of the common currency did
not lead to higher intra-EMU risk sharing. The second measure is based on the welfare
losses associated with deviations from full risk sharing. I show that these welfare losses have
fallen since the introduction of the common currency. However, this is almost entirely due

to changes in macroeconomic risk rather than changes in risk sharing per se.

Hjortsg, Ida Maria (2012), Three Essays on Imbalances in a Monetary Union
European University Institute DOI: 10.2870/60632



Contents

1 Imbalances and Fiscal Policy in a Monetary Union 1
1.1 Introduction . . . . . . . . ... 1
1.2 The Model . . . . . . . . . 4

1.2.1 Households . . . . . . . . . ... 4
1.2.2 Firms . . . . . 8
1.2.3 Monetary and fiscal policies . . . . . . . . .. .. ... .. L. 10
1.2.4 Market Clearing and Aggregation . . . . . . . .. ... .. ... ... 11
1.3 Ramsey Policy . . . . . . . . . 12
1.3.1 The Ramsey policy maker’s problem . . . .. ... ... ... ... .. 12
1.3.2 The efficient allocation - a benchmark . . . . . . ... ... ... ... 13
1.3.3 Loss functions - an analytical characterization of optimal policy . .. 14
1.4 A Numerical Investigation of Optimal Policy in a Monetary Union . . . . . . 16
1.4.1 Solution method and Parameterization . . . . . ... ... ... ... 16
1.4.2  Optimal policy under flexible prices . . . . . . . . . . ... ... ... 19
1.4.3 Optimal fiscal policy under sticky prices . . . . . . . . ... ... .. 24
1.5 Robustness . . . . . . .. 29
1.5.1 News, preference and mark-up shocks . . . . . .. ... ... ... .. 29
1.5.2  Sensitivity analysis . . . . . . . . ... 30
1.6 Conclusion . . . . . . . . . e 33
1.7 Appendix A. The Ramsey problem . . . . . ... .. ... .. .. ...... 35
1.8 Appendix B. Welfare results . . . . . .. .. ... ... ... ... .. ..., 36
1.9 Appendix C. Robustness and Sensitivity . . . . .. ... ... .. ... ... 38
1.10 Appendix D. Optimal Policy under Flexible Exchange Rates . . . . . . . .. 44
1.11 Technical appendix to Chapter 1 . . . . . . ... . ... .. ... .. .... 51

2 Fiscal Policy Interactions in a Monetary Union 71

2.1 Imtroduction . . . . . . . . ... 71

Hjortsg, Ida Maria (2012), Three Essays on Imbalances in a Monetary Union
European University Institute DOI: 10.2870/60632



vi

CONTENTS
2.2 Model . . . . . 73
2.3 Cooperative and non-cooperative policies . . . . . . . . .. .. ... .. ... 75
2.3.1 Complete markets . . . . . . . . .. ... 76
2.3.2 Incomplete markets . . . . . .. ..o 78
2.4 A numerical investigation of fiscal policy interactions . . . . . . ... .. .. 79
2.4.1 Solution method and Parameterization . . . . .. ... .. ... ... 79
2.4.2 Constrained optimal fiscal policy . . . . .. ... ... ... .. ... 81
2.4.3 The consequences of non-cooperation . . . . . .. .. ... .. .... 86
2.5 Conclusion . . . . . . . .. 94
2.6 Technical appendix to Chapter 2 . . . . . . . .. .. ... ... ....... 98
Risk Sharing in the EMU 115
3.1 Introduction . . . . . . . . ... 115
3.2 Consumption-Smoothing Capacity as a Measure of Risk Sharing . . . . . . . 119
3.2.1 Literature . . . . . . . . ... 119
3.2.2  Consumption smoothing capacity in the EMU . . . . . ... ... .. 121
3.2.3 A critical assessment of consumption smoothing capacity as a measure
of risk sharing . . . . . . . . .. ... 125
3.3 The Demand gap: a Welfare-Related Measure of Risk sharing . . . .. . .. 129
3.3.1 Literature . . . . . . . . .. 129
3.3.2 The demand gap in the EMU . . . . . ... ... ... ... .... 131
3.3.3 Risk sharing and the demand gap . . . . . . . . .. .. ... ... .. 135
3.3.4 A critical assessment of the demand gap volatility as a measure of risk
sharing . . . . . .. 137
3.4 Conclusion . . . . . . . . . 137

Hjortsg, Ida Maria (2012), Three Essays on Imbalances in a Monetary Union
European University Institute DOI: 10.2870/60632



Chapter 1

Imbalances and Fiscal Policy in a

Monetary Union

1.1 Introduction

The international imbalances within the European Economic and Monetary Union (EMU),
illustrated by large current account imbalances and debt differences across countries, are
widely seen as one of the main reasons for the Eurozone crisis. This crisis has pointed out
the tensions between national and international policy objectives, and has recast the debate
over fiscal policy making within monetary unions. In the absence of alternative, potentially
more suitable policy instruments, it could be desirable to use national fiscal policies to ad-
dress international imbalances. In this paper, I investigate whether it is indeed optimal to
use national government spending to contain excessive international imbalances arising in
the presence of international financial frictions within a monetary union. That is, I examine

the potential cross-country insurance role of fiscal policies in a monetary union.

Within a two-country, two-good DSGE model of a monetary union, I show that the interna-
tional transmission of productivity shocks and government spending as well as the resulting
optimal fiscal policy are dependent on the structure of the international financial markets.
Financial frictions are modelled in the spirit of Benigno (2001) who analyses the effects of

international financial frictions for optimal monetary policy:! international financial mar-

!Note that on the contrary to Benigno (2001), I assume that the financial frictions are symmetric across
countries. Furthermore, I allow for home bias in consumption, implying potential deviations from purchasing
power parity.
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2 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

kets are incomplete in that only nominal bonds are traded across countries. Moreover, the
yields on these bonds are debt-elastic, replicating the recent situation within the EMU. Gov-
ernment spending, the fiscal policy instrument, yields utility to agents and shifts demand
towards the domestically produced good, thereby affecting output, inflation and interna-
tional imbalances. Under complementarity of the internationally traded goods, I show that
fiscal policy optimally adjusts such as to reduce international demand imbalances illustrating
deviations from full risk sharing. That is, fiscal policy acts as a cross-country insurance tool.
Higher consumption risk sharing is achieved through relative price movements: changes in
government spending affect international prices by shifting relative demand, and thus affect
the real exchange rate and relative consumption demand, the determinants of cross-country

risk sharing.

The relative importance of the distortions arising due to internationally incomplete mar-
kets for fiscal policy making is shown to be very sensitive to the trade elasticity: the lower
the trade elasticity, that is the less subsitutable are the goods, the more important is it for
the policy maker to limit international demand imbalances. This is so because the trade
elasticity determines the relative importance of the income and substitution effects of price
changes. Hence, a change in prices in one country will either increase relative consumption
demand or decrease it depending on the trade elasticity. As a result, the effects of fiscal
policy on international imbalances, achieved through price changes, differ according to the
trade elasticity.

For fiscal policy to effectively improve risk sharing across countries it must be able to affect
relative consumption and the real exchange rate in opposite directions. Since these vari-
ables are affected in the same direction by fiscal policy under substitutability of the traded
goods, decreasing the international demand imbalances requires large and costly changes
in government spending in that deviations from the optimal spending composition need be
large. Hence, under a high trade elasticity implying that the internationally traded goods are
highly substitutable, the optimal response of government expenditures to a country-specific
shock consists in stabilizing the national economies, not in redressing the cross-country de-
mand imbalances arising due to international financial frictions. However, under a low trade
elasticity, the fiscal policy maker optimally acts such as to reduce them; since government
spending leads to changes in consumption and the real exchange rate which go in opposite
directions, it is possible for the fiscal policy maker to improve risk sharing without too large
costs in terms of deviations from the optimal spending composition. That is, when the inter-

nationally traded goods are complements, the fiscal policy maker optimally sets policy such
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1.1. INTRODUCTION 3

as to avoid large deviations from full consumption risk sharing across countries: government
expenditures play the role of a cross-country insurance tool. Interestingly, within a monetary
union where the traded goods are complements, it is optimal to reduce cross-country imbal-
ances at the expense of larger national inefficiencies, indicating that the best outcome for
the union as a whole consists in stabilizing union-wide imbalances at the expense of national

imbalances.

To my knowledge, the consequences for fiscal policy of cross-country imbalances result-
ing from international financial frictions has not been addressed in the literature. The New
Open Economy Macroeconomic (NOEM) literature, initiated by Obstfeld and Rogoff (1995),
has investigated the relation between international financial frictions and the international
transmission of government spending shocks. Sutherland (1996) is the first to consider the
effects of international financial frictions on the transmission of fiscal policy within a NOEM
framework. He investigates the effects of international portfolio adjustment costs for the
transmission of government spending shocks in a two-country model with flexible exchange
rates. Pierdzioch (2004) and Koenig and Zeyneloglu (2010) carry out similar exercises within
a currency union. These analyses focus on the international transmission of fiscal policy.
However, incomplete financial markets across countries do not only affect the transmission
of shocks and policies but also create inefficiencies. These inefficiencies potentially affect
welfare, and might thus have important implications for optimal policy - also fiscal pol-
icy. Some recent contributions to the international literature, such as Obstfeld and Rogoff
(2002), Benigno (2009), or Corsetti, Dedola, and Leduc (2010b) consider the effects of in-
ternationally incomplete markets for optimal monetary policy. However, these authors leave
aside the analysis of the monetary and fiscal interaction, of the trade-off faced by the fis-

cal policy maker, and of the consequences for optimal fiscal policy, issues that I address here.

Within a monetary union where countries might be hit by asymmetric shocks, the im-
plications of international financial frictions may be particularly important for the optimal
conduct of fiscal policy because monetary policy is not available to address these shocks.
Both Beetsma and Jensen (2005) and Gali and Monacelli (2008) point out the importance
of the assumption of perfect risk-sharing within their analyses of optimal fiscal policy in a
monetary union. However, they do not investigate the consequences of imperfect risk shar-
ing in their research. I fill this gap in the literature and show that when national monetary
policies cannot complement fiscal policies in redressing cross-country imbalances, the fiscal

policy maker might face an important trade-off which cannot be characterized by domestic
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4 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

objectives: he must chose whether to stabilize output gaps, inflation, or limit the inefficien-
cies arising due to international financial frictions - thereby facing an additional objective,
absent under complete markets. One implication of international financial frictions for the
optimal conduct of fiscal policy within a monetary union is thus that optimal policies cannot

be achieved by focusing on domestic targets exclusively.

My analysis has important implications for the conduct of fiscal policy within the EMU.
I show that, under realistic assumptions, the optimal cooperative fiscal policy in a monetary
union consists in reducing international imbalances, at the expense of larger domestic inef-
ficiencies. Since reducing the latter constitutes the main objective of national fiscal policy
makers in the EMU, this research indicates that rethinking fiscal policy could result in wel-

fare gains for the union as a whole.

In the following section, I present the monetary union framework within which I assess
the implications of international financial frictions for the conduct of fiscal policy. Then,
in section 3, I describe the Ramsey policy problem and relate the Ramsey allocation to
the efficient allocation. In section 4, I consider the implications of international financial
frictions for optimal fiscal policy by investigating numerically the optimal response of gov-
ernment expenditures to a country-specific technology shock. The robustness of the results
to different types of country-specific shocks and the sensitivity with respect to the chosen

parameterization are investigated in section 5. Finally, I conclude the paper.

1.2 The Model

1.2.1 Households

The world is composed of two countries, denoted H (Home) and F (Foreign). There are
respectively n and 1 — n households in each of these countries. In the following, I will focus
on the agents in the Home country.?

Households get utility from private consumption and government expenditures (respectively

c and (), but disutility from work (), and therefore a household’s utility is given by

v =E igt (U (cr) + U%(Gy) — U(1y)] (1.1)

t=0

2 Analogous relations hold for the agents in the Foreign country, unless otherwise specified.
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1.2. THE MODEL )

where F; denotes the expectations at time ¢, and ( is the discount factor.

The functional forms are as follows:

i —1
Uc(ct)_ tl—a
Gio—1
U%(Gy) = x tl_g
L L
U~(l,) =
(L) T n

where o > 0 is the inverse of the intertemporal elasticity of substitution and the relative risk
aversion coefficient, 7 > 0 is the inverse of the Frisch labor-supply elasticity, and y is the

weight given to public consumption relative to private consumption

The differentiated goods produced by firms h and f in country H and F respectively, ¢, (h)
and ¢;(f), are assembled by a Dixit-Stiglitz aggregator into the composite goods denoted
respectively Cp; and Cry:

4

" -1 ! 6-1 =
Chy = [/O ct(h)egldh} . Cpy= U ct(f)edf]

such that 6 denotes the elasticity of substitution between the differentiated goods produced
within a country.
Consumption is a CES index of consumption of the goods produced at Home and the goods

produced in the Foreign country

1 P—1 P—1 —1

Cr = ajCyty + (1 —an)?Cyl . O<ag<l, ¢>0, (1.2)

where the constant elasticity of substitution between the home and foreign goods, also called
the trade elasticity, is denoted ¢. The trade elasticity is an important determinant of the
transmission of shocks and policies across countries. It therefore plays a crucial role in
determining optimal fiscal policy. ay is the weight given to consumption of the Home goods,
whereas 1 — ay is the weight attached to consumption of the Foreign goods. If ay > n, then
a home bias in consumption is present. The presence of home bias results in deviations from
purchasing power parity, even when the law of one price holds.

Given that households choose their relative consumption demand such as to maximize utility
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6 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

for given expenditures, the domestic demand for respectively Home and Foreign goods are:

P\ ?
Cuy = apy Pt’ Cs, (1.3)
P -
Cre = (1—ap) (%) C,. (1.4)
t

where Py and Pp respectively denote the price of the domestically produced generic good
Cy and the foreign good Cr, whereas P and P* denote the respective prices of the domestic
and foreign consumption baskets C' and C*. The consumption-based price indices are defined

analogously to the consumption bundles:

1
P = lanPi? + (1= am)Pi?| 7 (1.5)

1

P = (1= am Py, +anpi, | (1.6)

n ﬁ 1 ﬁ
Py = {/ pt(h)l_edh} , Pri= [/ pt(f)l_gdf}
0 n

The terms of trade are defined as the ratio between the price of imports and exports: TOT; =
P

in terms of the Home consumption good:

where

whereas the real exchange rate is defined as the price of the Foreign consumption bundle

Qi = % (1.7)

Households face complete financial markets at the domestic level, and firms’ profits are
equally distributed among domestic households (because they all hold an equal share of each
domestic firm) such that a representative household exists within each country. However,
households are subject to frictions at the international level: only nominal one-period bonds
with debt-elastic yields are traded across countries. The yields of the bonds are higher the
higher is a country’s external debt relative to the steady state level, as in Schmitt-Grohe
and Uribe (2003). Apart from implying stationarity of the steady state, modelling financial
frictions through a debt-elastic yield on bonds allows for yield differences across countries

which mimic those recently observed across countries in the EMU.
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1.2. THE MODEL 7

In order to model the debt-dependent interest rates, I assume that bonds can only be traded
internationally through intermediaries. These intermediaries demand a higher yield on bonds
which are issued by countries with high external debt levels, for example because of an un-
derlying risk of default that is increasing in debt.® For technical simplicity, the additional
rent thus extracted by the intermediaries when lending to indebted countries (i.e. countries
with a current account deficit) is assumed to be distributed to households within the current
account surplus country as lump-sum transfers.*

To illustrate the mechanism of the debt-elastic yield, consider the situation in which Home

real bond holdings, denoted Bgt’t, are above their steady state level i.e. BTHt’t > B?H, that
is, the Foreign country has issued (excessive) debt: ]if;t < f;f . In that case, the Foreign
t

yield is multiplied by a function ®(Bp,;/F;) > 1 (the premium), and the domestic inter-
est rate is decreased, since it is multiplied by ®(By:/P;) < 1. The function ® is assumed
to depend positively on the deviation of debt from its steady state level, (®'(.) < 0), and

satisfies ®(£L) = <I>(B7H) = 1. Hence, a yield spread across the countries arise, and it is

increasing in the difference between the countries’ external debt levels, or current accounts.

The yield premium associated with holding bonds is assumed to be linear in the excessive

borrowing/lending (in deviations from the steady state value). An example of a function

Br _ By _ B

P = P — P

satisfying the requirements above is ®(b;) =1 — §(b, — £), with 6 > 0 and

Labor is immobile between countries but perfectly mobile within countries such that wages
are identical across households within a country. It follows that labor supply and con-
sumption decisions are identical for all households within each country. Every period, the
representative household uses its labor income, its wealth accumulated in bonds, profits of
firms in the domestic economy, and the lump-sum transfers resulting from intermediation
activities, to purchase consumption and bonds and pay lump-sum taxes. I assume that in-
dividual households do not internalize the effect of changes in their own bond holdings on
the yield, i.e. they take the function ®(.) as given.
In the Home country, the household budget constraint thus amounts to:

by Wy bi—1 1 Bry

_ T = 2 | p—
P+ B R R Tam,m T aran

ct + +pry (1.8)

3This risk is not modelled explicitly, and in equilibrium default never occurs.
4This assumption could easily be replaced by the assumption of equal distribution of the rent across the
whole union. The qualitative results would be unchanged by this alternative assumption.
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8 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

where ¢; is consumption of the household considered such that C; = fon cidh, P is the CPI, 4,
is the nominal interest set by the common central bank in period ¢, w, is the wage rate, and
l; is the hours worked by the household, pr; denote the profits, T; denotes lump-sum taxes
paid by the household, and b; is the nominal bond holdings of a Home household such that
By, = fon bidh, and similarly Bp; = fnl b;df. The first-order conditions of the representative
domestic household can be aggregated to yield:

C.A1+1 1
B[22 = 1.9
g t[Ct_a Tiq1 | O(By,/Pr) (1.9)
W,
= — 1.10
P (1.10)

The first equation is the Euler equation, determining the inter-temporal allocation of con-
sumption. The second equation is the labor supply equation stating that in equilibrium,
the marginal utility of consumption obtained from an extra hour of work must equal the

marginal disutility of working that extra hour.

1.2.2 Firms

Firms are monopolistically competitive and set prices in a staggered fashion a la Calvo-Yun.
That is, they reset their price at a time-independent random frequency. More specifically,
each firm faces the probability 1 —a of getting the possibility to reset their price every period.
Firms are owned by domestic households, and all firms within a country are identical in that
their technology is such that output is linear in labor, and depends on a country-specific
productivity shock denoted A: y,(h) = Ayly(h), where h refers to a country H firm.

The optimisation problem of the firm producing good h and getting the opportunity to reset
its price at time ¢ consists in choosing a price p;(h) such as to maximize expected discounted

future profits:

> Wt+s
max E o’ S ((1 — h) — <(h
pt(h})( t; Mot t+ [(( T)pe(h) Aprs )yt,t+( )]
h h
subject to demand: y;¢45(h) = (£t< ) ) (Criprs + Grys) + (gt( ) )700;17#8
H,t+8 H,t+8
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1.2. THE MODEL 9

where f1; 445 is the stochastic discount factor of the firm, and 7 is a tax on production. Given
that the firms are owned by the households their discount factor is identical to the discount
factor of the representative household: 4,15 = ﬁsUﬁt’—:S%.

The resulting first order conditions imply that prices are set according to expectations of

future marginal costs and demand in the following way:

o8} Ot s t+s
0 > eolaf)? s ‘XJ Yrt+s(h)

pi(h) = O —1)(1—71) Zzio(aﬁ)s PZ;:yt,t—f—s(h)

(1.11)

Because all firms that get to reset their price in a given period face the same expectations

of marginal costs and demand, they all set the same price. Hence the following condition
holds:

0-1
3 pe(h 1l—oanr 7
Py = [aPl? + (1= apu(h) ] oo (im0 L 2200 g )
PHt 1— [0
where 7y = Pfllitl
Aggregating output across firms yields Disp, Yy, = AiL; where Disp, = fo ’;ﬁl({h )~%dh is a

measure of the degree of price dispersion. This term is always larger or equal to un1ty5. The

evolution of price dispersion is dependent on inflation in the following way:

-1
l—amy, -0

Disp, = (1 — )] |0 + arfy ,Disp;_ (1.13)

l—a
The price setting process of firms thus introduces a distortion in that price dispersion among

firms with identical technologies result.

Note that if firms operate in an environment with perfectly flexible prices, the represen-
tative domestic firm sets its price to equal a constant markup over marginal costs illustrated

by the real wage rate adjusted for productivity:

P 0 1w
Pt _(0_1)<1_T)Atpt

°Proof: Let vy(h) = (52 h) , such that Disp; = [; f,;ht )~0dh = [ vi( (h) 77 dh.

Recall that Py, = [f; pi(h)'~ ]1 T dhS. Tt follows that [)"(%0))1~0dh = 1 & [y () 1= )75 = 1, or,
equivalently that [ [ vs( dh}

Noting that f(v(h)) = v(h)% is a convex function we can apply Jensen’s inequality, and thereby conclude

that Disp; = [ v:(h)71dh > [ [T v;(h)dh]7=T = 1.
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10 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

1.2.3 Monetary and fiscal policies

In this paper, I study the optimal monetary and fiscal policy mix. I thus assume fiscal and
monetary policy to be set such as to maximize welfare from the view-point of the monetary
union as a whole. More specifically, policies are set in a constrained Ramsey optimal way:
A supranational policy maker sets a path for the common monetary policy instrument and
for the fiscal policy instruments, government expenditures within each country, such as to
maximize the population-weighted welfare of the monetary union, given the private sector’s

first order conditions and the national governments’ budget constraints.

Fiscal policy

Fiscal policy is defined as the path of government expenditures. These are assumed to be
financed by lump-sum taxation and (non state-contingent) bond issuance.” That is, I focus
on the effects of government spending rather than on its financing in the present paper.®

Government demand is entirely directed towards domestically produced goods® which are

assembled by the government into a composite public good denoted G-

Gy = [/ Z/t(h)%ldh] 7
0

The technology used by the government in order to assemble the goods is different from the
technology available to the private agents, and therefore the good G and the good C'y yield
different levels of utility to households.

The fiscal authorities impose a subsidy on production which eliminates monopolistic dis-
tortions in the steady state: 7 = ﬁ. Hence, under appropriately chosen government
expenditure levels and zero inflation, the steady state will be efficient. Note that the subsidy

is fixed: though it does constitute an expenditure for the government, it does not constitute

I abstract from any implications of fiscal policy that relates to distortionary taxation issues. This is
reasonable if the path of government expenditures can be considered as independent of the financing of it.

8See e.g. Ferrero (2009) for the role played by distortionary taxation and government debt

9This assumption is not crucial per se. The important feature is that the degree of home bias in govern-
ment spending is larger than the degree of home bias in private consumption.
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a policy instrument that can be changed in the face of shocks.
Imposing that in equilibrium, the bonds market must clear meaning that nBy;+(1—n)Bp; =

0 Vt, and using that fon pe(h)ye(h)dh = Py .Yn, renders the government budget constraint:
™Y + T = Gy (1.14)
A similar budget constraint holds for the Foreign government:

Y + T = G (1.15)

Monetary policy

Within the monetary union, the nominal exchange rate is normalized to unity and does
therefore not constitute a policy instrument. The monetary policy instrument is the union-
wide nominal interest rate paid on one-period bonds to the intermediaries, denoted .

I abstract from monetary frictions and can thus consider a ”cashless economy” as in Wood-
ford (2003). Hence, whereas monetary policy is neutral under flexible prices within the
described framework, it affects the real economy in the presence of nominal rigidities, and
through its effect on the debt burden of countries.

1.2.4 Market Clearing and Aggregation

Given the mentioned private and public demand, aggregate demand facing domestic produc-

ers amounts to:

Pus\ ¢ 1— P\ ¢
Y = ap (ﬂ> Cot+ — Loy, ( ;;t) Cr+ G, (1.16)
t

and aggregate demand for the foreign good amounts to:

n PF, —¢ PI:E‘7 —¢ "
YF,t: 1_n(1_aH) (?:) Ot+aH (?t*t Ct +Gt (117)

10As explained in Woodford (2003) (p. 239, footnote 4), "In a cashless economy the central bank achieves
its operating target for i; by adjusting the interest rate iy paid on the monetary base; an arbitrage relation
then requires that ¢y = ¢} in any equilibrium, given a positive supply of base money at all times. Here I
simplify by supposing that the central bank can directly control the short-term market rate i;...”
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12 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

Output is demand-determined in equilibrium, and, hence, the above equation can also be

viewed as a goods market clearing condition.

Equilibrium on the financial markets requires that bonds and assets are in zero net sup-

ply:

When there is not complete trade in assets across countries, then consumption risk is not
fully shared across countries. It is thus necessary to keep track of the evolution of the current
account under incomplete markets. By combining the household’s budget constraint and the
government’s budget constraint we obtain an aggregate resource constraint, characterizing
the evolution of the current account. The Home aggregate resource constraint is:
By Py 1 By 1 Bry
ot B TieBagP) ~ B Ve Gt o G e T e @
(1.19)

Within the model developed above, optimal monetary and fiscal policy will depend on the
trade-off facing the Ramsey policy maker. In the following section, I will describe the Ramsey
policy maker’s problem, define the efficient allocation, and characterize the trade-off faced

by the Ramsey policy maker when deviations from this efficient allocation occur.

1.3 Ramsey Policy

1.3.1 The Ramsey policy maker’s problem

I analyse the effects of international financial frictions and the resulting international imbal-
ances for constrained Ramsey policy from a ”timeless perspective”.!! The policy instruments
available to the Ramsey policy maker are the union-wide nominal interest rate and Home
and Foreign government spending. The Ramsey policy maker chooses a sequence of policies
which maximize union-wide welfare subject to private sector optimization, the government

budget constraints and the resource constraints, given the initial conditions (I;_;1) and the

' This implies that the policy maker cannot deviate from commitments made previously, cf. Woodford
(2003).
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1.3. RAMSEY POLICY 13

contemporaneous shocks (€).' The Ramsey problem thus is:

max E THnU(Crysy Geys, Livs) + (1 —=n)U*(CY,,, Gryyy L,
0 ey 2 U Clts G F) 4 (1= 0 (C G i)

sit. (1.5),(1.6),(1.7), (1.9), (1.10), (1.11), (1.12), (1.13), (1.14), (1.15), (1.16), (1.17), (1.18)

and Foreign counterparts

Solving the above problem corresponds to taking derivatives of the Lagrangian figuring in

Appendix A with respect to all endogenous variables and lagrange multipliers.

The Ramsey allocation does generally not coincide with the first-best allocation. Only when
competition is perfect, prices are flexible, and markets are complete can the Ramsey pol-
icy maker set policies which sustain the social planner’s solution.!® This efficient allocation
constitutes a natural benchmark for evaluating different policies, and helps characterize the

trade-off faced by the Ramsey policy maker.

1.3.2 The efficient allocation - a benchmark

In this subsection, I characterize the efficient allocation defined as the equilibrium which
yields the highest possible union-wide welfare in the absence of any distortions. This alloca-
tion can be supported as a decentralized equilibrium under complete markets, flexible prices
and appropriate subsidies eliminating monopolistic competition according to the second wel-
fare theorem. The efficient allocation will serve as a benchmark in order to understand how
the trade-off faced by the policy maker is affected by the international financial markets
structure.

The efficient allocation derived from maximization of union-wide utility subject to private-
sector optimization, government budget constraints, and firm technology, in the absence of

distortions, is characterized by the following equations:

XG, 7 = ~Hioe (1.20)

121, 1 is composed of period ¢ — 1 prices and price dispersion as well as by the current account.

13The Ramsey policy maker sets the policy instruments such as to increase common welfare - constrained
by private agents’ behavior and national government budget constraints. That is, he cannot transfer funds
from one country to the other directly. Could he do so, then the first-best allocation could be obtained at
all points in time, whatever shocks hit. However, given that this is not possible, the first-best allocation can
generally not be obtained when a country-specific shock hits.
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14 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

P*
XGi7 = %0;—0 (1.21)
t
c;° P
= 1.22
c; o Py (122)

That is, the policy maker aims at achieving the optimal composition of spending relating
private and public consumption within each country (equations (1.20) and (1.21)) as well as
full consumption risk sharing (equation (1.22)). Full risk sharing results from equalization
of the marginal utility of consumption and its marginal cost, the latter being measured by

the foreign marginal utility of consumption times the relative price.

It is useful to define deviations from the optimal spending composition and from full risk

sharing by gaps. The spending composition gaps are defined as

P Pr
Ggap, = xG;7 — %C[" and  Ggap; = xG;™7 — ;;t (G (1.23)
t

The demand gap defining deviations from full risk sharing is described by the equation:

P
- — 1.24
cr B (1:24)

Dgap, =

When nominal frictions are present and markets are incomplete, the Ramsey policy maker
faces a trade-off which can be characterized in terms of deviations from the efficient output
level, from zero inflation, from the optimal spending composition level, and from full risk

sharing, i.e. in terms of output gaps, inflation, spending composition gaps and demand gap.

1.3.3 Loss functions - an analytical characterization of optimal
policy

The trade-off faced by the policy maker can be illustrated by his loss function. The loss func-
tion can be approximated by a quadratic function in which the relative weights attached to
minimizing the different inefficiencies illustrate the relative importance of each inefficiency.
In this subsection figures the quadratic loss function in the case where countries are symmet-

ric, prices are flexible, and government spending is wasteful.'* This simplification clarifies

141f prices were staggered as in the benchmark model presented in Section 2, producer price inflation rates
would also enter the loss function. For simplicity, they do not figure in the loss function here. Similarly,
was government spending not assumed to be wasteful, then government spending gaps would be present in
the loss function to illustrate that welfare losses are associated with deviations from the optimal spending
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1.3. RAMSEY POLICY 15

how the benevolent policy maker’s loss function is affected by the introduction of market
incompleteness in a relatively simple context, and whatever the potential instruments of the

policy maker might be. In this case, the loss function can be written as:

L=E, Z{(U - n)[(YH,t — Vi) + (Yrs — Yii)?
7 =Dl (1~ a)oo + (20 — 17177

QCLH(]_ — CLH)
g

+ 2@[{(1 — CLH)

Dgap}} + ti.p. + (||0]])?
(1.25)

— 4CLH(1 — GH)(¢0' — 1>Tt(YH,t — YF,t) +

where t.i.p. denotes terms independent of policy, and (||O|])® denote terms of order 3 or

higher. A tilted variable denotes the efficient deviation of that variable from steady state:

8= Qay — 1020 + o[l — 2au(1 — an)]
_ 1)2 R
’ (QaH— 1)2n+o[l —2ay(1 —ag)]

The quadratic loss function is exactly similar to the one derived under the assumption of
complete markets, except for the introduction of demand imbalances into the loss function,
see the Technical Appendix. As in Benigno and Benigno (2006), or Corsetti, Dedola, and
Leduc (2010b), the quadratic loss function of the benevolent policy maker is increasing in
output gaps and terms of trade movements. Moreover, the demand-gap appears in the loss
function, illustrating that deviations from full risk sharing across countries are distortionary
and reduce welfare.

The coefficients in front of the different policy objectives appearing in the loss function
characterize the relative weights attached to those objectives. Notably, the relative weight
attached to the demand gap is dependent on the degree of home bias, the steady state
government spending to output ratios, as well as on the intertemporal elasticities of labor
and consumption, and on the trade elasticity,'® confirming the findings in Corsetti, Dedola,
and Leduc (2010b): openness and elasticities play a key role in shaping the policy trade-offs
in open economies with incomplete markets. More specifically, the relative weight of the

demand gap is decreasing in the trade elasticity ¢ for a wide range of realistic parameter

composition. For details on the derivation of the loss function, please refer to the Technical Appendix.
15Even though the trade elasticity does not figure in the coefficient on the D-gap, it enters the coefficient
on the terms of trade and thus affects the relative weight assigned to either of those objectives.
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16 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

combinations.! The reason for this relates to the fact that redirecting demand from one
country to the other requires larger price deviations the lower the trade elasticity. Hence,
it is optimal, in order to avoid large deviations from full risk sharing, to allow relative
price changes to a larger degree the lower the trade elasticity. As a result the weight on the

demand imbalances relative to the weight on the terms of trade falls with the trade elasticity.

As illustrated by the loss function, the relative importance of the different inefficiencies
(or gaps) and the resulting trade-off faced by the policy maker differ according to the in-
ternational financial markets structure and to the international goods market structure. In
order to understand the implications for optimal policy, I engage in numerical analysis in
the following sections. More specifically, I investigate the trade-off facing the fiscal policy
maker within the specified framework by studying the impulse responses following a country-

specific technology shock.

1.4 A Numerical Investigation of Optimal Policy in a

Monetary Union

1.4.1 Solution method and Parameterization

The recursive solution to the Ramsey problem consists in policy functions describing the re-
sponse of the nominal interest rate and the government spending levels to initial conditions
and current disturbances. However, the form of the policy functions are undetermined and
therefore a closed-form solution does not exist. We can nevertheless approximate the policy
functions around some specified steady state. By using the method of undetermined coeffi-
cients, based on the knowledge of the derivatives of the equilibrium equations at the steady
state, the model above can be solved by approximating the solution to the policy functions.
The steady state around which the policy functions are approximated is the symmetric zero-
inflation steady state in which monopolistic distortions are eliminated through appropriate
subsidies. The approximated policy functions thus found are used for the numerical analysis

carried out in this section.'”

16See Proposition 1.1 in the Technical Appendix.
17T use code developed by Lopez-Salido and Levin (2004) to compute the approximated Ramsey optimal
policies in Dynare.
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1.4. A NUMERICAL INVESTIGATION OF OPTIMAL POLICY IN A MONETARY UNION17

The parameter values used throughout this section figure in the Table 1. Most of them
are quite standard in the business cycle literature, and realistic for the EMU.!8

The population of each of the countries are assumed to be identical. The discount factor is
set such that the steady state annual real interest rate is 4 percent. The Frisch elasticity of
labor is set equal to 0.5. The inverse of the intertemporal elasticity of substitution, the risk
aversion coefficient, is set to 1.5 in the benchmark calibration following Smets and Wouters
(2003). x is equal to 1/3 such that in steady state private consumption is more than twice
as large as government consumption.

The degree of home bias is set to 0.9, implying that the steady state import ratio is 10
percent. The elasticity of substitution between goods produced within a country is set equal
to 7.66 such as to ensure a mark-up of 15 percent. On average prices are sticky for a year:
a = 0.75. This value is in line with the GMM-estimates found by both Gali, Gertler, and
Lopez-Salido (2001) and the Bayesian DSGE estimations carried out by Smets and Wouters
(2003).19

Since the international trade elasticity is an important determinant of the equilibrium dy-
namics of the model presented in section 2, and thus of the trade-off faced by the policy
maker, and since the empirical literature has not reached a consensus as to plausible values
for that parameter, I consider different possible values for this elasticity. Whereas large
values have been predicted by the international trade literature and by microeconomic stud-
ies, a relatively low trade elasticity, close to 1/2, corresponds to the estimates found in the
international macroeconomic literature, see e.g. Hooper, Johnson, and Marquez (2000) or
Corsetti, Dedola, and Leduc (2008). I thus consider values in the [0.5; 4] range for the trade
elasticity.

In the incomplete markets model, §, the sensitivity of the bond yield to debt is set such as to
roughly mimic the observed yield differences across the EMU before the debt crisis.?’ The
benchmark value of § is such that for every ten percentage points increase in debt,?! the

annual interest increases by 0.5 percentage points.

18The parameter values used are within the range of estimates found by Smets and Wouters (2003) by
engaging in Bayesian estimation of a DSGE model of the euro area, or follow Benigno (2004) who calibrates
his model to the EMU. See also Gali and Monacelli (2008).

19The degree of price stickiness is assumed to be identical across countries in the benchmark calibration,
but I also carry out an experiment in which price stickiness differs across countries, mimicking potential
differences in price rigidities across regions within the EMU as noted inter alia by Benigno (2004). See
Appendix C.

20The estimates vary quite a lot from country to country and from year to year. The benchmark parame-
terization of § is a rather conservative value when comparing to recent years.

21this corresponds approximately to a similar increase in debt-to-steady state gdp.
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18 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

Table 1.1: Parameter values in benchmark case

Population in country H n 0.5

Discount factor g 1.04714
Inverse of the elasticity of labor supply 7 2

Risk aversion coefficient o 1.5

Degree of home bias ar 0.9

Price stickiness coefficient « 0.75

Weight on government expenditures X 1/3

Intra-temporal elasticity of substitution 6 7.66
Trade elasticity ¢ 10.5; 4]

Yield sensitivity to debt ) 0.05

The following process is assumed for the technology shocks:

_ [0.95 0 ] . [vt] (1.26)
0 095 v

where v; and v} are white noise processes with standard deviations 0.01.%2

log A,
log A}

log Ay 4
log Aj_,

As compared to the previous literature on the fiscal and monetary policy interaction in
a monetary union, the calibration here departs on several points: Both Gali and Monacelli
(2008) as well as Beetsma and Jensen (2005) assume no home bias in consumption, and a
unitary trade elasticity. The assumption of no home bias rules out deviations from PPP
(and thus changes in the real exchange rate), whereas a unitary trade elasticity simplifies
their models considerably. Furthermore, Gali and Monacelli (2008) consider the knife-edge
case of log-utility in consumption, which together with a unitary trade elasticity implies that
there are no spillovers across countries. The calibration chosen here can be considered as

being somewhat better suited for considering realistic equilibrium dynamics within the EMU.

In the following, the parameter values listed above are used in order to investigate the
effects of international financial frictions for the trade-off faced by the policy maker, and the
resulting optimal monetary-fiscal policy mix. First, I analyse the optimal policy response
to country-specific shocks when prices are flexible. Then, I show how the trade-off changes

when nominal rigidities are present.

22Tn Appendix C, I consider the implications of technology spillovers across countries.
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1.4.2 Optimal policy under flexible prices

When prices are flexible and markets complete, then the efficient allocation can be imple-
mented. In that case, fiscal policy does not play a stabilization role: government spending is
set such as to satisfy the optimal spending composition. If, instead, international financial
markets are incomplete, it might be optimal to use the fiscal policy instruments such as
to reduce the distortions associated with international financial frictions. The derived loss
function indeed showed the Dgap to be an objective for the cooperative policy maker. The
optimality of using fiscal policies for this objective, that is, to reduce international imbal-
ances, depends on the fiscal transmission mechanism which crucially depends on the trade
elasticity.

To understand the mechanism, consider the effect of government spending. A change in
government spending affects marginal costs through its effect on aggregate demand and thus
labor demand. Under flexible prices, producer prices are set at a constant mark-up over
marginal costs, and thus the change in government spending affects prices. The induced
change in the terms of trade affects relative income and thus relative consumption demand
differently depending on whether the internationally traded goods are substitutes or comple-
ments in utility. Indeed, the trade elasticity determines the movements in income following

a change in the terms of trade induced by fiscal policy.

Substitutable goods. Under a high trade elasticity the effects of government spending
on relative consumption and price movements are such that large deviations of government
spending from its optimal spending composition level are required in order to achieve a given
reduction in international demand imbalances. Consider the effect of an increase in Home
government spending, shifting demand towards the Home good, and thus increasing infla-

tionary pressure at Home. The latter implies a fall in the real exchange rate and a fall in

relative Home income. Since the demand gap is defined as Dgap; = (g-:) " &, the fact
that fiscal policy affects both of the terms defining the Dgap in similar directions implies
that it is rather difficult to narrow the demand gap using the fiscal policy instrument - at
least without large costs in terms of government spending gaps. And, hence, it is not optimal
to use the fiscal policy instruments to reduce the demand gap when the trade elasticity is
large, as Figure 1.1 shows.

Figure 1.1 depicts the optimal policy response to a one standard deviation shock to produc-
tivity in country H. Due to the resulting fall in marginal costs, producer prices fall in the

Home country. Since the substitution effect of the price change dominates the income effect,
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20 CHAPTER 1. IMBALANCES AND FISCAL POLICY IN A MONETARY UNION

Home agents become temporarily richer and the current account turns positive. Prices move
less than under complete markets in order to contain the rise in the current account at the
expense of output gaps. This illustrates the fact that the efficient allocation, characterized
by a zero demand gap and zero output gaps, cannot be achieved in the face of country-
specific shocks. As already pointed out, optimal fiscal policy does not consist in reducing
the demand gap since the costs associated with doing so, in terms of deviations from the

optimal spending composition, are too large.

Figure 1.1: Optimal policy under substitutability (¢ = 4).
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The impulse responses are those following a positive one-standard deviation shock to productivity in country
H. "H, Ramsey fisc pol” refers to the response of Home variables under Ramsey fiscal and monetary policy.
"H, opt spend comp” refers to the response of Home variables in the case where monetary policy is Ramsey
optimal whereas government expenditures are set at their optimal spending composition level, i.e. such as
to close the spending composition gap. "CM” refers to the case of complete markets. For all variables,
except for the annualized real interest rates, deviations are shown relative to their steady state level. The
real interest rates depicted are not identical to the international bond yields which depend on debt levels.
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The optimal fiscal policy response to a productivity shock to country H is in line with
the predictions from the loss function derived in section 3.3. Indeed, the loss function indi-
cates that the cross-country insurance role of fiscal policy might be rather small when the
traded goods are substitutes. In combination with the limited effectiveness of fiscal policy in
reducing international imbalances, this refrains fiscal policy from acting as a cross-country
insurance tool. However, the derived loss function implies a larger risk-sharing role for fiscal
policy when the traded goods are complements. The numerical exercise confirms this: The
international imbalances affect the trade-off to a larger extent under a low trade elasticity,

cf. Figure 1.2.

Complementary goods. Figure 1.2 depicts the optimal policy response to a positive one
standard deviation Home TFP shock under complementarity of the traded goods. Whereas
the Home agents were made relatively richer by the TFP shock under a high trade elasticity,
the TFP shock makes them temporarily poorer under a low trade elasticity: the domination
of the income effect implies that the fall in prices triggered by the TFP shock results in
lower income. Hence, the current account is negative. Prices react more aggressively to a
Home technology shock such as to retain international imbalances: The Home real interest
rate falls further than under complete markets, thereby increasing demand for the Home
good, and the Foreign real interest rate rises such as to decrease demand in country F. Price
adjustments thus limit the current account imbalances but also increase Home output above
the complete markets level and reduce Foreign output below its efficient level. The imbal-
ances are thus curbed at the expense of output gaps which are of the opposite sign of those
appearing under substitutability of the goods.

In a monetary union the fiscal policy maker faces a trade-off between using government
spending such as to reduce the output gaps at the expense of higher international imbalances
and using it in order to decrease international imbalances at the expense of higher output
gaps. The trade-off faced by the policy maker is illustrated by the presence of domestic
inefficiencies (the output gaps) and international imbalances (the Dgap) when government
spending is set at the optimal spending composition levels (dotted lines in Figure 1.2).2 On
the one hand, closing the positive output gap in H and the negative output gap in F requires
a decrease in relative Home government expenditures; on the other hand, closing the positive

relative demand gap requires an increase in relative domestic government expenditures. As

23Tn the case where the countries do not form a monetary union, optimal fiscal policy leads to a reduction
in all inefficiencies. Fiscal policy cannot achieve the same within a monetary union because the output gaps
are of different signs than under flexible exchange rates, cf. Appendix D.
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the impulse responses below show, the trade-off facing the policy maker is optimally tilted
towards correcting the relative demand imbalances arising due to international financial fric-
tions: Government expenditures are optimally increased at Home (relative to the case where
they are passively set to satisfy the optimal spending composition) and decreased in F such
as to reduce the demand gap at the expense of larger output gaps and spending composi-
tion gaps. Hence, under a low trade elasticity, fiscal policy plays a risk-sharing role which
clearly overshadows its stabilization role. Government expenditures thus optimally follow a
very different path than they would were markets complete, or were they simply set at the
optimal spending composition level.

The reason why it is optimal to use fiscal policy to reduce international imbalances rather
than national inefficiencies is simple. Whereas the fiscal instruments, namely government
spending, are rather ineffective in reducing inefficiencies associated with internationally in-
complete markets under highly substitutable goods, they can improve risk sharing without
high costs in terms of deviations from the optimal spending composition level under comple-
mentary goods. Indeed, a rise in government spending leads to a rise in relative prices and a
rise in relative consumption (rather than a fall in relative consumption under substitutabil-
ity). Hence, an improvement in risk sharing across countries can be obtained at the expense
of rather small deviations from the optimal spending composition under complementarity
of the internationally traded goods: fiscal policy is more effective in reducing international
demand imbalances. Combined with a relatively large weight on the Dgap in the loss func-
tion of the policy maker, the incentive to use fiscal policy for this purpose, rather than in
order to stabilize domestic objectives, is thus high under complementarity of the interna-
tionally traded goods. And, indeed, optimal fiscal policy consists in reducing international

imbalances at the expense of larger domestic output gaps as illustrated in Figure 1.2.
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Figure 1.2: Optimal policy under complementarity (¢ = 0.5).
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See notes for Figure 1.1.

The strand of the NOEM literature which considers the presence of international financial
markets incompleteness has mostly come to the conclusion that the gains from taking into
account the structure of international financial markets are rather small, cf. e.g. Benigno
(2001).2* As a result the policy maker need not care much about the international financial
markets structure when setting policies, but should simply focus on domestic targets. Above,
I have shown that this is not so under a low trade elasticity, in a monetary union with flexi-
ble prices: optimal policy consists in reducing the demand imbalances due to internationally

incomplete markets at the expense of larger domestic inefficiencies (output gaps).

24The gains from taking into account financial markets have been shown to be non-existent in some special
cases as pointed out by Cole and Obstfeld (1991) and Corsetti and Pesenti (2001). Recently, Corsetti, Dedola,
and Leduc (2010b) is one among a few exceptions to point out that the international financial markets
structure might have important consequences for optimal policy.
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Since inflation per se does not result in distortions which are relevant for the policy maker
under flexible prices, it is optimal to let prices and government expenditures adjust such as to
narrow a welfare-weighted combination of the output gaps, the relative demand gap and the
optimal spending composition gaps. When prices are set in a staggered way as described in
section 2, however, inflation leads to inefficient price dispersion across firms within a country.
The New-Keynesian literature has emphasized the importance of stabilizing output gaps and
inflation in this environment. More specifically, Beetsma and Jensen (2005) as well as Gali
and Monacelli (2008) point out the output and inflation stabilization role of government
expenditures within a monetary union with complete markets.

When prices are sticky and international financial frictions are present, there might be con-
flicts between achieving output stabilization, inflation stabilization, and cross-country insur-
ance. In the following I study which policy objectives are conflicting, and which targets are

the most important for a benevolent fiscal policy maker.

1.4.3 Optimal fiscal policy under sticky prices

The results found in the previous section go through in the presence of nominal rigidities:
The trade-off faced by the fiscal policy maker is not very much affected by the structure of
international financial markets under a high trade elasticity, and government spending con-
tinues to be inefficient as a cross-country insurance tool; However, when the trade elasticity

is low, government expenditures play a risk-sharing role.

Substitutable goods. In order to understand the trade-off faced by the Ramsey policy
maker, consider the effects of a positive Home TFP shock. The nominal interest rate is
optimally decreased such as to ensure a union-wide increase in demand to counter-act the
fall in prices due to the increased output supply. Since the real exchange rate is fixed and
prices are sticky, relative prices will not adjust sufficiently to ensure the efficient level of
output. Output gaps and inflation are thus non-zero.

Under complete markets, fiscal policy faces a trade-off between closing output gaps and re-
ducing inflation, as emphasized in Beetsma and Jensen (2005). For example, by increasing
Home government spending, the fiscal policy maker can reduce the deflationary pressure on
Home prices resulting from the increase in TFP, but only at the expense of a higher output
gap: the reduced fall in Home prices reduces the substitution towards the Home good, and
since the substitution effect dominates the income effect of the price change, Home output

falls further below its efficient level. A similar trade-off applies to the Foreign country’s fiscal
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policy. Hence, when markets are complete, the optimal monetary-fiscal policy mix cannot
achieve the first-best allocation under sticky prices, as illustrated in Figure 1.3.

In the presence of international financial frictions, the conduct of optimal policy is altered,
showing the importance of the distortions stemming from incomplete markets. The main
difference pertains to the fact that price changes are optimally much lower under incomplete
markets implying higher output gaps, see Figure 1.3. The fact that prices fall less in country
H following the TFP shock not only decreases distortions arising due to price changes, but
also implies a lower substitution towards the Home good, thus lower income in country H.
Since country H agents have become relatively rich following the positive Home TFP shock
under a high trade elasticity, the current account has turned positive: Home agents lend
to Foreign agents. The lower price changes, achieved at the expense of higher output gaps,
ensure that current account imbalances leading to distortionary demand gaps do not become
too large.

An active use of government spending only leads to minor changes, cf. Figure 1.3. This is
so because government spending is a rather inefficient risk-sharing tool, as already noted in

the case of flexible prices.?

25Indeed, domestic government expenditures are set to be above their optimal spending composition level
in the first periods such as to decrease deflationary pressures at home, and vice-versa in country F. When
inflation becomes positive, government expenditures fall below their optimal spending composition level such
as to dampen inflationary pressures. Whereas the initial increase in home government spending and decrease
in foreign government spending reduce the output gaps and the demand gap, the subsequent reversal has the
opposite effect. This indicates that government expenditures are first and foremost set such as to stabilize
inflation, under a high trade elasticity.
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Figure 1.3: Optimal policy under sticky prices and high trade elasticity (¢ = 4).
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See notes for Figure 1.1.

The impulse responses above show that financial market incompleteness only plays a
minor role for optimal fiscal policy when the trade elasticity is high. However, this is not a

general result. Indeed, as under flexible prices, the above result changes dramatically when

the trade elasticity is low.

Complementary goods. Consider the effects of a temporary positive Home TFP shock,
as depicted in Figure 1.4. Because aggregate Home producer prices do not fall sufficiently
under sticky prices in the first periods, Home firms make large profits on aggregate during
these first periods where firms readjust their prices. As a result, Home agents become
relatively richer in the short term following a productivity shock. Only after prices have
adjusted do their income fall and will they thus wish to borrow. The current account then
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turns negative. When the internationally traded goods are complements, the presence of
international financial frictions leads to larger - but contained - price movements and thus
more aggressive responses of the real interest rates. Prices vary more such as to contain
international imbalances: the resulting short term increase in the Home real interest rate
retains Home lending in the first periods. Following, the H real interest rate falls implying
higher income in country H and thus less borrowing. Both in the short term and in the
long term, prices thus adjust such as to retain current account imbalances, at the expense
of higher but contained distortions associated with price changes and higher output gaps.

When fiscal policy is allowed to adjust optimally, government spending is increased in Home
and decreased in the Foreign country, cf. Figure 1.4. This has the effect of increasing
inflationary pressure in the Home country while reducing it in the Foreign country. As
a result the real exchange rate is largely reduced - reducing the welfare losses associated
with international imbalances and illustrated by the reduction in the demand gap. That
is, optimal fiscal policy acts such as to reduce the demand imbalances through lower price
changes. This is done at the expense of higher output gaps after the price adjustment
has taken place. Fiscal policy thus simultaneously reduces distortionary inflation and the

demand gap, at the expense of output stabilization, cf. Figure 1.4.
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Figure 1.4: Optimal policy under sticky prices and complementarity (¢ = 0.5).
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See notes for Figure 1.1.

On the contrary to the case where the traded goods are substitutes, fiscal policy plays
an important role in reducing cross-country demand imbalances when the traded goods are
complements - whether nominal rigidities are present or not.

The impulse responses figuring above show that optimal fiscal policy leads to a halvening
of the relative demand imbalances. Indeed, setting government expenditures optimally de-
creases the welfare losses from incomplete markets arising within this model by 66 percent in
the benchmark case, see Table 2. Hence, ignoring the financial markets structure can lead to
policies that are very far from being optimal! This result contrasts with a large part of the
earlier literature on the risk sharing role of optimal policies. Benigno (2001) e.g. concludes
that ”even if the costs of incomplete markets are non-negligible, the gains by using monetary

policy optimally are always negligible.” He finds that only when there are asymmetries across
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countries in initial net foreign asset positions do sizeable gains from optimal monetary policy

arise as compared to policies of price stability.

In the following section, I assess the robustness of the results found above. First, I in-
vestigate whether the results found hinge on the specific kind of shocks hitting the economy.
More specifically, I will consider whether the results go through in the face of news shocks,
preference shocks, and mark-up shocks in order to exploit the generality of the results found
for technology shocks. Following, I consider the sensitivity of the results to specific parameter

values chosen in the numerical analysis above.

1.5 Robustness

1.5.1 News, preference and mark-up shocks

In order to check whether the cross-country insurance role of government expenditures hinges
on the shocks affecting only technology, I consider the results’ robustness to news shocks,
preference shocks, and mark-up shocks. News shocks differ from productivity shocks in that
they constitute anticipated technology shocks which affect forward-looking exchange rates
and thereby the degree of risk sharing before the actual technology change occurs. Preference
shocks have the particularity of affecting the risk sharing condition directly. Mark-up shocks
differ from the two other types of shocks in that they are "inefficient”, that is, imply inefficient
movements in variables. Hence, by considering those three types of shocks, I make sure to
consider a wide range of shocks. Details are available in the Appendix C.

The response of government expenditures to news shocks is of interest because news shocks
emphasize the forward-looking features of the model: because prices are forward-looking, the
exchange rate reacts to news about technology changes before they eventually take place.
This affects the international demand imbalances directly. The optimality of fiscal policy as a
cross-country insurance tool goes through in the face of news shocks, under complementarity
of the traded goods: optimal fiscal policy consists in correcting the international imbalances
at the expense of larger output gaps in the medium run.

The results found in the previous section also go through to a large extent in the presence of
preference shocks: Under a low trade elasticity the international imbalances are corrected,
at the expense of wider national output gaps in the medium term.

As a last check, I consider the presence of mark-up shocks e.g. induced by a change in the

tax rate on production. In the face of mark-up shocks which are inefficient in their nature,
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the relevance of the cross-country demand imbalances for the fiscal policy maker is once
again apparent in the case where the trade elasticity is low.

That is, the results for technology shocks go through for other kind of shocks as well, making
clear that the concerns of the fiscal policy maker should depend on the international financial

markets structure whenever the traded goods are complements.

1.5.2 Sensitivity analysis

I now consider the sensitivity of the risk-sharing role of fiscal policies in a monetary union to
some important parameters, namely the trade elasticity, which plays a crucial role within this
analysis, the debt-sensitivity of the yield which governs the international financial frictions,

and the correlation of shocks and their spillover across countries.?

The trade elasticity

The elasticity of substitution between the domestically produced goods and the Foreign
goods is a crucial determinant of the way in which fiscal policy should optimally be set.
As noted previously a trade elasticity of 0.5 appears to be a reasonable value according to
several studies such as Hooper, Johnson, and Marquez (2000) and Corsetti, Dedola, and
Leduc (2008). While 0.5 remains in the confidence band of estimates found by Heathcote
and Perri (2002) for the US, their point estimate is 0.9 - a little larger than the previous
sources indicate, but still much lower than the trade literature indicates. In the following, I
show that the results found for an elasticity of 0.5 go through qualitatively for an elasticity of
0.9 even though this implies that the internationally traded goods are substitutes. However,
the optimal deviations of government expenditures from its optimal spending composition
in order to reduce demand imbalances are dampened.

Figure 1.5 shows the impulse responses following a domestic technology shock, for the case
of flexible prices. The important point is that - also for an elasticity of 0.9 - the trade-off
between reducing demand imbalances or output gaps goes in the favour of reducing the
demand imbalances at the expense of larger output gaps. That is, the qualitative result that
welfare is maximized by reducing international demand imbalances rather than national

output gaps goes through.

26Tn the Appendix C figure sensitivity analyses to the coefficient of relative risk aversion as well as to
asymmetric degrees of price rigidities.
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Figure 1.5: Optimal policies under flexible prices and ¢ = 0.9.
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See notes for Figure 1.1.

Debt-sensitivity of yield

The yield on bonds is a function of debt: the higher is a country’s external debt, the higher
will be the yield to be paid on this debt. This debt-sensitivity is modelled through the
parameter 6. The benchmark value of § is such that for every ten percentage points increase
in debt,?” the annual interest increases by 0.5 percentage points. The estimates obtained by
regressing interest differentials between EMU-countries and Germany on deviations of debt-
to-gdp ratios for the period 2001-2010 gives varying results depending on the country and
the time period.?® The benchmark value chosen is close to the average for all EMU-countries
during the entire period considered, and the effects of deviations from this benchmark value
have no effect on the main results of this paper. However, changes in § do affect the mag-
nitude of current account changes following shocks and have implications for the speed of
transition to the steady state following shocks.

The main effect of an increase in ¢§ is to restrict the optimal magnitude of current account

imbalances, and, hence, the higher is the debt-sensitivity of the yield, the lower are the

27this corresponds approximately to a similar increase in debt-to-steady state gdp.
28The estimation relies on the steady state debt-to-gdp ratio being 60 percent, and the German interest
rate being the interest rate set by the ECB.
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current account imbalances occurring. However, this does not imply that the resulting in-
ternational demand imbalances are lower: indeed, in order to achieve the optimal real yield
differences across countries in response to a country-specific shock, inflation differences are
higher the higher is the debt-sensitivity of the yield. This ensures relative demand across
countries to be closer to their efficient level, but also creates demand imbalances resulting

from the higher real exchange rate movements.

Technology spillovers and correlation of shocks

The importance of the demand imbalances arising as a consequence of international financial
frictions under a low trade elasticity depends on the cross-country correlation of shocks as
well as on potential technology spillovers across countries. The higher is the correlation be-
tween the shocks and the technological spillovers across countries, the lower are the resulting
international imbalances arising in the face of country-specific shocks. One might there-
fore suspect that the trade-off faced by the policy maker may tilt away from correcting the
international imbalances towards correcting national inefficiencies as shocks become more
correlated and technology is transferred across countries.

Allowing shocks to be correlated and technology to be shared across countries do not al-
ter the qualitative conclusions reached for uncorrelated technology shocks and productivity
processes. Even though the correlation between shocks is set to 0.3 and the productivity
spillover across countries is 0.025 (replacing the zeros in the productivity transition matrix),
as in Heathcote and Perri (2002), the optimal fiscal policy still consists in correcting the inter-
national demand imbalances at the expense of national inefficiencies under complementarity
of the goods. Hence, even though the international imbalances are of a lower magnitude
when shocks are correlated and technology spills over from one country to the other, they
remain important for union-wide welfare, and the policy maker optimally corrects them.
Note however that given the smaller imbalances arising under correlation of technology
shocks and productivity processes, the welfare gains from setting fiscal policy at its Ramsey
optimal level rather than at its optimal spending composition level are smaller than in the
benchmark case. Indeed, the welfare gains from Ramsey fiscal policy under incomplete mar-
kets under the Heathcote and Perri (2002) calibration for productivity processes and shocks
correspond to 36 percent of the welfare costs of market incompleteness. This is considerably
smaller than the 66 percent obtained in the benchmark case. Since this result implies that
the welfare costs from conducting passive national fiscal policies are lower the higher the

cross-country correlation of shocks, it is in line with the literature on Optimal Currency
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Areas which has emphasized that the more correlated are shocks across countries the higher

is the rationale for forming a currency union with independent fiscal policy authorities.?

1.6 Conclusion

The analysis carried out in this paper shows the importance of international imbalances
for the trade-off faced by the policy maker in a monetary union where the internationally
traded goods are complements. The optimal path for government spending is dependent
on the financial markets structure. In the monetary union framework with complementary
traded goods, the optimal fiscal policy consists in setting government spending such as to
decrease the international demand imbalances arising due to imperfect financial markets,
even as this results in higher domestic inefficiencies. That is, fiscal policy optimally acts as
a cross-country insurance tool rather than as a domestic stabilization tool.

National and international targets are shown to require conflicting fiscal policy movements
within the monetary union framework. That is, it is not possible to set fiscal policies op-
timally by focusing solely on domestic targets such as output gaps. This is a particularity
associated with the absence of national monetary policy instruments. This implication of the
analysis is in line with a growing recognition that policy making needs to take into account
the international environment in which it is to perform. The Committee on International
Economic Policy and Reform note that monetary policy has been conducted following the
"own house in order” doctrine, meaning that ”national macroeconomic stability was seen as
sufficient for international macroeconomic stability. The domestic and international aspects

were essentially regarded as two sides of the same coin.”3°

, whether because of the alleged
almost non-existent inefficiencies arising from incomplete markets as in Baxter and Crucini
(1993), or because of the ability of other mechanisms to make up for missing markets as em-
phasized in Cole and Obstfeld (1991). The Committee concludes that central banks should
go beyond their traditional emphasis on domestic objectives. Though these statements re-
gard central banking, they are in line with the implications for fiscal policy making drawn
from this paper.

The results of this paper have important implications for policy making within the EMU:
since they indicate that it is optimal from the perspective of the monetary union to use
fiscal policies such as to reduce deviations from perfect risk sharing rather than to address

country-specific output gaps, the implications must be a rethinking of the way fiscal policy is

29Cooper and Kempf (2004) also make a similar argument.
307 Rethinking Central Banking”, September 2011.
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to be conducted within the EMU. In particular, macro-prudential policies aiming at reducing
current account imbalances might prove welfare-increasing.

Furthermore, the results naturally raise the issue of potential welfare gains from fiscal policy
cooperation in monetary unions. Indeed, the results show that optimal fiscal policy cannot
be attained by focusing on domestic targets, but instead requires international objectives to
enter into the loss function of the policy maker. Further research on the extent to which
independent strategically competitive fiscal policy authorities deviate from the cooperative
allocation is needed in order to address this question.

Another interesting question - also related to recent debates about fiscal policies in the EMU
- is whether fiscal rules might prove beneficial within a monetary union. This paper indi-
cates that if the internationally traded goods are complements, then debt-dependent fiscal
rules and austerity measures associated with external debt may lead to higher international

imbalances and deteriorate risk sharing across countries.
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1.7 Appendix A. The Ramsey problem

The Lagrangian of the Ramsey planner’s problem is:
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The constraints relating to A\; and Ay are the aggregate demand equations, (1.16) and its
foreign counterpart, A3 — Ao are associated with the pricing equations, A\;; — Ay4 are associ-
ated with the demand functions, \;5 — A1 are associated with equations relating the prices
to each other and to the real exchange rate, \i; relates to the evoluation of the terms of
trade, A\ig — A1g are associated with the consumption Euler equations, and finally Ay relates

to the resource constraint and A\9; to bond market clearing.

1.8 Appendix B. Welfare results

I compute the consumption-equivalent welfare loss of having incomplete markets in the form
specified in this paper, under optimally set fiscal policy and under the optimal spending
composition. The welfare gains from setting fiscal policy optimally can thus be deducted.

I follow Schmitt-Grohe and Uribe (2004) and Devereux, Lane, and Xu (2006) in comput-
ing the second order consumption-equivalent welfare measure. I define the consumption-
equivalent welfare cost of having incomplete markets and adopting the optimal spending

composition, as compared to complete markets, A?°¢| as to satisfy the equation:
Eo) B {nU((1 = X5)CEM, GEM LEM) + (1= m)U((1 = XO5)CyoM G, ;M) )
t=0

=By 3" B {nU(CP5, GP%C, L) 4 (1~ m)U(G;O%C, G105, [;05)} = W
t=0
Using the functional forms specified in section 2, the above can be rewritten in the following
way:

1
CtC]Wlfo_i_C:CJWlfa] %

(1= 0)(1 = B) [ WS¢ = WM + 322 3 iy
Ztoio 615 (CtClea + Ct*Cleg)

OS¢ =1 — (1.27)

The measure is computed conditionally on being in the deterministic steady state at time
zero. A second-order approximation to the above welfare measure requires second-order
approximations to welfare and consumption under the different financial market structures
and fiscal policy regimes. These approximations are a function of the steady state values and
the second derivative of the relevant policy functions, see Schmitt-Grohe and Uribe (2004).
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For example, given the approximation to the policy function under incomplete markets and
optimal spending composition, h9°¢, the welfare measure can be computed in the following

way

var(€;)
2

var(e;)

WOOSC — V_VOSC + hEOGSC(WOSC) 5

1 hOSE(Wose)UNG) | os(117050) (e, )
where hQ5C(WO5C) denotes the second derivative of the policy function for W€ with
respect to the technology shock to country H.
Similarly, in order to get a measure of the welfare cost of incomplete markets under Ramsey
optimal fiscal policy:
1

00 CCM170+C*CM170- 1o

(1= 0)(1 = ) W = WM + 302, g e e
Z?io Bt (OtCMl—a + O:CMI_U)

M=1- (1.28)

The difference between those two welfare costs constitutes the welfare gains from implement-

ing optimal fiscal policy as opposed to satisfying the optimal spending composition:

)\OPT,IM _ )\OSC _ )\R (129)

Welfare gains are reported in the table below. They are correct up to second order.

Table 1.2: Welfare gains from Ramsey optimal policy

Low trade elasticity High trade elasticity

(0.5) (4)

Welfare gains from Ramsey optimal fiscal policy
in percent of welfare costs of incomplete markets 66 1.26
under optimal spending composition

To complete the welfare analysis, the welfare losses associated with the different fiscal
policy regimes, and according to the financial markets structure, with respect to the efficient

allocation figure below.
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Table 1.3: Welfare losses with respect to the efficient allocation (¢ = 0.5)

Optimal fiscal policy under complete markets, and sticky prices 0.0040
Optimal spending composition under complete markets, and sticky prices 0.0071
Optimal fiscal policy under incomplete markets, and sticky prices 0.0828

Optimal spending composition under incomplete markets, and sticky prices 0.2377

The welfare loss is computed in percent of steady state consumption.

1.9 Appendix C. Robustness and Sensitivity

In this appendix figures a more detailed robustness and sensitivity analysis than the one
figuring in the paper ”Imbalances and Fiscal Policy in a Monetary Union”. First, I investigate
the robustness of the results found in that paper with respect to different kinds of shocks.

Thereafter figure some sensitivity analyses which are only mentioned briefly in the paper.

Robustness

News shocks. A news shock is defined as in Devereux and Engel (2006) and Corsetti,
Dedola, and Leduc (2010a) and corresponds to an anticipated technology shock. The process
of productivity is modelled as a sum of two processes: a technology process and a news

process, i.e.

Uy
A== 1.30
= (130
log Uy = pylog U1 + €yt + €uy (1.31)
logV; = pylogViy + €44 (1.32)

where p, > p, and €, and €, represent white noise technology and news shocks respectively.
I follow Corsetti, Dedola, and Leduc (2010a) in setting the standard deviation of €, to +/0.02
such that the unconditional variance of productivity is similar to the case where there are

no news shocks and the standard deviation of ¢, is 0.01 as in the benchmark numerical
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exercise. I also follow them in setting p, = 0.9. When a news shock hits (e, # 0), then
productivity starts increasing the period after the shock hits - not immediately. Given the
parameterization, productivity only reaches its peak 13 quarters after a news shock has
hit. Figure 1 shows the optimal policy response to a news shock of one standard deviation,
assuming that no technology shock hits simultaneously, that is ¢,, = 0 for all ¢.

The optimal fiscal policy in the face of a news shock is very similar to the one following a
technology shock. Under complementarity of the internationally traded goods, the optimal
fiscal policy combination ensures a reduction in the international imbalances at the expense
of higher output gaps. This is illustrated in the impulse responses following a domestic news

shock below.

Figure 1.6: Optimal policy under sticky prices and complementarity (¢ = 0.5).
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”"H, Ramsey” refers to the response of Home variables under Ramsey fiscal and monetary policy. "H, opt
spend comp” refers to the response of Home variables in the case where monetary policy is Ramsey optimal
whereas government expenditures are set at their optimal spending composition level, i.e. such as to close
the spending composition gap. ”eff” refers to the case of complete markets with a zero inflation rate. For
all variables, except for the annualized real interest rates, deviations are shown relative to their steady state
level. The real interest rates depicted are not identical to the international bond yields which depend on
debt levels.

Preference shocks. Whereas Beestma and Jensen (2005) find that preference shocks do
not imply any trade-off for the policy maker within their complete markets framework,!

they point out that under incomplete markets such shocks affect the cross-country demand

31Their results hinge on PPP holding. Hence, their results do not go through in my model under complete
markets in the presence of home bias in consumption. Without home bias in consumption implying that
PPP holds, my results are identical to Beetsma and Jensen (2005). Note that Gali and Monacelli (2008)
ignore demand shocks, whereas Corsetti et al. (2011) consider the effects of preference shocks, and find
results that are similar to those arising within this monetary union framework.
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imbalances directly, potentially creating a risk-sharing role for government expenditures.
Indeed, I find that country-specific preference shocks lead to movements in demand imbal-
ances, which are optimally corrected by government expenditures - but only when the trade

elasticity is low.

Figure 1.7: Optimal policy under sticky prices and complementarity (¢ = 0.5).
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See notes for Figure 1.

As Figure 2 shows, the results found for technology shocks go through to a large extent
in the presence of preference shocks as well: Under a low trade elasticity the international

imbalances are corrected, at the expense of wider national output gaps in the medium term.

Mark-up shocks. Markup shocks are modeled as changes in the production tax. Making

the tax rate time-varying, the maximisation problem of the firm producing good h becomes:

E s 1— - — 1.
gtl(?f)( t; Q Mt,t+s{[( Tt+s)pt(h) Aps ]yt7t+s(h)} ( 33)

The resulting first order conditions imply that prices are set according to expectations of

future marginal costs, demand, and tax rates in the following way:

[e's) s CC,tC;FGS %
0 > smolf) Pips  Atgs Yri+s(h) (1.34)

pe(h) = —
-1 > eo(aB)* (1 = 1u4) chsit:s Yetts(h)
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This in turn implies that the price dynamics can be written in the following way under a

time-varying tax rate:

1—ani} 0 1
T o (1.35)
-« 0 —1)x;
- s PH s — .
r; = Z(Ozﬁ) (ﬁf)"Atﬁﬂ)Dzspngégs
s=0 )
= A;(H”)Dz‘sp?Y;g" + By T (1.36)
- P P
2 s Hit+s\9—11 Ht+s —c
e = af3)*(1 — T CotCrio Y its
= D () P e O i
= (1= 70)CcuCy " pud Yy + ofmy af (1.37)

Note that if firms operate in an environment with perfectly flexible prices, the representative

domestic firm sets its price to equal a constant markup over after-tax marginal costs:

P 0 1w
-Pt (0_1)(]-_7—15)At Pt

Markup shocks e.g. induced by a change in the tax rate on production differ from technology
and preference shocks in that they are inefficient, meaning that they do not result from a
change in fundamentals (such as productivity), and any change in production that follows
such shocks is thus inefficient. Hence, under complete markets, government expenditures
are optimally used to contain the output deviations resulting from the mark-up. That is,
the optimal response of government expenditures to a mark-up shock does not decrease the
inflationary pressures, nor does it ensure the optimal spending composition - but it does
imply lower deviations of output.

Under incomplete markets and a high trade elasticity, the same pattern is observed as under
complete markets. Again, this results from the output distortion impeding much more on
welfare than any of the other distortions: under optimal government expenditures, output
deviations are decreased at the expense of higher inflation, a wider demand gap, and optimal

spending composition gaps.
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Figure 1.8: Optimal policy under sticky prices and substitutability (¢ = 4).
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See notes for Figure 1.

Under complementarity of the internationally traded goods, optimal fiscal policy does not
consist in counteracting output distortions and disregarding demand imbalances. Instead,
the national fiscal policy instruments are optimally used such as to diminish the demand

imbalances, at the expense, this time, of output distortions and deviations from optimal
spending compositions.

Figure 1.9: Optimal policy under sticky prices and complementarity (¢ = 0.5).
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See notes for Figure 1.
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The relevance of the cross-country demand imbalances for the fiscal policy maker is ap-
parent when the internationally traded goods are complements - whether the shocks hitting

the economy are technology shocks, news shocks, preference shocks or mark-up shocks.

Sensitivity

Risk aversion. The results are somewhat sensitive to the degree of risk aversion since it
determines the importance of the substitution effect relative to the income effect of relative
price changes, in combination with the trade elasticity.

For lower values of risk aversion, e.g. a risk aversion coefficient of 1/5 which is close to P.
Benigno (2004)’s calibration, I find that though optimal fiscal policy still consists in reduc-
ing demand imbalances this is not done at the expense of other objectives. Notably, under
flexible prices, the decrease in the international imbalances which is achieved by adjusting

government expenditures optimally is not obtained at the expense of larger output gaps.

Different degrees of price rigidities. Earlier literature has pointed out that if the
degree of price rigidity differs across countries, then the scope for using country-specific
policy tools within a monetary union is enhanced, see e.g. Benigno P. (2004). That is, in the
specified framework, the stabilization role of fiscal policy would increase under asymmetric
price rigidities across the union. In order to assess the importance of such asymmetries for
the tradeoff faced by the policy maker, I investigate the case where prices are less rigid in
country H than in country F.3?

Under a high trade elasticity, the impulse responses show that the tradeoff faced by the policy
maker is almost independent of the presence of asymmetry in price rigidities. However, under
a low trade elasticity, when price rigidities are asymmetric, government expenditures are used
to a much larger extent to stabilize the output gap in the country with most sluggish price
adjustment, and to stabilize inflation. That said, its role in closing the demand gap remains
important. All in all, the results maintain the importance of the demand imbalances arising
under incomplete markets for the tradeoff faced by the policy maker, when the trade elasticity

is low.

328pecifically, I study the case where the firms in country H face a probability of 50 percent of being
allowed to change their price each period, whereas the firms in country F only face a similar probability of
25 percent.
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1.10 Appendix D. Optimal Policy under Flexible Ex-
change Rates

In this appendix, I show the optimal policy response to a country-specific technology shock
in a two-country model with flexible exchange rates. Hence, this section points out the
differences for policy makers of being in a monetary union as opposed to having national
monetary policy instruments. I first point out the transmission of shocks and policies under
complete markets, and then turn to the incomplete markets case. Since the degree of substi-
tutability of the goods matters for the transmission of shocks and policies, I consider both

the case where the goods are substitutes in utility and the case where they are complements.

Complete markets

Consider the case where TFP and thus the marginal product of labor increases temporarily
in the Home country. Under complete markets, the only distortion results from price disper-
sion following producer price changes, and it is thus optimal to avoid changes in producer
prices. Given the increase in Home aggregate supply (for given prices) which results from
the TFP shock, it is necessary to increase aggregate demand proportionally if price changes
are to be avoided. Hence, optimal monetary policy consists in reducing Home interest rates
such as to increase aggregate demand for the Home good.

The resulting depreciation of the Home currency, and worsening of the terms of trade, affects
the Foreign country differently according to the degree of substitutability between the Home
and Foreign goods. Indeed, because the response of real variables to price changes is very
sensitive to the trade elasticity governing the relative importance of the substitution and
income effects, we shall consider two scenarios: the case where the trade elasticity is high
(as in the trade literature), and the case where the trade elasticity is rather low, in line with
the international macroeconomic business cycle estimates. Under a relatively large trade
elasticity, the substitution effect of a change in relative prices dominates the income effect
such that demand for the Home good increases following a decrease in domestic prices. On
the contrary, under a lower trade elasticity the income effect dominates, creating different
dynamics between relative prices and output. These dynamics affect the transmission of
shocks and policies, and thus the optimal conduct of policy.

If the degree of substitutability is high such that the internationally traded goods are sub-
stitutes in utility, then the nominal exchange rate depreciation affects output in the Foreign

country negatively: demand for the Foreign goods fall. In order to avoid distortionary price
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movements - the optimal objective given that price dispersion is the only distortion under
complete markets - the monetary authority decreases the Foreign interest rate thus increas-
ing demand for the Foreign good. The interest rate is decreased exactly so much as to ensure
that producer prices are constant, see Figure 1.10. At that point, Foreign output is lower
than initially because of the terms of trade change, but producer prices are the same.

If the internationally traded goods are instead complements in utility, meaning that the trade
elasticity is rather low, the effects of the exchange rate depreciation are different. First, the
exchange rate depreciation leads to an increase in aggregate demand for the Foreign good
because of the domination of the income effect: The exchange rate depreciation increases
the relative value of the Foreign currency and thus the income of Foreigners. Due to home
bias in consumption the relative demand for the Foreign good thus increases following a de-
preciation, and not the other way around. The optimal F real interest rate response consists
in a decrease to offset the effects of the Home depreciation on Foreign producer prices, see
Figure 1.11.

As a result of monetary policy being able to achieve the first best allocation under sticky
prices and complete markets, fiscal policy does not play a stabilization role. Instead, gov-

ernment spending is optimally set such as to satisfy the optimal spending composition.

Incomplete markets

When international financial frictions are present, the interest rate and nominal exchange
rate movements ensuring the efficient expenditure-shifting under complete markets are no
longer optimal. As noted by Corsetti, Dedola, and Leduc (2010b), under incomplete markets
"the economy will generally be away from its first-best allocation in response to efficient
shocks”?3. The impulse responses to a Home TFP depicted in Figure 1.10 and 1.11 illustrate
that optimal monetary and fiscal policies cannot ensure zero producer price inflation (PPI),

zero output gaps and a zero demand gap simultaneously.

Substitutability. Figure 1.10 depicts the impulse responses following a Home technology
shock in the case where the traded goods are substitutes, under complete and incomplete
international financial markets. Whereas government spending does not serve as a stabiliza-

tion tool under complete markets, it does play a role under incomplete markets.

33This is so except for in the special case of only technology shocks and macroeconomic independence

(oo =1).
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Consider the effect of a domestic productivity shock, leading to a fall in prices.?* Due to
the domination of the substitution effect over the income effect, Home agents experience
an increase in income following the shock. Since they wish to smooth consumption over
time, they lend funds to the Foreign agents. As under complete markets, the shock requires
a decrease in interest rates in order to increase demand towards the zero-inflation output
level. However, a fall in interest rates not only decreases the deflationary pressure, but
also increases income through the increase in demand, thereby increasing Home wealth and
creating a current account surplus. Hence, to avoid large current account imbalances asso-
ciated with financial distortions, it is optimal to have the interest rate fall less than under
complete markets. As a result both output and prices will be lower than under complete
markets. Given that the efficient allocation cannot be achieved through monetary policy,
it is optimal to complement it by using fiscal policy as a stabilization tool. The optimal
fiscal policy consists in decreasing Home government spending with respect to its optimal
spending composition level, thus putting further deflationary pressure on domestic prices,
thereby switching demand towards the Home good. Optimal fiscal policy thus ensures a
lower output gap (with respect to the complete markets level), but increases deflationary
pressures and the demand imbalances thus increasing the distortions arising due to financial
frictions. The interest rate and government spending lead complementary roles: monetary
policy reduces inefficiencies arising from inflation and international imbalances, whereas fis-
cal policy increases welfare by reducing the output gap.

The Home TFP shock affects the Foreign economy through its effect on the nominal ex-
change rate: the demand for the Foreign good decreases. In order to avoid large output and
price fluctuations in country F, it is optimal to decrease the Foreign interest rate such as to
increase demand - but the movements will be lower than under complete markets because
the exchange rate shock to the Foreign country is lower. Indeed, the fall in the Foreign
interest rate leads to an increase in demand for the Foreign good in the presence of home
bias in consumption, and thus to an increase in Foreign income. This is desirable in order
to avoid large current account fluctuations. This is why the policy maker will decrease the
Foreign interest rate more than he would have done under complete markets for a similar

exchange rate shock, making the Foreign output gap positive. Under these circumstances,

34Note that the nominal depreciation, through the increase in the domestic consumer price level due to
rising import prices, leads to an increase in marginal costs at first and thus to a positive PPI inflation rate
initially. Since producer prices relative to consumer prices are set at a mark-up over marginal costs, the
increase in domestic consumer prices resulting from the nominal exchange rate depreciation is consistent
with rising producer prices (though relative producer prices fall) in the first periods. Over time, as prices
adjust, producer price inflation turns negative.
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it is optimal to increase Foreign government spending such as to decrease the output gap,
at the expense of higher inflation and a higher debt burden i.e. higher imbalances across
countries. That is, also in country F does monetary policy decrease inflationary pressures
and frictions due to international imbalances, and also does government spending decrease
the output gap.

As Figure 1.10 shows, the optimal conduct of monetary policy is dependent on the financial
markets structure and contributes to limiting the demand imbalances arising due to inter-
national financial markets: a higher Home real interest rate decreases Foreign debt and thus
deviations from full risk sharing. That is, optimal monetary policy simultaneously decreases
distortionary price movements and plays a risk-sharing role. On the contrary, optimal fiscal
policy does neither decrease price movements nor reduce the cross-country demand imbal-
ances resulting from internationally incomplete markets under a high trade elasticity; it does
not play a risk-sharing role. This conclusion, however, does not hold when the internationally

traded goods are complements.
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Figure 1.10: Flexible exchange rates and high trade elasticity (¢ = 4).
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The impulse responses are those following a one-standard deviation shock to productivity in country H. "H,
Ramsey fisc pol” refers to the response of Home variables under Ramsey fiscal and monetary policy. "H,
opt spend comp” refers to the response of Home variables in the case where monetary policy is Ramsey
optimal whereas government expenditures are set at their optimal spending composition level, i.e. such as
to close the spending composition gap. ”CM” refers to the case of complete markets with a zero inflation
rate (the sticky-price allocation and the flexible-price allocation are identical). For all variables, except for
the annualized real interest rates, deviations are shown relative to their steady state level. The real interest
rates depicted are not identical to the bond yields which depend on debt levels.

Complementarity. Consider now the case where the traded goods are complements, il-
lustrated in Figure 1.11. In that case, the Home TFP shock leads to a temporary fall in
domestic income: the lower price of the Home good decreases income because the substitu-
tion effect is weak. Home agents thus wish to borrow from Foreign agents in order to smooth
their consumption over time. We have seen that under complete markets, it is optimal to
decrease the interest rate to the point where demand ensures that the firms do not have
any incentive to change their prices. Under incomplete markets, it is optimal to decrease
the Home interest rate further, thus putting inflationary pressure on Home producer prices,

and thereby increasing Home income, and thus reducing the debt of Home agents. As a
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result, monetary policy is more aggressive under incomplete markets, and leads to a nomi-
nal exchange rate appreciation. However, the resulting nominal exchange rate appreciation
implies large deviations from full risk sharing unless Home prices fall and Foreign prices rise
such that the real exchange rate appreciates less than the nominal exchange rate. Hence,
in order to avoid large deviations from full risk sharing the fall in Home interest rates must
be accompanied by falling Home prices and rising Foreign prices. Due to the domination of
the income effect, this in turn implies that the Home output gap is negative and the Foreign
output gap is positive.

Since the substitution effect is weaker than the income effect, the decrease in Home interest
rates appreciating the Home currency decreases Foreign income and demand. The optimal
monetary response to this shock is different than under complete markets because a fall
in Foreign interest rates not only brings the economy closer to its unconstrained efficient
allocation, but also increases international imbalances through its positive effect on prices
and thus income in country F. Hence, the Foreign interest rate is decreased less than under
complete markets.

Whereas monetary policy has adverse effects on output and demand gaps, government spend-
ing can reduce these inefficiencies simultaneously. Indeed, a rise in domestic government
spending has inflationary effects on Home goods, thus increasing Home income. That is, an
increase in government spending lowers price distortions and the output gap and simulta-
neously reduces Home debt thus decreasing international imbalances. Note however that it
is not optimal to increase Home government spending so much as to eliminate any of the
distortions totally since the welfare costs in terms of deviations from the optimal spending
composition would be too large. Similarly, it is optimal to decrease Foreign government
spending. Indeed, through its deflationary effects it reduces inflation and Foreign income
and reduces demand thus reducing the output gaps. As in the Home country, government
spending thus plays a role in reducing all distortions at the cost of deviations from the

optimal spending composition level.
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Figure 1.11: Flexible exchange rates and low trade elasticity (¢ = 0.5).

Optimal policy under complementarity

Real intrates 4 G, ex
D.042 : : 1018 : o
0.04
0.028
0.036 . . . -5
0 10 0 a0 40 0 10 20 a0 40
x10® T-gaps PRI
2 , 0.0z
1 p 0ok
0 ot
L T oMb ee——T T
L . . P . .
0 10 20 a0 40 0 10 20 a0 40
4 Ca(BIP 4 D-ga)
a1 . (. ) . 4510 ‘ gl P
, .
1 LI
B T
N - 5 ——
. - T
2 ~ e -l
- 0
3 -5
0 10 0 a0 40 0 10 20 a0 40
— — —H, Ramsey fise pol F, Ramsey fisc pol - H, opt spend comp F, opt spend cormp H, Ch F,CM

See notes for Figure 1.10.

Under a low trade elasticity, optimal government expenditures do not only correct output
gaps, but also inflation and cross-country demand imbalances: It takes on both a stabilisation
and a risk-sharing role. However, whether the reduction in the international imbalances
occurs explicitly such as to reduce the distortions resulting from financial frictions, or whether
it is simply the bi-product of an optimal reduction of output gaps and inflation cannot be
seen here. Indeed, since there is no fiscal policy trade-off between domestic and international
objectives, the importance of the cross-country insurance role with respect to the domestic
stabilization role of government expenditures cannot be determined. Since this trade-off
is present within a monetary union, fiscal policy making differs according to the monetary
framework, i.e. whether the two countries form a monetary union or have different monetary
policy instruments: Under flexible exchange rates, ”keeping one’s own house in order”, i.e.
targeting domestic objectives is sufficient to achieve the optimal fiscal policy - this is not so

within a monetary union!
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1.11 Technical appendix to Chapter 1

Loss functions under Complete and Internationally Incomplete Markets

Introduction

In the following, I will explain how to derive the quadratic approximation to the loss function

as figuring in Chapter 1 entitled ”Imbalances and Fiscal Policy in a Monetary Union”. This

is done by approximating the world welfare function; the resulting loss function is correct

up to second-order. I followed Benigno and Benigno (2006), or Ferrero (2009).

The steps to derive the loss function, explained for the model used in Chapter 1 in the

remainder of this appendix, are:

1. First, I derive the second-order approximation to the welfare function. The approxi-

mation to the welfare function can be written as

W = Eo Y oo B {zha + 2} Zpoy + €, 2y + 2l€, + €, Zcc€,} where x denotes a vector

of variables which will only appear quadratically in the derived loss function, and e

denotes the vector of (exogenous) variables which will not be replaced by quadratic

terms.

2. Second, I take a second-order approximation of the equilibrium equations: the AD-

equations, the AS-equations, the real exchange rate (RER) definition and the resource

constraint. These approximations can be expressed as systems of the form riz; +

1,.7 Dt ! D1 7 1 7 s _ . 13 : : .
ST R + € Ry + i€ + 56 R €, = 0 where 4 refers to equilibrium equation 1.

3. In order to get a loss function which is quadratic in the vector x, I replace all the

linear terms in x appearing in the welfare approximation by quadratic terms. The

following steps explain how to achieve this. I compute the vector ¢ which satisfies

1.2

the equation A,( = z, where A, = [r. r7 ..]is a matrix containing the linear terms

x x

in the equilibrium equations as specified above and z, is the vector containing the

linear terms of the welfare function approximation to be replaced. Replacing 2},

1,/ pl /I Rl 1 1 7 mp1
- [ixtR:m:mt + EtRe:L’xt +ree + EetReeet}

by ('Nyay = ¢ | = [321R2, 2 + €,RE, a0 + 126, + 36,R%¢,] | corresponds to using the

T

second-order approximations to the equilibrium equations to replace the linear terms

in z in the welfare function. This yields a loss function which is quadratic in = (the

endogenous variables of the system).
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4. Following, I reduce the loss function such as to include only deviations in a limited

amount of variables, by using first-order approximations to the equilibrium equations.3?

In the following the method described above is applied to the model figuring in Chapter 1.

Method

The following vectors of variables will be used throughout this appendix:
T, = [YH,t Cy Yﬁt ét* T, Qt]
¢=|A A A G Gl
Second-order Approximation to the Welfare function

Assuming that the countries are symmetric, the second order approximation to the common

welfare function is

W= EOZﬁ{{UCCCt (1—U)Cf]+Ugé[G’t+%(1—a)éf].

e 1 ) S 1oy, (1+nf)ab
vl - . Ve S 2
YH YH,t[l + 2(1 + n)YHﬂf (1 + n)At)] QYH (1 . O./)(l . Oéﬁ) 71-H,t}_’_

o 1 A et A 1 A
{UsC(6; +5(1 = )G + UsG1Gr + 5(1 = 0)G??)

N 1 - - 1 (1+nd)ab
VY L4 (14 )V — (L4 ) AD)] — —YA 2 }
(1.38)
In matrix form, this amounts to:
d 1 1 1 1
W = UcCEj Zﬁ 2 ry + 2:zth T+ Ty 26 + 2etZ6€et + 2z,rH7rHt + QZ,TFWFt] (1.39)

t=0

where

2y = |:_YI_11+77 C_vl—o _?F1+77 C_f*l—a 0 0:|

=00 0 xG"7 xG]

35Tn the completely symmetric case without home bias and with complete markets, the loss function that
I obtain is the same as the one obtained by Benigno and Benigno (2006).
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[—Y (1 + 1) 0 0 0 0 0]
0 (1—0)Ct° 0 0 0 0
g 0 0 —Y: (14 1) 0 00
’ 0 0 0 (1—0)C*=7 0 0
0 0 0 0 0 0
I 0 0 0 0 0 0
Y (14 n) 0 00 0]
0 0 000
7. — 0 Yat"(14n) 0 0 0
0 0 000
0 0 000
0 0 00 0]
(0 0 0 0 0 |
000 0 0
Zee=10 0 0 0 0
000 x(1-0)G'° 0
0 0 0 0 X(1=0)G*177 |
Lyl (1 +nb)ad
o T (1-a)1—ap)
(14 nb)ab

_ 1
= T 0= aB)

Second-order Approximations to the Equilibrium Equations

The equilibrium equations of the model are the AD equations, the AS equations, a resource
constraint, as well as the equation relating the real exchange rate to the terms of trade. All
these equations can be expressed in terms of the variables figuring in the vectors x; (output
and consumption in each country, the terms of trade and the real exchange rate) and ¢
(the technology shocks, the current account and the levels of government spending). In this

appendix, for simplicity, I focus on the case where prices are fully flexible.3¢

In the following I present the second-order approximations to the equilibrium equations,

assuming that the monopolistic distortions are offset by appropriate taxation in the steady

36Introducing price stickiness is straightforward, see e.g. Benigno and Benigno (2006).
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state. Note that I define deviations of the current account in terms of output, i.e. C A, =

CA—CA
Yu

Note also that variables without a time subscript denote steady state variables.

. All other variables are defined in terms of deviations from their own steady state.

AS equations. The aggregate supply (AS) equation derived from optimal price setting

decisions under flexible prices is:

Puy 7 1w, 1Ly 1 Yy,
P (0-1)(1-71)A P ACT  AMCe
1 Yy,

l-¢125 _
lag + (1 —ag)T, ?]7¢ = Ai*”@

Taking a second-order approximation of the equation above and discounting it forward yields:
00 . . ) . 1 )
0= FEp Zﬁt[(aCt + Y — (L+n)A+ (1 —an)Ti + §aH(1 —ag)(1 - )7 (1.40)
t=0
which can be rewritten as:
G t / / 1 / / 1 /
0= Eg Z ﬂ [axzz:t + a €t + §ItAxl’t + ZEtAEEt + §€tAee€t] (141)
t=0
where

am:[n c 00 1—-apy O}

ac=[~(+m) 00 0 0

0000 0 0
0000 0 0
4 _ |0 000 0 0
0000 0 0
0000 ag(l—ag)(l—¢) 0
0000 0 0]

A =0

A =0
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For the Foreign country, the optimal price setting equation is:

Prpy 1 Y,
Pt* - A:1+17 C:_U
1 Y,

A;kl+17 C:_J

lag + (1 — ap) TP

Approximating to second order and discounting forward yields:

0 A A . . 1 A
0=FEo Y B'cC; +nYrs — (1+mA; — (1 —ap)T, + gar(l—am)(l - ¢)17]
t=0

which can be rewritten as:

> 1 1
0= EO Z /Bt[b;xt + b/EEt + il’ngxt + QZQBEEt + 56;366@]
t=0
where
bo=[00 0 0 —(1—ay) 0
be=[0 ~(1+n) 0 0 0]
(0 0 0 0 0 0]
0000 0 0
B, — 0000 0 0
0000 0 0
0000 ag(l—ag)(l—¢) 0
0000 0 0]
B.=0
B.=0

AD equations. The Home aggregate demand (AD) equation is:

P *¢ P* —¢
YH,t:aH<ﬂ) ot+a;,<ﬁ) e

= [CLH -+ (1 - (IH),Ttl_ﬂ 1=¢ [CLHCt + (1 - aH)QfO:] + Gt
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The second-order approximation to aggregate Home demand is:

~ ~ 1 ~ ~ ~ ~
oy + (1 —s.H)G + 55;1(1 — s )Yh, + G} — 2V, Gy
=o(1 - CLH)Tt + aHét +(1— aH)é: + (1 — aH)Qt

1 o ~ o ~ ~A o~ A A ~
+gan(l—am){e(l — )17+ CF + G + 6°QF — CiCF — ¢Qu(Cr — CF)} (1.44)
where s, =

eh
Yi©

Discounted forward, the AD equation can thus be written in the following way:

& 1 1
0= EO Z 6t[0;$t + CéEt + 51’26}1} + I‘;CEQ + 562066615] (145)
t=0

with

d = [—sc_l ag 0 1l—apg o(1—ag) o(1— aH)}

=000 —(1-5") 0

[—s71(1—sY) 0 0 0 0 0 ]
0 a 0 —a 0 —o¢a
0 0O 0 O 0 0
C, =
0 —a 0 a 0 oa
0 0 0 0 ¢(l—¢)a O
L 0 —pa 0 ¢a 0 »*a
where a = ay (1l — ap).
[0 0 0 s;'(1—sY) O]
000 0 0
000 0 0
C.=
000 0 0
000 0 0
10 0 0 0 0]
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0 00 0 0
0 00 0 0
Ce= (0 0 0 0 0
000 —s;'(1—s1) 0
000 0 0

Aggregate demand for the Foreign good amounts to:

PFt)¢ (P&)”

Y, =(1—a — C,+a — Cr+G

= ( H>(Pt cran () G
[

= [CLH =+ (1 — CLH)Y?_I] 1-¢ [(1 — GH)Q;¢Ot + (IHO:] + Gt

Similar derivations as for the Home AD apply to the foreign AD, and Foreign demand can

thus be expressed as:

Wi 4 (L= 570G+ o (1= sT)[VE, + G12 — 273, G
= —(1 —ag)Ty + anC + (1 —ap)C, — (1 — ay)Qy
1 “ N ~ ~ A A ~ N ~
+ EGH(l —ap){p(1 — @)I} + C} + C* + ¢*QF — C,CF — ¢Qi(Cy — CF)} (1.46)

Discounted forward, the Foreign AD equation can thus be written in the following way:

> 1 1
0=FE, Z BHdx + dles + §x;Dmxt + 2, D6 + §e;D6€et] (1.47)
=0

with
d, = [O l—ag —s;' ag —o¢(1—apy) _Gb(l_aH)}

=000 0 (15"

0 0 0 0 0 0 ]

0 a 0 —a 0 —oa
D, — 0 0 —s;'(1—sY) 0 0 0

0 —a 0 0 oa

0 0 0 ¢(1—¢)a 0

0 —¢a 0 da 0 da
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where a = ag (1 — agy).

0000 0
0000 0

D, — 0000 s;'(1-s"
0000 0
0000 0
000 0 0 |
(0 0 00 0 |
0000 0

De=10 0 0 0 0
0000 0
00 00 —s;'(1—s.1))

Real Exchange Rate. The definition of the real exchange rate is:

_1
avatl—¢ + (1 o (ZH) 1—¢

ag + (1 — CLH)T'tl_(’b

This definition of the real exchange rate yields the following second-order expansion®’:

Q: = (2ay — VT, (1.48)
which implies
0=E S Bl (1.49)
t=0

where

%:@000002M—1q]

Resource constraints.

3"The equation is only exactly log-linear when the home bias is symmetric across countries
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Incomplete markets. When markets are incomplete it is necessary to keep track of

t38

the evolution of the current account.®® One of the resource constraints is sufficient for this.??

The Home resource constraint, describing the current account, is:

B P 1 By 1 B
Ct + H,t — H,t (YH’t _ Gt> + . H,t 1 F7t

: -1 :
A1 i)®BnB) ~ P m P (B VA
Py By 1 By 1 Bry
& Yy~ G) = Ci+ s - e —1 L
P, (Vi = Gi) = Ce P,(1+1i,)®(Bu./P) m P ®(Bpy/Py) ]Pt*(l + zt)Qt
Defi h CA, = Bt _ 1 Buia 1 Bpy
efining the current account as t = B(ii)®(Bu/P)  m Pis [q)(BF,t/Pt*) ]P* 1+zt)Qt’

the resource constraint simplifies to:

P 1
;tO/Ht—Gt) :Ct—i‘CAt [GH+(1—CLH>T1 ¢]¢ (YHt_Gt) :Ct+CAt
t

Taking a second-order approximation of the above specified resource constraint yields:

- 1 . 1 . N
5o Ve = (5" = DGe+ 5. (U= s, Vi 4 50 (1= 5.6 + 5. (s¢7 = DY Gy
~ ~ 1 ~ N —
— (1 —am)Ty+Cy + s CA + 5aH(1 —ay)(1 = @)I7? — s C,C A, (1.50)

where CA, = CA=C4,
H

Discounted forward, the above approximation can be written in matrix form as:

- 1 1
0= EO Zﬁt[f;.ﬂft + féEt + ix;Fxxt + .T;Feﬁt + 56;Fee€t] (151)
t=0

C

f;:[—s—l 100 1l—ay 0

38The current account constitutes an additional variable as compared to the complete markets case. The
linear terms in this variable, in the loss function, cannot be replaced by quadratic terms. Fortunately, the
current account does not enter linearly in the final loss function, and hence the fact that I cannot replace it
does not result in additional linear terms in the loss function.

39Tndeed, in combination with the AD-equations, the Domestic resource constraint implies that the Foreign
resource constraint must hold. Hence, it is redundant.
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and ) -
—s;'(1—=s) 0 0 0 0 0
0 -1 0 0 0 0
o 0 0 00 0 0
0 0 00 0 0
0 0 0 0 ag(l—ag)(l—¢) 0
I 0 0 00 0 0
[0 0 0 —s7'(1—s7Y) O]
00 —s;! 0 0
F— 00 O 0 0
00 0 0 0
00 O 0 0
00 0 0 0

000 0 0
000 0 0
Fe=10 00 0 0
000 —s;'(1-s." 0
0 00 0 0

Complete markets. Under complete markets, the full risk sharing equation holds.

The second-order approximation to the full risk sharing equation gt: = & is
t

A

o(Cr = C7) = Qi (1.52)
which, when discounted forward, amounts to:
0= 53 ke (1.53)
t=0

with
%:@—0000001
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Deriving the quadratic loss function

In the following, I explain the procedure which leads to the final quadratic loss function, or

loss function, illustrating the objectives of the Ramsey policy maker.

As we have already seen, the welfare function can be expressed in the following way:

1, |
SenrTrg] +ta.p + o] |e])

& 1 1
W =U-CE, Z B2k xs + §x;Zxa:t + 2y Zeer + = 5

2
2 Zﬂ'H ﬂ-H,t +
t=0

One can then derive ¢ such that

AC = %z
where A = [a, b, ¢, dy hy f.], i.e. A contains the first order terms appearing in the
equilibrium equations.
It then follows that
7] 1, / 1/ r ]
alxy — 5T Ay — Ty Aces — € Accer — agey
! 1, / 1 /
bl.x, — 5Ty Bowy — 1y Beer — 56, Becer — b€
/ 1, / 1 _s /
c xy — 5201y — 1iCc6r — 56,Cecer — CL6
Zry =N, = | 7| = K ! 2 (1.54)
dxl't — ZlftD Ty — xtD€€t — §€t ec€t — d €t
/ / 1
hx.flft —2xtHxxt — SUtHEEt — §€tH6€€t — h6€t
! 1, / 1 /
| [y ] | —s1 Fpwy — wpFeer — seiFecer — fleg |

Replacing z!z; by the above expression enables me to rewrite the welfare function in the
following way:

= 1 1 1
W = EO Zﬁtbx;ZI.’Bt + QT;ZgEt + §ZWH7T%{¢ + §Z7FF7T}2t

— (= xtA Ty — Th A — ) — Cg( :L’tB Ty — Ty Beeg — ...) — ..]
= EoZﬁt ST Zy — GAy — @By — )z + 2y (Ze — QA — QB — e

1
+ =€ (Zee — QA — @Bee — . )er + (2L — Ga, — (bl — ..)e

2
1 2 1 *2
+ 5(271'}1 - Claer - CQbﬂ'H - "‘)T‘-H,t + §(Z7TF - Claﬂ'F - CQbﬂ‘F - )ﬂ-Ft]

(1.55)
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In a simpler form, this can be expressed as

> 1 1 1 1 . .
W =By Y B'5alQuts + Qs + S61Quces + 6l + 5uu iy + S0nemi1) + i+ of el

t=0 2 2
(1.56)

where

Qe - Ze - ClAe - CQBG ..

Qee - Zee - ClAee - C2Bee -

Qe = Ze — C1ae — Cobe — ...

qﬂ'H = Z7TH - ClaﬂH - CQbﬂ'H -

QTI'F - ZTI'F - €1a7rp - C2b7TF -
Simplification

The welfare expression figuring above can be transformed such as to make welfare a function
of a smaller group of endogenous variables, e.g. a function of consumption and the terms
of trade as in Benigno and Benigno (2006), or a function of world output and the terms of
trade as in Corsetti, Dedola, and Leduc (2010b), by using the first-order approximations to

the equilibrium equations.
Indeed rewriting the system of first order approximations to the equilibrium equations in

the following way:
Tt = Nyyt + Neet (157)

where y; is the vector of variables we want to figure in the loss function, allows me to rewrite
the loss function as:
- t 1 1 A ! A 1 ! ) ~/ 1 2 1 *2 : 3
W=FE)Y 8 (59 Quye + yQeer + g eQcces + Get + S myTiry + GnpTry] + 4.0+ o |le]]”)
t=0
(1.58)
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where

Qy - N;;QxNy

Qe = N;QxNe + N;Qe
Qee = NE/Q:ENG + 2N€/Qe + Qee

de = {e

In the following section I will use the approach described above in order to derive loss func-
tions. I will focus on the case where government spending is wasteful: y — 0. This case gives
a clear picture of the objectives of the policy maker, and the relative weights put on these
objectives, whatever the policy instruments available. However, it does not emphasize the
role of government spending as the fiscal policy instrument, nor does it point out that the
fiscal policy maker trades off the objectives in the derived loss function with the distortions
arising from using his instruments. In the case of government spending entering the utility
function, the policy maker would have to trade off reducing the different inefficiencies as
illustrated by the derived quadratic loss function with avoiding deviations from the optimal

spending composition.

The transformation needed in order to achieve a loss function which is quadratic in out-
put and terms of trade, such that y;, = }A/H,t }/}Fﬂf T, is:

1 0 0
ap 871 _I—CLH —1 _QQH(I—GH)¢
2ag—1°7¢ 2ag—1°7¢ 2ap—1
0 1 0
Ny = . l—agy 8_1 ap S_l 2aH(1faH)¢> (159>
2ag—1°-¢ 2ag—1°-¢ 2a—1
0 0 1
L 0 0 Z(ZH—l
[0 0 0 0 0 1
000 zH5(1-s) —52(1—s")
0 00 0 0
N, = e . B (1.60)
0 O O —m<1—80) m(l—sc)
0 00 0 0
000 0 0 |
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Furthermore, I use the definition

Dgap, =0 (C; — Cf) — Q

o P - d¢oag(l —ay) + (2ag — 1)? »
=T s Vuy — Vi) — T,
Say =1 Vi = Vi) a5 — 1 !
o ~ ~
1-s. (G -G
+ 2aH_ 1( SC )( t t)

to introduce the Dgap measure quadratically into the loss function.

Quadratic loss function

In this section figures the quadratic loss function in the case where prices are flexible and
government spending is wasteful. This simplification clarifies how the benevolent policy
maker’s loss function is affected by the introduction of market incompleteness in a relatively
simple context, and whatever the potential instruments of the policy maker might be.

Eliminating the terms which are linear in production, consumption, and the terms of trade as
well as the exchange rate, as explained above, and using the transformation system figuring
in the previous section, the quadratic loss function of the policy maker under complete

markets can be expressed as:

L=Eyy {(o+m(Vue = Yiue) + (Viu = Vo))
+2ag(1 — aH)M[‘laH(l —ap)¢o + (2ay — 1)1}

—day(1 —ag) (9o — V)T,(Yie — Yig)} + ti.p. (1.61)

where t.i.p. denotes terms independent of policy making, and

~ 2(2aH — 1)2(1 + T]) A

Y, = 5 ¢
(2ag —1)’n+ o[l —2ay(1 — agy)]

- 2(2az — 1)%(1 + N

7 = oy 1Pt
(2ay — 1)?n+ o[l —2ax(1 — agy)]
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Under incomplete markets, in stead, the loss function is:

L£=Eyy Ao +n)(Vie = Yue) + Vee = Vo))

t=0
(g0 — 1)

-+ 2CLH(1 — CLH) [4CLH(1 - aH)(bO- + (QCLH - 1)2]712

—dag(1 —ag)(¢po — V)T,(YViry — Vi

2ap(1 —
) + MDgapf} Ftip.  (1.62)

The loss function is exactly similar to the one derived under the assumption of complete
markets, except for the introduction of demand imbalances into the loss function.*® As in
Benigno and Benigno (2006), or Corsetti, Dedola, and Leduc (2010b), the quadratic loss
function of the benevolent policy maker is increasing in output gaps and terms of trade
movements. Moreover, the demand-gap enters in the loss function illustrating the distor-
tions associated with deviations from full risk sharing across countries.

The relative coefficients attached to the terms of trade and output targets are identical across
market structures. Only the additional demand gap target makes the rules different accord-
ing to the international financial market structure. The coefficient in front of the demand
gap, assigning the relative weight that this objective should be given relative to the other
objectives, is dependent on the degree of home bias, as well as on the inter-temporal elas-
ticities of labor and consumption, and on the trade elasticity.*'. This confirms the findings
in Corsetti et al (2011) that openness and elasticities play a key role in shaping the policy
trade-offs in open economies with incomplete markets.

Specifically, the following Proposition holds:

Proposition 1.1 In the case where the countries are symmetric, prices are flexible, and gov-

ernment spending is wasteful, the relative weight the Ramsey policy maker attaches to reduc-
92D
ing international demand imbalances is decreasing in the trade elasticity: a%pT < 0 for ¢ >

1
1- 8ap(1—ap)
- s -

40Indeed, all the terms which are linear in bonds (the current account) and the interest rate cancel out, so
that the final loss function is quadratic. The assumption of cooperation is crucial for this result. Note also
that under complete markets and no home bias in consumption, the rule can be rewritten as in Benigno and
Benigno (2006).

“1Even though the trade elasticity does not figure in the coefficient on the D-gap, it enters the coefficient
on the terms of trade and thus affects the relative weight assigned to either of those objectives
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Note that ¢ needs to be very small for the proposition not to hold, under a wide range

of plausible values for the coefficient of relative risk aversion and home bias in consumption.

Sticky prices and government spending. Introducing sticky prices renders the coef-
ficients in front of inflation positive. Because inflation is distortionary under sticky prices,
it enters the loss function of the Ramsey policy maker. However, the introduction of sticky
prices does not affect the other relative coefficients in the loss function.

Similarly, the loss function of the policy maker would be affected by the presence of gov-
ernment spending in that deviations from the optimal spending composition (government
spending gaps) would be present in the loss function. These show that it is optimal to
avoid too large deviations from the optimal spending composition level. Indeed, the policy
maker, when allowed to use government spending as fiscal policy instruments, would like
to, simultaneously close output gaps (through efficient terms of trade movements), close the
international demand imbalances when markets are incomplete, and close the government

spending gaps.

The rules show which distortions are important for the policy maker. The exact way in
which the trade-off differs between the different cases studied here depends on the parame-
ters affecting the relative coefficients. When restricting the fiscal policy instruments to be
government spending, allowing for x # 0, and introducing price stickiness, due to the many
coefficients and the fact that they are affected simultaneously by the parameters, it is hard
to compare those coefficients. The natural next step to analyse this more complex case is
thus to engage in numerical analysis, as done in ”Imbalances and Fiscal Policy in a Monetary

Union.”
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Chapter 2

Fiscal Policy Interactions and

Imbalances in a Monetary Union

2.1 Introduction

Are there important economic consequences from conducting fiscal policy at the national
level within a monetary union? This question was first addressed in the 1960s in the frame-
work of the theory of optimal currency areas, then regained interest with the construction
of the Economic and Monetary Union (EMU) in the 1990s. Recently, the eurozone crisis
has put the question into the spotlight once again. This paper aims at assessing the effects
of strategic fiscal policy interactions between countries taking part in a monetary union.
Specifically, T investigate the consequences for imbalances and price misalignments across
countries.

The investigation is based on a two-country DSGE model of a monetary union in which there
are international financial frictions. Furthermore, firms are monopolistically competitive and
set prices sluggishly. These features imply inefficiencies in the face of country-specific shocks,
and ensure a potential stabilization role for fiscal policies. The inefficiencies arising in this
monetary union framework can be illustrated by imbalances, price misalignments, and out-
put misallocations. I show that the importance of these inefficiencies depend on the strategic

interaction of fiscal policy makers.

The analysis carried out in this paper contributes to the strand of the New Open Econ-
omy Macroeconomic literature dealing with the consequences of strategic interactions be-

tween policy makers. This literature first focused on monetary policy interactions; Obstfeld
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and Rogoff (2002) as well as Corsetti and Pesenti (2001) are part of that earlier literature.
Corsetti and Pesenti (2001) show that national policy makers face an incentive to attempt
to manipulate the terms of trade in their favor - they face a terms of trade externality.
This terms of trade externality implies that inward-looking monetary policies are welfare-
deteriorating, due to increased inflation volatility - unless the benchmark case of no spillovers
across countries figuring in Obstfeld and Rogoff (2002) is considered.

The strategic interaction of fiscal policy makers in open economies has been considered inter
alia by Lombardo and Sutherland (2004), as well as by Benigno and De Paoli (2010). My
analysis departs from theirs in that I consider a monetary union with international financial
frictions which affect misalignments and imbalances across countries and shape the fiscal
policies. Indeed, the presence of internationally incomplete markets imply deviations from
perfect risk sharing which affect not only the transmission of shocks, but also the optimal
behavior of fiscal policy makers. The incentive to engage in strategic fiscal policy making
and the consequences thus also depend on international financial markets.

The inclusion of international financial frictions is motivated by the empirical evidence on
relatively low risk sharing across countries, also within the EMU, indicating that there are
international financial frictions which prevent international risk sharing from taking place,
see e.g. Demyanyk, Ostergaard, and Sorensen (2008). Though the presence of international
financial frictions and the resulting deviations from perfect risk sharing might have impor-
tant consequences for welfare, optimal policy making and the transmission of shocks across
countries, they have not been introduced into the literature on fiscal policy making in open
economies.! I contribute to the literature by pointing out the potential importance of market

incompleteness in a monetary union with independent fiscal policy makers.

I analyse strategic fiscal policy interactions in a two-country DSGE model of a monetary
union with nominal rigidities and international financial frictions. I show that the fiscal
policy makers in this framework face an incentive to switch the terms of trade in their favor.
This incentive, the terms of trade externality, results in a Nash equilibrium where inflation
differentials across countries and intra-union imbalances may be significantly larger than if
the fiscal policy makers had cooperated. Indeed, the main results of the analysis is that
strategic interactions between national fiscal policy makers can lead to excessive inflation
differentials across countries as well as sub-optimally high current account imbalances within

the monetary union. When this is the case, there are non-negligeable welfare losses associ-

In the monetary policy literature, inter alia Corsetti, Dedola, and Leduc (2010) have emphasized the
importance of international financial markets for optimal policy making.
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ated with conducting national fiscal policies strategically.

These results seem important in the context of the current eurozone crisis. Indeed, they
indicate that part of the excessive inflation differentials and current account imbalances ob-
served between the core and the periphery of the zone could potentially be explained by
the strategic conduct of fiscal policies. In the light of this analysis, it might be beneficial to
re-consider the potential gains from fiscal policy cooperation within the EMU, since fiscal
cooperation might lower imbalances arising in the face of country-specific shocks. Especially,
if these imbalances have negative effects not considered here, e.g. through their effects on
risk in the banking sector, fiscal cooperation could imply even larger benefits than those

found here.

The next section highlights the main features of the framework used for the investigation
of strategic interactions between fiscal policy makers in a monetary union. The subsequent
section derives analytical characterizations of optimal fiscal policy making under coopera-
tion and non-cooperation. In Section 4 figures a numerical analysis emphasizing the effects
of fiscal policy interactions on price misalignments, international imbalances, and welfare.

Section 5 then concludes the paper.

2.2 Model

The model used for this analysis is similar to the two-country DSGE model of a monetary
union presented in Chapter 1. Only the settings of monetary and fiscal policies differ. Hence,
I only point out the main features of the model in this section, and refer the reader to Chap-
ter 1 for further details.

The monetary union considered is composed of two countries, country H (Home) and country
F (Foreign).

Monopolistically competitive firms in each of the countries produce differentiated goods us-
ing a technology which is linear in labor. They can be hit by country-specific technology
shocks. Moreover, these firms are subject to staggered price setting a la Calvo (1983). The
differentiated goods are assembled into a final good by competitive final good producers.
This final good is traded across countries.

Households, who own the national firms, get utility from private consumption and from gov-

ernment spending, and disutility from working.? Whereas goods are traded across countries,

2The discount factor is endogenous in that preferences are specified a la Uzawa, see Appendix.
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labor is not mobile across borders. Households which buy the final goods might have a bias
for domestically produced goods. Moreover, the elasticity of substitution between domestic
and Foreign goods might depart from unity. In particular, I will assume, in the benchmark
case, that the internationally traded goods are complements in utility, meaning that the
marginal utility of consumption of the Foreign good is positively related to the marginal
utility of consumption of the Home good.?

Financial markets are perfect within each country, but there are frictions at the international
level. Specifically, markets are incomplete in that only nominal bonds are traded across coun-
tries. Furthermore, the yield on those bonds is positively correlated to the amount of external

debt.

The model might exhibit inefficiencies in the face of country-specific shocks because of dis-
tortions arising due to monopolistic competition, staggered price setting, and internationally
incomplete markets. When these inefficiencies arise, policy makers face an incentive to re-
duce them by using the instruments available. Doing so, policy makers might face a trade-off

between reducing the different inefficiencies.

As in Chapter 1, the monetary policy instrument is the common interest rate and the fiscal
policy instruments are national government spending levels. These are financed by lump-sum
taxation of national households (no fiscal transfers are allowed across countries) such that
the focus is on the spending side of fiscal policy. Government spending is directed towards
domestically produced goods only. This implies that an increase in government spending
shifts demand towards the domestically produced goods. Through such a shift in demand
government spending is capable of affecting relative prices, output, and consumption. Fiscal
policy can thus potentially reduce some of the inefficiencies arising in the face of shocks.
However, there is a cost to using government spending to stabilize the economies. Because
government spending enters the utility function of households the first-best allocation im-
plies a particular spending composition, relating government spending to private spending
and prices. That is, any deviations from the optimal spending composition level in order to
stabilize the economies introduces another inefficiency. Hence, the fiscal policy maker has
to trade-off the welfare gains of reducing inefficiencies arising due to monopolistic power,
staggered price setting, and internationally incomplete markets with the implied welfare loss

associated with deviating from the optimal spending composition.

3See discussion in Section 4.1.
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The policy set-up differs from Chapter 1 in that the common monetary policy instrument,
the nominal interest rate, is set according to a simple Taylor-type rule. Indeed, I assume

that the nominal interest rate ¢ is set according to the rule
log iy = ¢r[nlogmy, + (1 —n)log 7] (2.1)

where 7y and 7p denote respectively Home and Foreign producer price inflation, and n
and 1 — n are the respective sizes of the countries. ¢, is a policy parameter determining
the interest sensitivity to union-wide inflation. Since monetary policy cannot accommodate
country-specific shocks, the precise form of the Taylor rule is not crucial for the results.
Among other things, it would not change the results much if I would allow the Taylor rule

to incorporate a response to output as well.

The equilibrium can thus be characterized by equations (1.5)-(1.7) and (1.9)-(1.18) figur-
ing in Chapter 1, and the interest rate rule (2.1), given last period prices, external debt,
and fiscal policies. The determination of fiscal policies, the paths for government spending,
depends on the strategic interaction of national fiscal policy makers. I consider two different
set-ups for fiscal policy making: one in which the fiscal policy makers cooperate in that they
set government spending such as to maximize union-wide welfare; and another in which each
fiscal authority decides on its own government spending level, taking monetary policy and

the other country’s fiscal policy as given. The latter results in a Nash equilibrium.*

2.3 Cooperative and non-cooperative policies

In the following, I illustrate the policy problem facing respectively the cooperative and the
non-cooperative policy makers by their quadratic loss functions. Indeed, I derive the cooper-
ative and the non-cooperative loss functions under incomplete markets by approximating the
relevant welfare function; the resulting quadratic loss function is correct up to second-order.
The details of the derivation figure in the Technical Appendix to Chapter 2. For simplicity
I will here focus on the case where y — 0, implying that government spending is wasteful.
This simplification will allow me to point out the objectives of the policy maker, whatever
the available instruments. In other words, inefficiencies arising due to the nature of policy
instruments will not appear in the loss function; in the framework described previously this

implies that deviations from the optimal spending composition will not explicitly appear in

4The computation of the Nash policies is explained in Section 4.
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the loss function. I also restrict the results to the case of perfectly flexible prices, for clarity
and without consequences for the main findings. First, the cooperative and non-cooperative
loss functions under complete markets will be compared. Then, I will introduce interna-
tional financial frictions and point out how these affect the objectives of the policy makers

according to their strategic behaviour.

2.3.1 Complete markets

Under complete markets, the cooperative loss function illustrating the objectives, or targets,

of the cooperative policy maker can be written as:

£ = Eoy {0 +n)[(Vie = Vi) + (Viee = Vi)’

+2ay(1 — aH)MHCLH(l —ag)po + (2ag — 1)2]th
—dag(1 —ap)(dpo — VT, (Yus — Yie)} + tip. + O(||€]])? (2.2)

where ¢.7.p. denotes terms independent of policy making, O(||£]])® denote terms of order 3 or
higher, such as exogenous shocks, and a variable with a tilde denotes the efficient deviation
of that variable from steady state. The loss function can alternatively be expressed in the

following way:

£ = B, Z{[vam — amn(oo — 1) + do(o +2) — 20 — 39 + (T~ To)?
(o +n)(C, —C)? — (21 = 1)(n + ">T}ét} +tip. + O(|€])? (2.3)

20

These loss functions show that the policy maker aims at minimising deviations from the
efficient level of consumption (or, equivalently output gaps) as well as deviations from the
efficient relative prices (terms of trade). Moreover, (2.3) shows that a negative correlation
between the terms of trade and Home consumption is welfare deteriorating (increases the
loss). This is so because if a deterioration of the terms of trade (corresponding to an increase
in the measure) is accompanied by a fall in Home consumption, purchasing power of Home
households is reduced through two channels: Not only is consumption reduced, but Foreign
goods are also more expensive. Such a correlation would imply welfare-deteriorating variance
of purchasing power. The relative weights put on the different objectives, or targets, are
illustrated by the coefficients in front of the different targets. They depend on the structural
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parameters of the model.

The non-cooperative loss function of the Home policy maker, in stead, can be written as:

LYY = E, Z{@[(Q(ZH —1)?*(1+ (1 — ay)n) — 2¢0ay(2ay — 1)(1+2(1 — ay)n)

o
t=0
+apdo®(1+4(1 = am)aund)|(T; = T)* + (o +)(C; — Cy)?

L A= an)(A +0)(1+ 2ap(¢0 — 1))

T,C} + tip. + O(||¢]])? (2.4)

When home bias in consumption is present, then the weights differ across the two strategies.
Notably, the weight put on avoiding deviations of the terms of trade from its efficient level
relative to avoiding a domestic consumption gap, or equivalently, output gap is lower when

no cooperation takes place. This is stated in Proposition 2.1.

Proposition 2.1 Under complete markets, flexible prices, and wasteful government spend-
ing, the relative weight attached to the terms of trade objective relative to the output gap objec-
tive in the quadratic approzimation to the Ramsey policy maker’s loss function is higher under
cooperation than in the case where the policy makers are inward-looking, for% <ag <1 and
o>1.

Under complete markets and flexible prices, the efficient allocation ensuring zero output
gaps (or consumption gap) and a zero terms of trade gap can be obtained under coopera-
tion. At this efficient allocation, both countries’ welfare is maximized, and the Nash policy
maker will thus not have an incentive to deviate from the cooperative allocation. Hence,
the difference in weights associated with the different objectives would not be observed.
However, the loss function does illustrate the terms of trade externality facing Nash policy
makers which implies a lower weight attached to reducing international price inefficiencies
rather than reducing domestic output gaps. As a result, in the face of distortions such as
staggered price setting or market incompleteness, larger price variations would arise under

inward-looking policy making.

Hjortsg, Ida Maria (2012), Three Essays on Imbalances in a Monetary Union
European University Institute DOI: 10.2870/60632



78 CHAPTER 2. FISCAL POLICY INTERACTIONS IN A MONETARY UNION

2.3.2 Incomplete markets

Under internationally incomplete markets, the loss function of the cooperative policy maker

can be expressed as in Chapter 1:

L% =FEyY {2an(1— a@@[mfl(l —ap)po + (2ag — V(T — T))?

Y v Y > 2a(1 —a
+ (0 +0)[Yee — Yae) + (Vee — Yee)?] + 2an(1 — an) 5o

—day(1 = an)(po — (T = T)[(Vie — Yie) — (Yeu — Yeo)]} + tip. + O(/[¢]])°
(2.5)

Dgapt

The loss function is exactly similar to the one derived under the assumption of complete
markets, (2.2), except for the introduction of demand imbalances into the loss function.

The non-cooperative loss function of the Home policy maker can be written in a similar way:.

> ~ ~ ~ ~ ~ ~ — 2
LN = Eg Y {MUT = T)* + NG Vie — Yie)® + MG (Ve — Vi) + AN Dygap,

t=0
F N (T3 = T (Ve — Yirg) + ME (T — T) (Vey — Vi) + ASCA}
+ t.i.p. +0(|yg||)3 (2.6)

Because the coefficients are rather complex, they are not stated here, but can be obtained
from the author. The loss function under non-cooperation departs from the cooperative loss
function in several ways: not only deviations of the current account matter, but the sign of
the deviations does too for ay > 1/2. Furthermore, denoting the coefficient for variable i in
the cooperative loss function \{, we can, by comparing the coefficients of the above stated

loss functions, deduct the following:

Proposition 2.2 The relative importance of reducing international demand imbalances,
as illustrated by the Dgap, as opposed to reducing the national output gap is higher under

. . . . . . 2§ AR
cooperative policy making than under non-cooperative policy-making: &>~ > = for any
Y, H

AV
¢ & [¢';¢"] where ¢' = f'(am,n,0) and ¢" = f*(am,n,0).

Given the fact that the relative weights put on the different objectives according to the
strategic interaction of the policy makers is a function of the structural parameters of the

model, I engage in a numerical investigation in the next section. In the numerical benchmark
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C NC
chosen in the next section of this chapter, ¢' = 0.37 and ¢" = 0.40 such that A/\C—D > ;\\NLC
Y,H Y,H

holds for all ¢ ¢ [0.37;0.40].°

The approximated loss functions illustrate how policy objectives differ according to the
strategic interaction of policy makers. The extent to which the objectives differ is a function
of the structural parameters of the model. By engaging in a numerical analysis, we shall see

how the cooperative equilibrium differs from the non-cooperative equilibrium.

2.4 A numerical investigation of fiscal policy interac-

tions

2.4.1 Solution method and Parameterization

The recursive solution to the model described in Section 2 consists in policy functions de-
scribing the response of variables to shocks and initial conditions, given the specified form of
the rules for monetary and fiscal policies. Given that no closed-form solution to the model
exists, I approximate the solution around a specified steady state, for given policy strategies.
Indeed, by using the method of undetermined coefficients (perturbation methods), based on
the knowledge of the derivatives of the equilibrium equations at the steady state, the model
is solved by approximating the solution around the symmetric zero-inflation steady state
in which monopolistic distortions are eliminated through appropriate subsidies.® Given the
solution, I can compute the optimal parameters of the fiscal rules depending on the strategic
behaviour of fiscal policy makers, thus specifying the constrained optimal fiscal policies. This
computation is discussed in further details later.

Concretely, the definition of the equilibria under cooperation and non-cooperation are the
following;:

The cooperative equilibrium is the allocation which maximizes union-wide welfare with re-
spect to the fiscal policy instruments subject to the equilibrium equations (1.5)-(1.7),(1.9)-
(1.18), and the interest rate rule (2.1).

The non-cooperative equilibrium is the Nash equilibrium which ensures that each country
maximizes its own welfare with respect to the national fiscal policy instrument given the

other country’s policies. At the Nash equilibrium none of the national policy makers have

5 _ 2D Ap€
Hence, for the benchmark of ¢ = 0.5, sP- > 1o holds.
Y, H Y,H

61 used Dynare to solve the model by second-order approximation given monetary and fiscal policies. I
then used those solutions to compute the constrained Ramsey optimal policies. I also used code developed
by Schmitt-Grohe and Uribe (2004) to check that results are identical across the two packages.
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an incentive to deviate from their chosen policy.

The parameter values used throughout this section figure in the Table 1. Most of them
are quite standard in the business cycle literature, and realistic for the EMU.”

The populations of each of the countries are assumed to be identical. The discount factor is
set such that the steady state annual real interest rate is 4 percent. The Frisch elasticity of
labor is set equal to 0.5. The inverse of the intertemporal elasticity of substitution, the risk
aversion coefficient, is set to 1.5 in the benchmark calibration following Smets and Wouters
(2003). x is equal to 1/5 such that in steady state private consumption is three times larger
than government consumption.

The degree of home bias is set to 0.8, implying that the steady state import ratio is 20
percent. The elasticity of substitution between goods produced within a country is set equal
to 7.66 such as to ensure a mark-up of 15 percent. On average prices are sticky for a year:
a = 0.75. This value is in line with the GMM-estimates found by both Gali, Gertler, and
Lopez-Salido (2001) and the Bayesian DSGE estimations carried out by Smets and Wouters
(2003).

The international trade elasticity is a particularly important determinant of the equilibrium
dynamics of the model presented in Section 2, and thus of the trade-off faced by fiscal pol-
icy makers. My benchmark parameterization figures a relatively low trade elasticity of 0.5,
corresponding to the estimates found in the international macroeconomic literature, see e.g.
Hooper, Johnson, and Marquez (2000) or Corsetti, Dedola, and Leduc (2008). The low
trade elasticity is crucial in ensuring complementarity of the internationally traded goods,
a realistic feature for advanced, relatively specialised countries such as the countries within
the EMU.

The sensitivity of the bond yield to debt, 9, is set such as to roughly mimic the observed
yield differences across the EMU before the debt crisis: the benchmark value of ¢ is such
that for every ten percentage points increase in debt,® the annual interest increases by 0.5
percentage points.

Monetary policy is characterized by a Taylor-type rule, with a coefficient of 1.5 on population-

weighted union-wide inflation.

"The parameter values used are within the range of estimates found by Smets and Wouters (2003) by
engaging in Bayesian estimation of a DSGE model of the euro area, or follow Benigno (2004) who calibrates
his model to the EMU. See also Gali and Monacelli (2008).

8this corresponds approximately to a similar increase in debt-to-steady state gdp.
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Table 2.1: Parameter values in benchmark case

Population in country H n 0.5

Discount factor g 1.04714
Inverse of the elasticity of labor supply 7 2

Risk aversion coefficient o 1.5

Degree of home bias ap 0.8

Price stickiness coefficient « 0.75

Weight on government expenditures X 1/5

Intratemporal elasticity of substitution 6 7.66

Trade elasticity ) 0.5

Yield sensitivity to debt ) 0.05

Taylor-rule coefficient on inflation O 1.5

The following process is assumed for the technology shocks:

_ [0.95 0 ] . [vt] 27
0 0.95 v

where v; and v; are white noise processes with standard deviations 0.01.

log Ay
log A}

log Ay 4
log A7,

In the following, the parameter values listed above are used in order to investigate the effects
of strategic behaviour of fiscal policy makers. The constrained optimal fiscal responses to
a country-specific shock are computed, and the consequences of having independent fiscal

policies rather than cooperative fiscal policies are put forward.

2.4.2 Constrained optimal fiscal policy

Fiscal rules. I restrict cooperative and non-cooperative fiscal policies to follow fiscal rules.
In particular, I specify government spending to follow rules which ensure that government
spending levels satisfy the optimal spending composition, unless shocks hit the economies.
Moreover, I only consider rules which are easily implementable. Specifically, this analysis
focuses on two types of rules: rules which allow government spending to deviate from the
optimal spending composition in the presence of deviations of output from steady state; and
rules which imply a response of government spending to national inflation. Fiscal policy
makers have to abide to the specified functional form of the rule imposed on them, but they
can choose the policy parameters of the rule.

The specific forms of the fiscal rules to which I restrict my analysis are thus:
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e rules in deviations from steady state output:

Y,
log Gy = log G9%¢ + ay log(ﬂ)
Yu
Y,
log Gf = log GiO¢ + o log(—2) (2.8)
Yr
e or rules in inflation:
log G; = log GtOSO + o, log(@)
TH
log G7 = 1log G79%¢ + o log(@) (2.9)
TF

I compute the optimal policy parameters of the imposed rules, the resulting rules being
defined as constrained optimal policies. In this computation, I restrict the analysis to pa-
rameter values which ensure the existence of a unique equilibrium.

I consider two scenarios for strategic interaction of fiscal policy makers: One in which there is
a unique fiscal policy maker who chooses the parameters of the rules {af/, i} or {a¢, aC},
such as to maximize union-wide welfare, corresponding to the cooperative case; The other in
which there are independent fiscal policy makers who may act strategically such as to max-
imize their own agents’ welfare. The resulting {aY¢, a3V} or {al¢ aNC} will differ from
the ones obtained under cooperation if the national fiscal policy makers fail to internalize
the result of their choice on the other policy maker’s choice of parameters. The extent to
which fiscal policies differ between these two scenarios, the consequences, and the welfare

implications constitute the object of the analysis carried out in the following.

Cooperative and non-cooperative fiscal policies. Policy makers are assumed to be
constraint by the functional form of the policy rule they must abide to. However, they have
a choice on the feedback coefficient. They choose this coefficient before shocks are realised,
and they are assumed to be able to commit to the implied rule. The cooperative fiscal
policy maker chooses the policy parameters such as to maximize union-wide welfare. On the
contrary, the strategically competitive fiscal policy makers maximize national welfare, given
the other country’s fiscal policy. The computation procedure for this case consists in the
following steps:

1. An initial guess for the policy parameters is chosen, for example the cooperative policy

parameters.
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2. Home country fiscal authority chooses the policy parameter which, given the initial
guess for the Foreign policy parameter and the specification of monetary policy, yields
the highest welfare for his agents.

3. Given the optimal Home parameter, the Foreign fiscal policy maker optimizes his

agents’ welfare by choosing a parameter to his rule.

4. This procedure continues until the policy makers arrive to a point in which they have
chosen the same parameter values. At this point, they have no incentive to deviate

from the chosen policy parameter.

The resulting optimal policy parameter values, in the benchmark case, figure here: The

Table 2.2: Optimal policy parameters under complementarity

¢ =0.5 Cooperation Non-cooperation Welfare loss from non-cooperation

ay = oy 2.66 0.74 0.20

o -54.27 -11.89 0.06

The welfare loss is computed in percent of steady state consumption.

rules show that the cooperative policies respond more aggressively to changes in output or
inflation than the non-cooperative fiscal policies do. This has relatively large welfare con-
sequences: around 0.20 percent of consumption every quarter under output rules, and 0.06
percent under rules in inflation. It is interesting to notice that the welfare losses are 3 times
larger when government spending reacts to deviations from steady state output rather than

inflation.

The lack of response under non-cooperation can be explained by the "terms of trade ex-
ternality” facing policy makers in open economies. This externality has been put forward for
the conduct of monetary policy by authors such as Obstfeld and Rogoff (2002) and Corsetti
and Pesenti (2001), and for the conduct of fiscal policy by Benigno and De Paoli (2010).°

9The latter authors consider the desirability of distortionary taxation in a small open economy, i.e. in
the presence of the terms of trade externality. This paper departs from the analysis of Benigno and De Paoli
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The terms of trade externality is inherent to open economies, and results from the incen-
tive which national policy makers might face to tilt the terms of trade in their favour. By
doing so, policy makers attempt to increase national welfare by allowing their households
to consume more without higher labor effort. In the framework presented here, by varying
government spending, the fiscal policy makers can exploit the terms of trade externality. To
understand the trade-off faced by the policy makers, and the effects of the terms of trade
externality, it is useful to consider the constrained optimal response to a country-specific
shock.

Consider first the cooperative response. The optimal policy parameters under cooperation
implies a rise in domestic government spending in the face of a positive Home technology
shock which raises output above its steady state level and reduces inflation. This ensures
that the fall in Home prices induced by the technology shock is dampened. Given the domi-
nation of the income effect over the substitution effect under complementarity of the goods,
this fiscal policy increases Home output further. As a result, the Home current account
deficit, originating in the technology shock which temporarily reduces Home income through
its negative effect on the price of the Home good, is reduced. That is, the cooperative fiscal
policy consists in reducing the distortionary international demand imbalances while raising
the output gaps. This is very much in line with the results of the unconstrained Ramsey
policy analysed in Chapter 1: optimal cooperative fiscal policy reduces international imbal-
ances at the expense of larger output gaps.

Consider now the non-cooperative response obtained in a Nash equilibrium. When the na-
tional fiscal authorities do not cooperate, the optimal policy parameters differ from the
cooperative parameters. Indeed, the national fiscal authorities do not internalize the out-
come of their policy on the other country’s policy. Hence, they face an incentive to deviate
from the cooperative solution. By deviating slightly from the cooperative solution, policy
makers can affect the terms of trade such as to reduce production and thus disutility from
labor effort without an equivalent decrease in the utility of consumption (in the aftermath of
a positive technology shock). This can be achieved by reducing government spending in the
Home country, thereby reducing relative prices and thus, through the income effect, reducing
demand and labor effort. These deviations from the cooperative fiscal policy arise because
the national fiscal policy makers do not internalize the effect of their policy on foreign policy
and thereby on the equilibrium levels of inflation, output, and demand imbalances. As a re-

sult the Nash equilibrium illustrates the well-known terms of trade externality: the national

(2010) in several aspects: I do not assume that perfect risk sharing takes place; I consider a two-country
model with strategic interactions between policy makers rather than a small open economy; the fiscal policy
instrument is government spending rather than taxation.
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fiscal policy maker attempts to increase the purchasing power of its agents without taking
into account the effect on the other country’s welfare and thus on its policy response, an
effect transmitted through changes in the terms of trade.

The difference between the cooperative fiscal response to a Home productivity shock, and
the Nash equilibrium response is illustrated below. In Figure 2.1 the optimal response under
the rule (2.8) is illustrated, whereas the optimal response under the rule (2.9) figures in
Figure 2.2. Though the rules differ in their quantitative optimal fiscal response to a country-
specific shock, their qualitative response is similar. The Nash policies result in lower output
gaps than those resulting under cooperation, but these are obtained at the expense of higher

inflation as well as higher demand imbalances.

Figure 2.1: Impulse responses following a Home technology shock (output rule)
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This figure depicts the impulse response functions following a positive one standard deviation shock to Home
productivity. Percentage deviations from the steady state are on the y-axes. On the x-axes figure the time
periods (quarters) after the shock. The impulse responses are depicted for the case where the constrained
optimal fiscal policy is cooperative (the solid line), and the case where each of the fiscal policy makers engage
in non-cooperative fiscal policy making leading to a Nash equilibrium (the dashed line). The dotted line
represents the government spending level satisfying the optimal spending composition under cooperative

fiscal policies.
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Figure 2.2: Impulse responses following a Home technology shock (inflation rule)
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See footnote for Figure 2.1.

The terms of trade externality present under strategically competitive fiscal policy making
has important consequences, both for welfare and for the volatility of variables such as
inflation and current account imbalances. These implications are spelled out in the next

subsection.

2.4.3 The consequences of non-cooperation

The strategic interaction of fiscal policy makers in open economies implies optimal policies
which differ substantially from the optimal cooperative policies, as illustrated in Figure
2.1 and in Figure 2.2. This implies different equilibrium dynamics, and has consequences
for union-wide welfare. Here, I discuss the effects of the strategic behaviour of fiscal policy
makers on the volatility of certain variables such as output, inflation and imbalances. Indeed,
in the context of the current eurozone crisis, many economists have emphasized the crucial
role played by current account imbalances and inflation differentials between the Northern

countries and the Southern countries in the eurozone. This subsection suggests that fiscal
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policy cooperation within a monetary union can contribute to lower the imbalances and price

misalignments across countries.'®

Inflation differentials. In the benchmark case, strategically competitive policy making
results in excessive inflation differentials across countries when a country-specific shock hits.
A technology shock to country H of one standard deviation results in an immediate producer
price deflation of 0.25 percent in H, and a similar rise of producer prices in country F. This
is almost five times as high an inflation differential as the one which would prevail under

fiscal cooperation, see Figure 2.3.

Figure 2.3: Inflation following Home technology shock

Inflation, cooperation vs Mash
03 T T T T T T T T T

"
0.2 , |
.
S
S
e
01 \‘-.\ |
—
-
-
o e
Fookekg g Ty N
0k 3 * t—i Bk e
R AT R A
PRI et R 1
ook PR *
oo H o
//
-0k - |
-~
-
-
e
e
0zl P |
&
s
03k
% HCOOP % FCOOP — — —H NASH — ——F MASH
o I I . L 1 1 1 1 1
0 2 4 [ 3 10 12 14 16 - .

Home producer price inflation dynamics following a positive one standard deviation shock to Home produc-
tivity, under constrained optimal fiscal policies following rule (2.9). The solid line depicts the outcome under
cooperative fiscal policies, whereas the dashed line illustrates the outcome in the Nash equilibrium.

This inflation differential is distortionary due to staggered price setting, and is therefore

0The analysis carried out here is constrained by the fiscal rule being of the form (2.9), i.e. dependent on
inflation. This is not of importance for the qualitative results, but nevertheless for the quantitative results.
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costly in terms of welfare. It is an inefficiency which could be partly eliminated through co-
operation in fiscal policy. Moreover, not only does this excessive inflation differential arising
under Nash fiscal policy making imply direct welfare costs in terms of inflation. It could also
capture or result in other inefficiencies which are not captured in this model. For example,
it could affect productivity if there are frictions in the labor market.

The excessive inflation differential arising because of non-cooperative fiscal policies in a
monetary union is quite robust to most parameters, conditional on the trade elasticity be-
ing relatively low as in the benchmark case. Figure 2.9 shows that the higher the degree
of home bias, the larger the inflation differential. However, even when the countries are
completely open and households exhibit no home bias in consumption preferences, does the
initial inflation differential between the Nash equilibrium and the cooperative equilibrium
persist. Similarly, the excessive inflation resulting from Nash fiscal policy making persists
for different risk aversion degrees as well. This is illustrated in Figure 2.10.

Concerning the sensitivity of the results to the degree of price stickiness, we can notice that
the higher the stickiness, the less do prices in general vary. However, at the same time, the
more sticky are prices, the higher is the inflation differential between the cooperative case

and the non-cooperative case, see Figure 2.11.

Current account imbalances. The strategic interaction of fiscal policies not only shapes
inflation differentials across countries but also affects the volatility of current account im-
balances significantly. Indeed, following a country-specific productivity shock, the current
account imbalances are more pronounced and volatile when the fiscal policy makers act

strategically such as to maximize their own country’s welfare. This is apparent in Figure
2.4.
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Figure 2.4: Current account following Home technology shock
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This figure depicts the deviations of the current account from its steady state value in percent of steady
state output. The solid line depicts the outcome under cooperative fiscal policies, whereas the dashed line
illustrates the outcome in the Nash equilibrium.

This results from the terms of trade externality which implies larger inflation differentials
and thus larger income differentials under non-cooperation when the internationally traded
goods are complements. Hence, in line with the sensitivity of inflation differentials, is the
volatility of current account imbalances increasing in the degree of home bias, and also
remains excessive even when there is no home bias in consumption present. Moreover, the
presence of excessive imbalances is robust to the coefficient of relative risk aversion, and
increasing in the degree of price stickiness. It is interesting to note that the structure of
fiscal policies can lead to large excessive current account imbalances within the monetary
union. Indeed, Figure 2.4 shows that the current account imbalances not only are twice as
large as under fiscal cooperation - they are also much more volatile. Given the importance
attributed to the role of current account imbalances in the current eurozone crisis, it is
interesting to note this point. Indeed, if current account imbalances affect risk in a way not
modelled here, e.g. through the banking sector, these excessive imbalances might have other

consequences than those appearing in this model. This analysis indicates that if this is so,
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then fiscal cooperation could proof particularly beneficial.

The role of monetary policy. Can monetary policy play a role in affecting the strategic
behaviour of policy makers and the resulting imbalances and misalignments?

Figure 2.5 shows that the aggressiveness of monetary policy does not have much influence
on the volatility or level of inflation arising in the face of country-specific shocks when
fiscal policies are set in a strategically competitive way. Only under cooperation does the

aggressiveness of monetary policy play a significant role in reducing price volatility.

Figure 2.5: Inflation dynamics following Home technology shock
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This figure depicts the inflation differential (Home-Foreign inflation) in percentage points following a positive
one standard deviation shock to Home output. The solid lines depict the dynamics under cooperative fiscal
policies, whereas the dashed lines illustrates the dynamics in the Nash equilibrium.

The effect of monetary policy on the current account imbalances is also dampened by
strategic competition of fiscal policy makers. The more hard-nosed is the common central
bank, the lower is the volatility of imbalances under fiscal cooperation. However, when the
fiscal authorities do not cooperate, then the effect of monetary policy on the volatility is

quasi inexistent, see Figure 2.6.
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Figure 2.6: Current account dynamics following Home technology shock
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In other words: the power of the common central bank in reducing cross-country im-
balances and inflation differentials is hampered by the strategic behaviour of fiscal policy

makers!

Sensitivity to the trade elasticity. While the results are rather robust to different pa-
rameter values, there is one exception: the trade elasticity. The importance of this parameter
is evident in that it governs the interaction between the two countries, and thus the incen-
tive to deviate from the cooperative solution. It thus plays a crucial role in determining
the inflation differentials arising due to strategically competitive fiscal policy making. When
the internationally traded goods are complements, then strategic competition in fiscal policy
implies excessive inflation differentials. Figure 2.12 illustrate that around the benchmark
value of 0.5 for the trade elasticity, the inflation differentials resulting from country-specific
shocks are largest. Though they become less important as we depart from that value, they
remain present as long as the goods are complements. As a result, when the internationally

traded goods are complements, then the current account imbalances are always excessive
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when fiscal policies are set strategically, see Figures 2.13 and 2.14!'!. Similarly to the infla-
tion differentials, they are largest around values close to 0.5.

However, when the trade elasticity is so large that the internationally traded goods are sub-
stitutes, then the terms of trade externality becomes insignificant for fiscal policy making.
As a result, the non-cooperative and the cooperative constrained optimal fiscal policies are

almost identical, as shown in Table 2.3 for a value of the trade elasticity of 4.

Table 2.3: Optimal policy parameters under substitutability

¢ =4  Cooperation Non-cooperation Welfare loss from non-cooperation

ay = al 0.07 0.05 9 x 107°

o— 4.82 -5.80 2% 107°

The welfare loss is computed in percent of steady state consumption.

Welfare effects of non-cooperation in a monetary union. The previous paragraphs
have shown that when fiscal authorities in a monetary union engage in strategic policy mak-
ing, then excessive inflation differentials and sub-optimally high imbalances across countries
may arise. These inefficiencies have welfare implications which have already been pointed
out in Table 2.2. The welfare losses associated with non-cooperative fiscal policies are higher
the more hard-nosed is the central banker, that is the higher is the Taylor coefficient. This
is illustrated in Figure 2.7.

' Note that for ¢ > 0.67 the goods are substitutes.
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Figure 2.7: Welfare loss according to monetary policy

WElflogs fom Mash (3 stel cans)

The welfare loss from non-cooperative fiscal policies is illustrated in percent of steady state consumption, as

a function of the parameter «a, figuring in the Taylor rule of the monetary authority.

Moreover, we can note that the welfare loss associated with non-cooperative fiscal policy

making is increasing in the degree of home bias in consumption, as Figure 2.8 shows.

Figure 2.8: Welfare sensitivity to home bias
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The welfare loss from non-cooperative fiscal policies is illustrated in percent of steady state consumption, as

a function of the degree of home bias in consumption, a .
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This section has provided a numerical analysis of the implications of strategic fiscal
policy interactions within a monetary union. I have shown that the consequences can be
non-negligeable for rather realistic values of the trade elasticity: current account imbalances
and inflation differentials are excessively large under non-cooperation of the fiscal authorities.
This implies that there are relatively important welfare gains from engaging in fiscal policy

cooperation within the monetary union framework analysed.

2.5 Conclusion

This paper sheds light on the potential implications of strategic fiscal policy interactions in
a monetary union with international financial frictions. I have shown that the objective of
policy makers differs according to whether they aim at maximizing union-wide welfare or
national welfare. More specifically, I have pointed out that, for most parameter combinations,
is the relative importance of international demand imbalances lower under non-cooperation
than when the fiscal authorities cooperate. I have also shown, by engaging in numerical
analysis, that strategic fiscal policy making results in a Nash equilibrium which exhibits
excessive inflation differentials across countries as well as sub-optimally high volatility of the
current account. These characteristics of the Nash equilibrium implies that there might be
important welfare gains associated with fiscal policy cooperation in a monetary union.

By pointing out the importance of fiscal policy cooperation within a monetary union, this
paper underlines the fact that the best outcome for the monetary union as a whole cannot
be achieved by conducting strategically competitive fiscal policies. This, of course, raises
questions concerning the optimal conduct of fiscal policies within monetary unions such as
the EMU, and more specifically, it points out the welfare improvements which might arise

from fiscal policy cooperation.
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Appendix

Figure 2.9: Inflation following home technology shock
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Figure 2.10: Inflation following home technology shock
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Figure 2.11: Inflation following home technology shock
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Figure 2.12: Inflation following home technology shock
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Figure 2.13: Current account following home technology shock
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Figure 2.14: Current account following home technology shock
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98 CHAPTER 2. FISCAL POLICY INTERACTIONS IN A MONETARY UNION
2.6 Technical appendix to Chapter 2

Cooperative and Non-cooperative Loss functions under Complete and Incom-
plete Markets

Introduction

In the following, I explain how to derive the quadratic loss function from the world welfare
function when fiscal and monetary policy is specified as in Chapter 2. I derive the cooperative
and the non-cooperative loss functions under incomplete markets by approximating the world
welfare function; the resulting loss function is correct up to second-order. The methodology
follows Benigno and Benigno (2006), or Ferrero (2009), and the steps to derive the loss
function are as in the Technical appendix to Chapter 1.

In this appendix, I will focus on the simple case in which government spending does not enter
the utility function of households, i.e. it is wasteful. This case serves as to illustrate the
main points in a simple context: the quadratic approximation to the loss function and the
coefficients are analytically more approachable when we keep it simple. Allowing government
spending to yield utility to households is straightforward and does not change the main results

outlined here.

Deriving the loss function

Analysing the case where government spending is wasteful is a first step towards understand-
ing the more complex analytical results derived for the case in which government spending
yields utility to households. The simpler case in which government spending is entirely
wasteful is particularly useful because it makes the results more easy to analyse, and figure
here for that simple purpose. The case analysed here thus corresponds to the special case
where y = 0 implying that steady state government spending is zero.

I will also take this occasion to clarify the transformations and approximations undertaken
in the derivations of the quadratic loss functions. Note that, in this appendix, for simplicity,
I focus on the case where prices are fully flexible, and the two countries are symmetric.'?

I will start by analysing the complete markets case, such as to compare the difference in
trade-offs faced by the national non-cooperative and the international cooperative policy

makers, by investigating their respective loss functions.

2Introducing price stickiness is straightforward, see e.g. Benigno and Benigno (2006).
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Complete markets

In this case of complete markets and wasteful government spending, the following vectors of

variables will be used::
=Y G Vg G T Q)
¢ =|A A
Second-order Approximation to the Welfare function. The second order approxi-

mation to the cooperative welfare function is

> _ 1 . R 1 . -
W =Ey Y 8{UcCIC: + 5(1 = 0)CF = Vi Va1 + 5 (1 m)Virs — (1+ ) A} +

t=0
* vk [ A1k 1 A \/ ¥ 1 ¥ A %
(UeC™ICE + 20— )08 = Vi 14 2 )i — (14 AT
(2.10)

In matrix form, this amounts to:

o o 1
W =U-CE, Z B2k x, + §xiszt + Ty 26 + €, Zcc€4] (2.11)
=0

where
b = [—Y]_lf” Ol-o _YP}M CHl= 0 0

—Y (1 + 1) 0 0 0 00
0 (1—0)C'° 0 0 00
0 0 —Y (14 1) 0 00
Ly = 0 0 0 (1-0)C*" 0 0
0 0 0 0 00
0 0 0 0 00
i 0 0 0 0 00 |
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100 CHAPTER 2. FISCAL POLICY INTERACTIONS IN A MONETARY UNION

[V (1+ 1) 0 ]
0 0

7 - 0 Y1 +n)
0 0
0 0

L 0 0 .

The second order approximation to the non-cooperative welfare function of the Home

policy maker, instead, is:*

- S| r21 e 1 . ;
W=Ey ) A{UCIC+ 5 (1= 0)CF) = Y Vis[L+ 5 (1 +0)Vie — (L4 m) A} (2.12)

t=0

In matrix form, this amounts to:

.= 1
W =U-CE, Z Bzl x, + §$;Zxxt + 2, Z €] (2.13)
=0

where

—Y, (14 1) 0 0000

0 (1-o)C'* 0 0 0 0

g _ 0 0 0000
v 0 0 0000
0 0 0000

i 0 0 000 0]

o O O O o O

The equilibrium equations of the model in this simple set-up are the AD equations, the AS

equations, a resource constraint, as well as the equation relating the real exchange rate to

13The national loss function for country F is symmetric.
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2.6. TECHNICAL APPENDIX TO CHAPTER 2 101

the terms of trade. The equilibrium equations can be expressed in terms of the variables
figuring in the vectors x; (output and consumption in each country, the terms of trade, and
the real exchange rate) and €, (the exogenous technology). In the following I present the

second-order approximations to the equilibrium equations.

Second-order approximations to the AS equations. [ assume that the monopolistic
distortions are offset by appropriate taxation in the steady state. The aggregate supply (AS)

equation derived from optimal price setting decisions under flexible prices is:

Py, 0 1w, 1 L} 1 Yy,

B (0-1)Q-nA PR ACT  AtICT
olan + (1 - am)TI9)7T = — Vi

! TR aAmer

In order to derive the second-order approximation to this equation, we first take logs:

1 -
p— loglag + (1 — ag)T} %] = —(1+n)log A, + nlog Y, + o log C,
The log-approximation (of first order) is:

~(1—am)ag + (A —ap)T T YT, -~ T) = —(1 + ) A N A — A) + Y Yue — Y) + 0C~HCy — C)
= —(1 — CLH)jjt = —(1 + T])At + 7]?[—[775 -+ GC’t

The second-order approximation then is:
P RS 1 5 fy 1 o « . .
(U= an)(Fy+ 5T + 51 = an (1 = 9T + 5601 — T = —(1 + m) A, + Vs + oCo
o 1 A A ~ N
& —(1—ay)T; — 5aH(1 —ag)(1— @)1} = —(L+n) A+ nYu, + oC,

Discounting this second-order approximation forward yields:

00 ) . . . 1 )
0=Ep Zﬁt[(aCt Y — (L +n)A+ (1 —an)Ti + §GH(1 —an)(1—=@)T7]  (2.14)
t=0
which can be rewritten as:

> 1 1
0=E, Z Bal e + ale; + ngAxxt + 2 Ace, + 5621466@] (2.15)
=0
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102 CHAPTER 2. FISCAL POLICY INTERACTIONS IN A MONETARY UNION

where
%:h000001—woo}

ac=|~(1+n) 0 0

&
Il
O O O O O O o o O
O O O O O O o O O
O O O O O O o O O
O O O O O O o O O
O O O O O O O O O
O O O O O O o o o
O O O O O O o O O
O O O O O O o o o

For the Foreign country, the optimal price setting equation is:

Pey 1 Y,
Pt* - A:H—n C;k—o’
1Y

*1+4+n *x—0

& lam+ (1 —ag)TP 7171 =
Approximating to second order and discounting forward, in a similar fashion as above, yields:
00 ) . . . 1 )
0=FEyY_ B'cC; +nYr — (L +m)A; — (1 - an)Ty + gan(l—am)(1 - ¢)I7]  (2.16)
t=0

which can be rewritten as:

= 1 1
0=E, Z B + bles + §x;Ba;xt + 2, Bee; + ée;Beeet] (2.17)
=0

where

mzpoonao-ﬂ—@)oq
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be=10 —(1+7n) O

7
I
O O O O O O o o o
O O O O O O o o O
O O O O O O o o O
O O O O O O o o O
O O O O O O o O O
O O O O O O O O O
O O O O O O o O O
O O O O O O o O O

Second-order approximations to the AD equations. The Home aggregate demand

Py o\ ¢
(%) e
B

= lag + (1 — ag)T} )% [anCy + (1 — am)QLCy]

(AD) equation is:

&
I
o
B
/‘\
S~
|
9
+
m*

|+

Taking logs, we get:

log Yy, = loglay + (1 — aH)Ttlf‘ﬁ] + loglaygCy + (1 — aH)QfCt*]

¢
l1—0¢
The log-approximation of this equation then is:
Yire =6(1 — ap)ag + (1 — ag)T 0] T2(T, — T)

+auC + (1 = an)QC* Hau(C, = C) + (1 — an)(Cf = C*) + 6(1 — au)C*(Q — Q)]
& Yy =0(1 — ag)Ti + agCi + (1 — ag)Cy + ¢(1 — aw)Q;
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The second-order approximation to aggregate Home demand is then:

Vige =61~ an) (T + 3T2) + 51-¢*(1 — an) — (1 - an o1 - §)}F7
a(Cot 56N + (1= am)(C7 + 5C) +6(1 — a) (@i + 507)
— SlanC + (1= am)QPC (G~ ) + (1 am)QU(Cf — ) + 61— am)C*Q* (@1 — Q)P
+ SlanC + (1= amQ*C*T 2001 — ) (CF — €)@ — Q) +6(6 — V(1 — )@ — QP
& Y =anCi+ (1 —ag)Cf + ¢(1 — an)Ti + ¢(1 — ag)Q+
S (1= a0l 6 — (1 —am)(1 — G2 + ansCF + (1~ am) O + 61 — an) 3 OF

1 . . . . . .
- 5[61%{01&2 + (1 —ap)?Ci? + ¢*(1 — an)?QF + 2ap(1 — ag)CiCf +2(1 — ay)*¢QiCy

+2ap(1 — ap)pQiCi + ¢(1 — an)Q:Cf + %¢(¢ ~1)(1 - ap)Q}
& Yy =agCi+ (1 —ag)Ci + ¢(1 — ag) T + ¢(1 — am)Qy

+ %aH(l —am) {61 — O)T2 + C2 + O 4+ 202 — 266 — 260:(Ch— C)} (2.18)

The AD equation can thus, when discounted forward, be written in the following way:
- tr ./ / 1 / / ]‘ /
0= E() Z 6 [met -+ C.Et + 537,50331} + I‘tceQ + ietCeeet] (219)
t=0

with
C;: [—1 ay 0 1—CLH ¢(1—GH) QZ5(1—CLH)

[0 0 0 0 0 0 |
0 a 0 —a 0 —¢a
0O 0 0 o0 0 0
C, =
0 —a O 0 0 ¢a
0 0 0 0 o¢(l—¢)a 0
0 —¢a 0 ¢a 0 P*a 0 |
c.=0
C. =
Cee -
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where a = agy (1 — ay). Aggregate demand for the Foreign good amounts to:
Pry\ ? P\ % .
YF,t = (1 — (IH) <?tt> Ot -+ ag <?*t) Ct + Gt
19 _ .
= [ag + (1 —ag) T3 [(1 = an)Q; °Ch + anCy]

Similar derivations as for the Home AD apply to the Foreign AD, and Foreign demand can

thus be expressed as:

YF,t =(1— aH>ét + aHéf — (1 — aH)Tt — (1 — aH)Qt

1 ~ ~ ~ ~ ~ A ~ A ~
+ ECLH(l - aH){¢<1 - ¢)Tt2 + Ct2 + C:2 + ¢2Qt2 —2C,CF = 20Q(C — Ct*)} (2.20)

Discounting the Foreign AD equation forward thus yields:
S i1 g/ ! 1 / / 1 /
0=FE, Z B'd,xy + de; + §xtDmxt + 2D + §etDE€et] (2.21)
=0

with
d;:[o l—ag —1 ay —6(1—ay) —6(1—ag) 0

0 0 0 0 0 0
0 a 0 —a 0 —oa
D, — 0 0 0 0 0 0
0 —a 0 a 0 oa
0 0 0 0 ¢(1—¢)a O
0 —¢ga 0 ¢a 0 »a

de=0
D.=0
D.=0

Real Exchange Rate. The definition of the real exchange rate is:

_1
CLHjjtlitb + (1 — CLH) e

ag + (1 —ag)T}~?
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This definition of the real exchange rate yields the following second-order expansion'*:

Qi = (2ay — V)T, (2.22)
which implies
0=Ey» p'h,z] (2.23)
t=0

where
h;:[o 00000 2a—1 —1 0

Resource constraint. Under complete markets, the full risk sharing equation holds. The

second-order approximation to the full risk sharing equation Cct—:, = & is
t

o(Cr = C7) = Q (2.24)

which, when discounted forward, amounts to:
0=FEy» p'k,z] (2.25)
t=0

with
k;:[0—0000001

Loss functions
Complete markets

This section, as already noted, allows for a simpler analytical exercise than the more com-
plex case with government spending yielding utility to households. We first consider the case
where markets are complete.?

Under complete markets, the loss function can be shown to be quadratic in either consump-
tion and the terms of trade, or in output and the terms of trade. The first option relates
closely to the results found by Benigno and Benigno (2006), whereas the second option is
the chosen one in Corsetti, Dedola, and Leduc (2010). In the following I consider the loss

functions expressed as in Benigno and Benigno (2006), as well as in the case where both

14The equation is only exactly log-linear when the home bias is symmetric across countries
15This section also allows to compare the results with those found in Benigno and Benigno (2006), and
Corsetti, Dedola, and Leduc (2010).
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home and foreign output enter the loss function along with the terms of trade (the Corsetti,
Dedola, and Leduc (2010) case). Whereas the first allow for neat analytics, the second will
serve as a benchmark case for future reference.

The loss function can be expressed as being quadratic in domestic consumption and the
terms of trade, by using the AD-equations, the RER definition and the full risk sharing

equation. Indeed, the system which leads to such a loss function is:

xy = Nyys + Neey

where
Y, = [ét Tt]

_1 ngaH(]_ . CLH) o (l_aH)((TQGH_l)_

1 0

1 —2¢ap(l —ap) — 22en=l

Ny: 1 (2ag—1) , Ne=0

0 1

_O 2(IH -1 |
Transforming the quadratic loss function, £ = —W | into a system dependent on consumption

and the terms of trade yields the following cooperative loss function:

- E Z{[Wum — amn(oo — 1) + do(o +2) — 20 — 39 + T(T, - To)?
oGy — = e D) pn (2.26)

20

where t.i.p. denotes terms that are independent of policy, such as exogenous shocks. The

expression reduces under no home bias in consumption to:
. A . B2 -
L=Ey Y {(o+n)(Ci—C)+ 10+ on)(Ty = T} + tip. (2.27)
t=0

Note that these coefficients are identical to the ones found by Benigno and Benigno (2006)

under the assumption of no home bias.
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In the case of inward-looking policy making the loss function is:

£= 8> 0 (2 — 1201+ (1 ) — 2600 (20 — 1)1 +2(1— a)n)

+apgo®(1+4(1 = am)agnd)|(T; = T + (0 + n)(Ci = Cy)?

N (1—ag)(1+n)(1+2ay(po —1))

T,Cy} + t.i.p. (2.28)

With no home bias in consumption this reduces to:

L = Ey Z{(U + n)(C’t -G + ;1¢(1 + ¢77>(Tt - Tt)Z + %(1 + 77)¢Ttét} +tip.  (2.29)

t=0

Under no home bias in consumption the only difference between the cooperative and the non-
cooperative loss function pertains to the presence of the correlation between consumption
and the terms of trade which matters for the Nash policy maker, but not for the cooperative
policy maker. The relative weights on consumption and the terms of trade remain identical
across the two strategic set-ups.

However, when home bias in consumption is present, then the weights differ across the two
strategies. Notably, the relative weight put on avoiding deviations of the terms of trade from

its efficient level is lower when no cooperation takes place. This is stated in Proposition 1.

The quadratic approximation to the loss function can also be written in terms of output

gaps and deviations from the efficient terms of trade, such that
Y = [YH,t Vi, T,

The transformation matrix needed for this can be derived by using the first-order approxi-
mations to the AD equations and the relation between the real exchange rate and the terms
of trade.

1 0 0
ap _l-ag _ 2ap(l-an)é

2apg—1 2ap—1 2ap—1
0 1 0

Ny = _ l—ag ay ZaH(l—aH)qb ) Ne = O

QaH—l 2aH—1 QGH—l

0 0 1
L 0 0 2CLH —1
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Using this transformation process, and the fact that perfect risk sharing holds under complete
markets, the loss function of the cooperative policy maker becomes:

L=EyY {2a5(1-ay) [dag (1 — ag)oo + (2ay — 1T, — T;)?

t=0
+ (0 + [V — Yi)* + Ve — Yia)?]
— 4CLH(1 — CLH)<¢O' — 1)(ﬁ — j}[(ffHﬂg — ?H,t> — (yp’t - YfF,t)]} + t@p (230)

(¢o —1)

Under no home bias in consumption this reduces to:

L= Ey Z{W(Tt —T)?+ (o + n)[(YH,t — Yue)® + (Yre — Yie)?)
=0

— (¢ — )Ty — T)[(Yie — Yie) — (Vg — Yig)|} + tip. (2.31)

The non-cooperative loss function of the Home policy maker in stead becomes:

L=EyY {2an(1—ay) [dag (1 — ap)po + (2an — 1) (2an — 1)k(T, — T;)?

t=0

+ (0 +10) (Vs — Yue)? — (1 —ag)(o — De(Yeg — Yiy)?

+ 2CLH(1 - CLH)[Qb —1- QGH(¢U - 1)]K(ﬁ — j})(YH’t — {/H,t)

+2a5(1 — ag)[200 — ¢ — 1 = 2ap (o — V|(Ty — T,) (Yee — Yrg)} + Lip. (2.32)

(¢o —1)

nto
apg(142n+o0)—1-n"

If there is no home bias in consumption preferences, the loss function reduces to the following

where kK =

loss function:

L=E> {0 +n) Ve — Yire)* — (0 + 1) (Ve — Vio)?

t=0

— (o + )T, — T)[(Yire — Yirg) + (Ve — Yirg)|} + teip. (2.33)

Note that, for future reference, I have not rewritten the quadratic loss function as a function
of solely Home output gap and terms of trade, even though this is feasible given that under
complete markets, Foreign output is a function of Home output and the terms of trade. In
stead, I have noted the loss function which is quadratic in Home output, Foreign output and
the terms of trade in order to allow for comparison with the case of incomplete markets,

where Foreign output is not a function of Home output and the terms of trade, but also
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depends on the current account dynamics. Replacing terms in Foreign output would result
in a rule similar to the quadratic loss function in Home consumption and terms of trade.
From that rule, or from the similar rule in consumption and terms of trade appearing above,
the following proposition results. Indeed, by comparing the coefficients of the rules under

cooperative and non-cooperative policies, we can deduct Proposition 1.

Proposition 1. Under complete markets, flexible prices, and wasteful government spending,
the relative weight attached to the terms of trade objective relative to the output gap objective
in the quadratic approrimation to the Ramsey policy maker’s loss function is higher under
cooperation than in the case where the policy makers are inward-looking, for% <ag <1 and
o> 1.

Under complete markets and flexible prices, the efficient allocation ensuring zero output
gaps (or consumption gap) and a zero terms of trade gap can be obtained under coopera-
tion. At this efficient allocation, both countries’ welfare is maximized, and the Nash policy
maker will thus not have an incentive to deviate from the cooperative allocation. Hence,
the difference in weights associated with the different objectives would not be observed.
However, the loss function does illustrate the terms of trade externality facing Nash policy
makers which implies a lower weight attached to reducing international price inefficiencies
rather than reducing domestic output gaps. As a result, in the face of distortions such as
staggered price setting or market incompleteness, larger price variations would arise under

inward-looking policy making.

Sticky prices. Doing the same exercice as above, but with sticky prices yields the same
results as those reported above, except for the coefficients in front of inflation not being zero.
That is, the only difference pertains to the fact that inflation is distortionary under sticky
prices and thus enters the loss function of the Ramsey policy maker. In other words: the

introduction of sticky prices does not affect the other coefficients in the loss function.

Incomplete markets

In the following, I allow for market incompleteness, as specified in Chapter 2. Therefore, the

current account will enter the vectors of variables:

) . N A A A A
v, =Yg Cp Gy Yi Ct Gy T, @
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¢=|A A cal
Moreover, the perfect risk sharing equation will be replaced by the definition of the current

account:

P Y = C + CA
lag + (1 — ag) T ~)7 1Yy, = Cy + CA, (2.34)

Taking logs of this equation yields

1
p— loglaz + (1 — ag)T} %] +log Y, = log(Cy + CA,) (2.35)

The first order approximation then is:
~(1— am)lam + (1 — ag) T2 T9(T = T) + Vi (Vi — Yir) = (C + CA) (G, - C) + (CA; — CA)]

« A ~ C —
<~ —(1 — CLH)Tt + YHﬂg = Ct + ?CAt (236)

where CA; = CAtY—_CA.

Taking a second-order approximation yields:

PN 1 . o O C 5=

Using the transformation process described previously as well as the definition of the Dgap,
the loss function of the cooperative policy maker can be expressed as:

(60— 1) .

L=EyY {2a5(1-apy) [day(1 — ag)oo + (2ay — 1T, — T))?

t=0
2ap(l —ag) ~— 2

+ (O’ + n)[(?H,t — Y/H,t)2 + (Yﬂt — Y/F’t)Z] -+ 7Dgapt
—dag (1 — ag)(¢o — )T, — T)[(Vire — Yire) — (Yre — Y]} (2.38)

The loss function is exactly similar to the one derived under the assumption of complete

markets, except for the introduction of demand imbalances into the loss function.
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The non-cooperative loss function of the Home policy maker can be written in a similar way.

> ~ ~ ~ ~ ~ ~ — 2
—Eo Y AM(Ti = T + Myt (Vie — Yie)* + Avir (Yew — Yia)® + ApDgap,
t=0

+ Ay (Ti — T) (Yig — Yig) + Ay (T — Tt)(yF,t — Yiy) + )\CAat} (2.39)

Because the coefficients are rather complex, they are not stated here, but can be obtained
from the author. The loss function under non-cooperation departs from the cooperative loss
function in several ways: the current account deficit matters in absolute terms for ay > 1/2!
Moreover, the following proposition holds:

Proposition 2. For any ¢ > ¢, where ¢ = f(ag,n,0), the coefficient in front of the
current account in the Nash policy maker’s loss function is positive: A\g4 > 0. This implies
that it might be welfare-improving for the non-cooperative policy maker to have current

account deficits. This is not the case under cooperative policy making.

In the numerical example chosen in this paper, ¢ = 0.37 implying that for ¢ = 0.5 it
holds that it might be welfare-improving to engage in current account deficits. This is only

the case when policy making is non-cooperative.

Furthermore, we can, by comparing the coefficients of the above stated loss functions, deduct

the following;:

Proposition 3. The relative importance of reducing international demand imbalances,
as illustrated by the Dgap, as opposed to reducing the national output gap is higher under

. . . . . . 2§ ANC
cooperative policy making than under non-cooperative policy-making: ﬁ > /\5;% for any

¢ ¢ [¢';¢"] where ¢' = f'(an,n,0) and ¢" = f"(an,n,0).

In the numerical example chosen in this paper, the above proposition holds for all ¢ ¢
C NC

[0.37;0.40] implying that for ¢ = 0.5, 22~ > 2B holds.
Y, H Y, H
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Chapter 3

Risk Sharing in the EMU

3.1 Introduction

Financial integration has accelerated in the last couple of decades. This acceleration in fi-
nancial integration which is observed at the global level, is also observed across the countries
taking part in the EMU. Specifically, the introduction of the common currency in the euro
area, by eliminating exchange rate risk, seems to have led to higher cross-country finan-
cial integration. This has been pointed out for example by Allen and Song (2005) who, by
examining data on merger and acquisitions, find that "EMU played a significant role in fi-
nancial integration within Europe” and more so within the EMU itself. Jappelli and Pagano

L and

(2008) consider both price-based and quantity-based measures of financial integration
find that financial integration seems to have been more important in the euro area than in
other regions in the time period following the elimination of exchange rate risk. Similarly,
Lane (2006) finds that in 2004 common membership of the euro area doubled the level of
pairwise cross-border bond holdings. Also Lane and Milesi-Ferretti (2005) find that sharing
the common currency increases cross-border equity holdings by 67 percent.

Though the realisation of the European Economic and Monetary Union (EMU) has enhanced
financial integration within the euro area, it remains unclear whether improvements in the
degree of consumption risk sharing across countries has resulted. In this paper, I attempt
to assess the degree of risk sharing taking place within the EMU, and its evolution since the

introduction of the common currency.

!Price-based measures of financial integration rely on the extent to which the law of one price holds (for
example considering interest rate differentials), whereas quantity-based measures relate to the accessibility of
external finance and can inter alia be approximated by the amount of cross-border flows of credit. Different
measures of financial integration are discussed in Benetrix and Walti (2008).
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116 CHAPTER 3. RISK SHARING IN THE EMU

The degree and evolution of risk sharing within the EMU is interesting for several reasons.
First, it measures the presence of inefficiencies arising due to incomplete markets. This is
interesting per se because it quantifies the welfare effects of the presence of international
financial market imperfections. Second, the evolution of the degree of risk sharing evaluates
the extent to which financial integration translates into welfare gains. One of the benefits
from the introduction of the common currency in the EMU was believed to stem from finan-
cial integration.? However, if financial integration does not improve risk sharing, the effects
on welfare are contained. Third, the degree of risk sharing across countries has important
implications within a monetary union, both for the transmission of shocks and policies, as
well as for the optimal conduct of fiscal policies as shown in Chapter 1. A measure of the
degree and the evolution of risk sharing in the EMU is thus crucial in order to understand
the transmission of shocks and policies as well as potential changes in their transmission

mechanism.

Consumption risk sharing across countries results from household optimization in open
economies, when markets are complete. Indeed, under complete markets, agents will in-
sure themselves against any idiosyncratic shocks, and the growth of marginal utilities of
consumption will thus be equalized across countries. Formally, the full risk sharing condi-

tion relating two countries’ consumption can be written as:

* *
Uprr P Ul 5P
Uc,t P Uc*,t 5t+1Pt11

(3.1)

where U.; and U, denote the per capita marginal utilities of consumption at time ¢ in
each of the countries respectively, P, and F;* denote the consumer prices at time ¢ in those

countries, and s; is the bilateral nominal exchange rate at time ¢.*> Using the definition of
s¢ Py
P

the real exchange rate, Q); = , the risk sharing equation can be written as:

*
Uc,t+l _ Yet+1 Qt
Uc,t Uc*,t Qt—i—l

(3.2)

Since Backus and Smith (1993) pointed out the consumption - real exchange rate anomaly

2Notably the Theory of Optimal Currency Areas put forward the benefits a common currency could
bring in terms of asset market integration ensuring improved risk sharing across member countries thus
endogenously contributing to fulfil the criteria for an optimal currency area.

3Note that the full risk sharing condition holds in the social planner solution.
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implying the failure of consumption risk sharing across countries, a vast empirical literature
has tested the validity of international consumption risk sharing. Obstfeld (1994), Kollmann
(1995), Ravn (2001) as well as Asdrubali, Sorensen, and Yosha (1996) and Crucini (1999)
are part of this line of research. Though these empirical studies use different methods to test
for risk sharing, they widely reject full risk sharing across countries. Because mainstream
international macroeconomic models have difficulties replicating this stylized fact, the failure
of risk sharing across countries remains one of the major puzzles in international macroeco-
nomics.*

The approach taken by Backus and Smith (1993), as well as by inter alia Kollmann (1995)
and Ravn (2001), consists in testing the relation between relative consumption and the
real exchange rate. Backus and Smith (1993) show that consumption differentials are not
positively correlated with the real exchange rate, thereby indicating that consumption risk
sharing fails. Their test relies on the moments of relative consumption and real exchange
rates for 8 OECD countries between 1971-1990. It builds on the fact that under complete
markets, if the mean and the variance of relative consumption between two countries are
relatively high, so are the mean and the variance of the real exchange rate. They find no
evidence for this assertion implied by full risk sharing.

Using a similar approach, Kollmann (1995) tests the implications of full risk sharing both for
the short term and in the long term. In the long term, full risk sharing implies that relative
consumption between two countries and their bilateral real exchange rate are co-integrated.
The co-integration tests used either reject the hypothesis of co-integration, or are incapable
of rejecting the hypothesis of no co-integration between the time series, for a majority of
countries, periods and datasets. In the short term, the complete markets hypothesis implies
that consumption growth in one country should be predictable given consumption growth
in another country and the change in their bilateral real exchange rate. However, regressing
consumption growth in one country on consumption growth in another country and their
bilateral real exchange rate results in poor fits (the R%s are close to zero). The results thus
reject full risk sharing strongly, both at higher and lower frequencies. The results are not
altered decisively by the introduction of hours worked in the regression, such as to account
for non-separabilities between consumption and hours in the utility of agents.

Ravn (2001) addresses the issue of non-separabilities in the utility function, including gov-
ernment spending and habits, when running regressions of the change in the bilateral real

exchange rate on consumption growth differentials. He finds that changes in the exchange

4Some of these international macreoconomic puzzles are for example enumerated and examined in Obstfeld
and Rogoff (2001).
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118 CHAPTER 3. RISK SHARING IN THE EMU

rate has no explanatory power on relative consumption growth rates: the hypothesis of in-

tegrated financial markets is also rejected in the presence of non-separabilities.

Whereas the aforementioned papers test the validity of full risk sharing across countries
using data on a limited number of OECD countries, Asdrubali, Sorensen, and Yosha (1996),
instead, contribute to the development of a measure of the degree of risk sharing.® They use
it to measure the degree of risk sharing across states in the US. Their measure of risk sharing
relies on the assumption that consumers optimally aim at consuming a fixed proportion of
aggregate (US) output every period. Hence, the degree to which consumption within each
state deviates from this principle measures the smoothing capacity indicating the degree
of risk sharing. The authors find that 75 percent of output differences across states were
smoothed in the period 1963-1990. They decompose this number, and find that 39 percent of
output differences are smoothed through capital markets, 23 percent through credit markets,
and 13 percent through federal government.

Crucini (1999) develops a slightly different measure of the degree of risk sharing: the variance
of regional consumption which is due to variance in aggregate (permanent) consumption. Us-
ing this measure, the author finds that more risk sharing takes places across states within
the US and within Canada than across countries.

The approach developed by Asdrubali, Sorensen, and Yosha (1996) has been applied to the
EMU by Demyanyk, Ostergaard, and Sorensen (2008). They find that consumption risk
sharing has not increased during the period 1995-2006.

The above-mentioned empirical literature measures the degree of risk sharing without taking
appropriately into account the role played by prices. The incoherence between the measures
for risk sharing described above and the measure inherent to most open-economy macro-
economic models has been pointed out by Viani (2011). She develops a welfare-based mea-
sure of the degree of risk sharing which can be derived from macro-models of open economies
and takes into account the role of international price changes. Her results for bilateral risk
sharing between the US and other OECD countries are in line with the previous literature:
risk sharing has not improved, in general. Only when allowing for time-varying risk aversion,

does it appear that risk sharing has improved over time for a few specific couple of countries.

In the following, I attempt to quantify the deviations from risk sharing within the EMU,

and study the evolution of risk sharing associated with the introduction of the euro.

>This measure of risk sharing was first developed by Mace (1991) and Cochrane (1991) to test the
assumption of risk sharing using microeconomic data. Following, Obstfeld (1994) applied this method to
macroeconomic data.
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3.2. CONSUMPTION-SMOOTHING CAPACITY AS A MEASURE OF RISK SHARING119

I will use two methods which have been developed previously, as described above. The first
one measures the consumption smoothing capacity, whereas the second instead quantifies the
inefficiencies arising due to imperfect risk sharing. The former method has been developed
by Asdrubali, Sorensen, and Yosha (1996) to quantify risk sharing among US states, whereas
the latter method was developed by Viani (2011) and used for quantifying risk sharing be-
tween the US and other OECD countries. We shall see the advantages and short-comings
of these two methods. I will apply them to the EMU, and explain why differences in the

resulting measures of risk sharing and their evolution may arise.

3.2 Consumption-Smoothing Capacity as a Measure of
Risk Sharing

3.2.1 Literature

The first tests of perfect risk sharing across households were developed by Mace (1991) and
Cochrane (1991). These tests were following applied to macroeconomic data by inter alia
Obstfeld (1994) and Townsend (1994). Mace (1991) built her empirical analysis on the hy-
pothesis that under complete markets individual consumption responds to aggregate risk
(instrumented by aggregate consumption) but not to individual risk (such as individual in-

come or employment status)®.

Building on a similar argument, Cochrane (1991) tests an
implication of full risk sharing, namely that exogenous individual shocks do not affect con-
sumption. The evidence on full risk sharing in the US at the microeconomic level is mixed:
Mace (1991) finds that consumption risk sharing takes place for a large range of consump-
tion goods, but not completely for all goods. Cochrane (1991) finds that risk sharing takes
place for some exogenous occurences such as spells of unemployment following involuntary
job loss but not for others such as long illness and longer periods of unemployment following
involuntary job loss.

Obstfeld (1994) extends the approach taken by Mace (1991) and Cochrane (1991) to macroe-

conomic data.”

By regressing consumption growth on world consumption growth and id-
iosyncratic variables such as country-specific output, investment and government consump-

tion, he finds results which are consistent with increasing financial integration in the post-war

6The empirical estimation thus requires that income and employment status are uncorrelated with shifts
in consumption preferences, implying that income and employment status have to be assumed exogenous to
the households. As pointed out by Cochrane (1991) this assumption is questionable.

"The extension to the macroeconomic level was simultaneously taken by Townsend (1994) who used it to
measure risk insurance within high-risk villages in India.
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120 CHAPTER 3. RISK SHARING IN THE EMU

period in the G-7 countries: domestic and world consumption growth have become more cor-
related. However, whether this is indeed due to higher financial integration, or the result of
for example higher correlation between home output and world output, or due to unobserved
preference shifts across countries, remains an open question. Asdrubali, Sorensen, and Yosha
(1996) develop the approach further, their aim being to quantifying the degree of risk sharing
taking place across US states and the associated channels of risk sharing.

Building on this line of research, Demyanyk, Ostergaard, and Sorensen (2008) use the method
developed by Asdrubali, Sorensen, and Yosha (1996) to investigate whether risk sharing has
increased among EU-countries (and also among EMU-countries) since the introduction of
the common currency. They identify risk sharing as increased consumption - or income -
smoothing. Perfect consumption smoothing can be achieved by trade in assets across coun-
tries. Consider the case where the Home country has a temporarily high output growth. If
the return on assets held by domestic agents is highly correlated with other countries’ out-
put growth levels and the amount to be paid on liabilities to Foreign agents are high, then
Home consumption will be smoothed, and risk sharing achieved. In other words, risk sharing
requires that the amount paid to Foreigners in good times is high, and the amount received
from Foreigners in bad times is high. Risk sharing thus implies consumption patterns over
time be imperfectly correlated with output patterns. Hence, the correlation between con-
sumption and income differentials can be considered as a proxy for the degree of risk sharing
taking place. Based on this reasoning, Asdrubali, Sorensen, and Yosha (1996) develop a
measure of the degree of risk sharing. Their measure is used by Demyanyk, Ostergaard, and
Sorensen (2008) who point out that a first indication of the degree of risk sharing across
EMU countries is the correlation between national output growth and national consump-
tion growth. Hence, they identify increases in risk sharing as lower correlation between
output and consumption growth differentials. As a result, perfect consumption risk sharing
within the EMU ensues when consumption growth is identical across the EMU-countries.®
Their measure of risk sharing is built on the correlation between consumption and output
within EMU-countries, taking away aggregate uninsurable risk which is proxied by aggregate
fluctuations in the EMU:

Corr(Alog Cf — Alog CEMY Alog Y, — Alog V;EMY)

8Note that their measure of consumption is composed by private consumption and government consump-
tion.
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More precisely, they run regressions of the type
Alog C — Alog CFMY = o+ B;(Alog Y/ — Alog Y"MY) 4 ¢ (3.3)

where the coefficient (3; measures the degree of risk sharing in period ¢. That is, using
a panel of countries, the coefficient of risk sharing can be computed for every period and
the evolution determined.” Their analysis indicates that the level of risk sharing is far
from perfect. Furthermore, consumption risk sharing for the EMU-countries seems to have
declined: the level of risk sharing decreases from more than 30 percent of GDP differences
not being reflected in consumption differences to only a little more than 10 percent.’

This method does not measure the bilateral risk sharing between two countries, or two
regions, but the general level of risk sharing achieved through asset diversification in all
countries and regions. That is, when the authors find that risk sharing has increased for EMU
countries this is not necessarily the result of higher risk sharing among EMU countries. And
indeed, they find that the increased level of risk sharing within EMU countries is achieved
by sharing risk with non-EMU countries. In other words, it seems that France or Italy have
not benefited from joining the EMU due to increased risk sharing with e.g. Germany. In this
paper, I am interested in investigating bilateral risk sharing across pairs of EMU-countries,
and not of one EMU-country as compared to the rest of EMU. Hence, I apply the above
method to account for bilateral risk sharing, instead, in the following.

Afterwards, we shall discuss the implications of casting the risk sharing problem in the
social planner setting: the approach taken by Townsend (1994) as well as by Mace (1991)
and Cochrane (1991) is not a test of financial integration as noted by Townsend, but a test

of how far the allocation of consumption is from the Pareto optimal allocation.

3.2.2 Consumption smoothing capacity in the EMU

Consumption risk sharing ensures a high degree of consumption smoothing in the face of
country-specific shocks. Accordingly, relative consumption growth differences between two
countries should vary relatively less than their relative output growth. The figure below,
depicting consumption and output growth differences between Germany and France does
not indicate that this is generally the case within the EMU: consumption growth differences

do not seem to vary less than output growth differences. Furthermore, there is no clear

9Note, however, that the number of EMU countries is relatively small, probably making the results
relatively little robust. Confidence intervals are not reported in their analysis.

10See Figure 1 in Demyanyk, Ostergaard, and Sorensen (2008). It is not stated whether the decline is
statistically significant.
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tendency towards a lower relative volatility of consumption growth differences as opposed
to output growth differences. The same conclusion holds for other countries such as Italy or

the Netherlands which are depicted in Figure 3.6 in the Appendix.

Figure 3.1: Consumption and output growth in France relative to Germany
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Both GDP and consumption of non-durables and services are per capita variables deflated by the relevant
country-specific consumer price index. Values above 1 illustrate positive growth of French variables relative
to German variables, whereas values lower than 1 illustrate negative relative growth. The vertical dashed

line illustrates the time of the introduction of the euro.

As already pointed out the correlation between consumption and output growth differ-
entials across countries has been used as an indicator of the degree of risk sharing taking
place, inter alia by Obstfeld (1994) or Demyanyk, Ostergaard, and Sorensen (2008). Build-
ing on this approach, I set up an indicator of bilateral risk sharing: the correlation between
country-specific output changes and country-specific consumption changes, relative to com-
mon changes. This takes into account that one country cannot insure another country against
shocks which affect both countries simultaneously. Under full consumption smoothing ca-

pacity this correlation is zero; under no consumption smoothing it is equal to unity, i.e the
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correlation is perfect.!!

In order to get an indication of the degree of bilateral risk sharing within the EMU, I en-
gage in an exercise similar to the one carried out in Demyanyk, Ostergaard, and Sorensen
(2008).'2 T focus on measuring the degree of bilateral risk sharing between Germany and the
other EMU-countries, but the main results hold for other reference countries too.'* For each
period, I compute the capacity of consumption smoothing between Germany and the other

EMU-countries by running the following regression quarter-by-quarter:
Alog C; — Alog(CPF + Cf) = a+ B(Alog Y, — Alog(Y,PE +Y))) + €y (3.4)

That is, I regress the observations of output growth differentials (and a constant) on the
observations of consumption growth differentials in order to get the co-movement between
those two variables. I use data only on the EMU countries which participated in the single
currency already from its introduction in January 1999.1* The resulting Bt then indicates
the amount of cross-border consumption smoothing taking place in period ¢, by summarising
the co-movement of the different countries’ gdp with consumption. Figure 3.2 depicts the
results, smoothed over time, for 1 — Bt indicating the amount of cross-border consumption
smoothing taking place, full smoothing capacity then being characterized by a value of unity
(100 percent).

If monetary unification has led to increased cross-border consumption smoothing within the
EMU, this should be obvious from the plot of the co-movement of output differentials with
consumption differentials over time: there should be an upward trend in the measure. Fol-
lowing Demyanyk, Ostergaard, and Sorensen (2008), I plot the smoothed time series and
interpret it as a measure of the cross-border consumption smoothing capacity taking place.
Similarly to those authors, I find no conclusive evidence that the degree of bilateral con-
sumption smoothing has increased in the period 1996-2006 (their data period). Figure 3.2

indeed indicates that no large increase in the consumption smoothing capacity has taken

1Tf prices are constant, a zero correlation would correspond to perfect risk sharing. See the discussion in
Section 2.3.

12This exercise departs from Demyanyk, Ostergaard, and Sorensen (2008) in several ways: I investigate
bilateral consumption smoothing rather than multilateral; I use quarterly data (rather than annual) on
household consumption (I do not include government consumption as well), and my data period is longer
than the one considered by Demyanyk, Ostergaard, and Sorensen (2008).

13The consequences of having chosen Germany as the country of reference has no effect on the evolution
of risk sharing implied by the measure considered. The level of bilateral risk sharing with Germany is for
example a little higher than the bilateral risk sharing with France or Italy.

14These countries are Germany, France, Italy, Netherlands, Finland, Luxembourg, Austria, Italy, Spain,
and Portugal.
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place since the introduction of the euro.

Furthermore, the degree of risk sharing is relatively small with an average of 33 percent over
the period 1995-2011, especially if compared to the degree of risk sharing (obtained through
capital and credit markets) within the US, which Asdrubali, Sorensen, and Yosha (1996)
estimate to be 62 percent for the period 1963-1990%.

~

Figure 3.2: Bilateral consumption smoothing (1 — /3) between EMU-countries and Germany
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The trend of (1 — (3,)100% (hp-filtered) is depicted by the solid line. The dashed line illustrates the date of

introduction of the euro.

On the contrary to what would be expected from the introduction of the common cur-
rency, the average bilateral consumption smoothing was on average 42 percent over the
period 1995-1999, but only 28 percent over the period 2000-2011. However, the point esti-

mates are not very precise because of the few observations (countries) available every period:

15The authors use annual data which implies lower estimates than at the quarterly level, since short-term
shocks are more easily insured against. When comparing to quarterly estimates, these estimates are thus to
be considered as a lower bound.
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the confidence intervals do not allow for concluding that one period was more favourable for
cross-country consumption smoothing than the other.

In order to get more precise estimates for the different periods, I pull the data into two pe-
riods: before the introduction of the euro and after. The results figure in the table below:!6

The results of this first exercise indicate that risk sharing is far from perfect within the

Table 3.1: Consumption smoothing capacity EMU-Germany

1995-1999 2000-2011
pre-EMU EMU

point estimate 18.41 42.30

95 percent confidence interval [-28.07; 64.89] [13.75;70.84]

The point estimates are (1 — Bt) obtained by running the regression
Alog Cf — Alog(CPF + Cf) = o' + Bi(Alog Yy — Alog(Y,PP +Y))) + €t
for t = 1995¢1 — 1999¢4 and ¢ = 2000g1 — 2011¢2.

EMU. Consumption smoothing of output differentials is considerably lower than within the
US, and there is no clear trend towards higher cross-border smoothing. The introduction of
the common currency has not improved consumption smoothing between countries. Interest-
ingly, perfect consumption smoothing can be rejected at all points, but the results from the
pulled regression indicates that risk sharing does take place - at least after the introduction
of the euro. The fact that we can reject that no bilateral consumption smoothing takes place
only after the euro is primarily a result of the extent of data available being larger in that
period than before the EMU was put in place. Hence, there is no clear indication that an
improvement in bilateral consumption smoothing has resulted from the monetary unification

and the enhanced financial integration.

3.2.3 A critical assessment of consumption smoothing capacity as
a measure of risk sharing
Evaluating the degree of risk sharing across countries by investigating the degree of con-

sumption smoothing gives an indication of the amount of risk sharing. However, it is an

imperfect measure of risk sharing for several reasons. First, there are several empirical issues

16Note that I allow for country-specific coefficients such as to focus on short term risk sharing.
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related to estimating the measure reported above. Secondly, consumption smoothing is not
perfectly correlated with the measure of risk sharing most open-economy macroeconomic
models rely on. This has been pointed out by Viani (2011), and can easily be understood

by considering a simple two-country model.

Empirical issues related to measuring consumption smoothing capacity

The measure [ indicates the correlation between output and consumption growth differ-
entials. One main problem with measuring the degree of consumption smoothing capacity
obtained through international financial markets with this measure pertains to the fact that
not only output shocks might affect households’ consumption patterns. Indeed, changes in
the measure could be the result of shifts in preferences in one of the countries. Indeed, if
France’s households experience a shift in preferences they might change their consumption
patterns even though there have been no changes in output. Such a shift would translate
into the measure of consumption smoothing capacity. For example, if the preference shock
increases relative consumption and an exogenous increase in relative output happens simul-
taneously, then the measure would indicate a lower degree of consumption smoothing, even
though the French households are not experiencing a lower capacity but just a lower will to
smooth.

Similarly, an increase in access to domestic financial markets - e.g. due to low interest rates
and more risk-taking by domestic banks, or simply the development of the domestic banking
sector - might show an increase in consumption smoothing capacity due uniquely to domes-
tic determinants and not associated with international risk sharing. Indeed, this measure
cannot properly separate changes in domestic consumption smoothing capacity from changes
in international consumption smoothing capacity.

Hence, the assumption that potential preference shocks and other variables be uncorrelated
to consumption growth is crucial. Indeed, if country-specific preference shocks affecting the
utility of consumers, or the ability to access credit on the domestic market, are correlated
with consumption, then the estimate is biased. The assumption that preference shocks (and
other variables) be uncorrelated with consumption differentials is therefore a crucial assump-
tion. Other crucial assumptions on which this measure relies is symmetric preferences across

countries.

Furthermore, in order for the consumption smoothing capacity to be related to risk sharing,
the functional form of the utility function and the international price mechanisms are crucial.

These issues are discussed below, and illustrated by a simple two-country model.
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Consumption smoothing capacity and risk sharing

A simple two-country model of a monetary union. Consider a world composed of
two symmetric countries, denoted Home and Foreign. The Home and Foreign countries are
endowed with output Yg: and Yr; respectively every period. Consumption within each
country is a CES index of Home and Foreign goods:

1 ¢t 1 =1 4

Cr = [agCrfy, + (1 —ap)sCy] o1 (3.5)
1 ,e-1 w o1

C; = layChi +(1—ay)sCy* |51 (3.6)

where ay > % implies a home bias in consumption, and ¢ > 0 is the trade elasticity. C'y and
Cr denote the consumption of the good produced in country H and F respectively, and their
prices are denoted Py and Pr respectively. The consumer price in country H is P, whereas
it is P* in country F.

Goods market clearing implies

YH,t — CH’t + C}'ilyt (37)
Yri = Cpt + Cky (3.8)

Consumption demands for each good are:

P b
CH,t = G/H<%)7¢Ct = (IH[CLH —+ (1 — CLH)Ttl d)] 1f¢ Ct (39)
t
¥ = Prity g om _ 1—¢1 725
Cire = (1 —an)(57) 700 = (1 = an)|(1 —an) + an Ty ]2 G (3.10)
t
_ Priy g _ o111
Cre =1 —an)(57)"Cr= 1 —an)l(1 —an) + an Ty ]2 C, (3.11)
t
P IR I
C;:“,t = an( szt)_(bcgk =aglag + (1 — OLH)Tt(Zj 1] =y (3.12)
t

StP;‘,t
Pt

conditions, we get:

where T}, = is the terms of trade. Inserting the above demands into the market clearing

¢
1—

Yire = aglag + (1 — ag) T 2750, + (1 — ap)[(1 — ag) + ag T} | C; (3.13)
Ve = (1 — am)[(1 — ag) + an TP |79 Cy + aglag + (1 — ap) TP |75 C; (3.14)
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Taking log-linear approximations of the above equations, under complete markets, we
get:

2(1];[—1 ~

C,—CF = 200 (Yie — Yiy) (3.15)

This implies that under complete markets

QGH—l

290 (Alog Y41 — Alog Y1) (3.16)

AlogCyyy — Alog Cf, =
Hence, unless ay = %, this model does not imply the estimated coefficient in front of relative

output growth (3 in equation (4)) be zero under full risk sharing!

The role of relative price changes. The main failure of the correlation measure is that
it is not correctly taking into account the effect of price changes for the transmission mech-
anism of shocks between countries and for the risk sharing measure. Viani (2011) evaluates
the measure developed by Asdrubali, Sorensen, and Yosha (1996) through model simulations
and points out shortcomings of the consumption smoothing capacity in accounting for the
degree of risk sharing:

First of all, the fact that relative price changes can improve or deteriorate risk sharing across
countries directly is not properly integrated into the consumption smoothing measure: As
illustrated in the simple model above, the real exchange rate is a determinant of the risk
sharing relation (3.2). Only under purchasing power parity (PPP implying ay = %) is the
smoothing measure a correct measure of consumption risk sharing. However, it is a well-
known fact that PPP does not hold empirically.

A second failure of the consumption smoothing measure relates to the negative relation be-
tween the degree of risk sharing and the correlation between consumption and output growth
on which the measure relies. Since the measure relies on the correlation between output and
consumption being lower the higher the degree of risk sharing, it relies on relative output
being positively correlated with relative wealth. However, this need not be the case be-
cause relative price movements might trigger large negative wealth effects following output
increases. Indeed, consider the effects of an increase in output in one country. The increase
in supply of that country’s goods will tend to decrease the price. If the negative wealth
effect of that fall in prices is high, and the increase in demand through substitution is small,
then wealth in the country which experiences the increase in output will fall. Consequently,

output increases while consumption falls. Hence, risk sharing would consist in ensuring a
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lesser fall in consumption of the country having experienced an increase in output. Risk
sharing thus implies that income should be directed towards the relatively output-intensive.
In this case, the more negative is the correlation between consumption and output growth,
the lower is risk sharing. In other words: deviations from full risk sharing might imply a
negative correlation rather than a perfect correlation between relative output and consump-
tion growth. Hence, to conclude that the higher the correlation between consumption and
output growth, the lower is the degree of risk sharing, as the consumption smoothing mea-

sure implies, could prove very wrong.

The above-mentioned short-comings indicate that a measure based on the consumption risk
sharing equation (3.2) is more appropriate to evaluate the degree of risk sharing across coun-
tries. In the following I consider such a measure, also suggested by Viani (2011). This

measure relates closely to welfare losses associated with imperfect risk sharing.

3.3 The Demand gap: a Welfare-Related Measure of
Risk sharing

3.3.1 Literature

Viani (2011) proposes a measure of risk sharing across countries which - on the contrary
to the methods previously used in the literature - takes correctly into account how price
changes affect risk sharing. Her measure of risk sharing is closely related to international
macroeconomic models such as the one presented previously. Indeed, the wedge between the
stochastic discount factors of the two countries considered, denoted Dgap in Chapter 1, is
used to measure bilateral risk sharing.!” This measure illustrates the welfare losses which
are associated with deviations from full risk sharing. Viani (2011) explains how changes in
this measure can be due to changes in either the degree of risk sharing or the amount of risk
to be shared. The contribution of each of these causes to changes in the measure can be
disentangled by regressing the Dgap on the risk factors (such as output).

The measure of cross-border insurance figuring in Viani (2011) corresponds to:

Dgap; = log m; — logmy (3.17)

17This measure corresponds exactly to the demand imbalances (Dgap) considered in Chapter 1.
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such that Dgap; measures the difference between the SDFs at time t, denoted respectively
m; and my. Note that this measure is contingent on the shocks which hit the economies,
and it is thus not a clear measure of the degree of insurance across countries but a measure
of welfare losses associated with the degree of risk sharing AND the variance of shocks.
Viani (2011) assumes the presence of a representative agent, CRRA utility, and that the
data do not reject the equalization of expected SDFs, in which case the unconditional mean
of the gap is zero. As a result, the variance of the gap is a direct measure of deviations from
full risk sharing.

In order to disentangle the causes of changes in the Dgap in the case where TFP shocks

constitute the only macroeconomic risk, Viani (2011) runs
Dgap; = o+ BgAlog Yy, + BrAlog Yr + € (3.18)

The coefficients Gy and (r indicate how much a 1 percent change in output affects the
Dgap, thus illustrating the degree of insurance associated with output risk (TFP shocks).
The higher the coefficients, the lower is the degree of risk insured. Full risk sharing would
imply a zero coefficient.!®

Viani (2011) estimates (3.18) for different time periods in order to disentangle the causes of

changes in the Dgap over time.

Method. Computing the Dgap requires an estimation of the relative risk aversion coef-
ficient, which might vary over time. Viani (2011) estimates this parameter by using the
assumption of equality of expected SDFs across countries (amounting to equality of mean

SDF's over time). Indeed, assuming a constant RRA coefficient, and using

‘ Pz Cj Pj Si’j
’LE t+1 t+1 j tfl -0 tfl t+1 319
BE{(—r Ci )7 } B E{( ci ) P 81,]} (3.19)

she can estimate the relative discount factor 2 @ and the RRA coefficient. She then tests that
the resulting (3.19) is not rejected by the data.

Using the estimates found, the Dgap, can be computed:

Dgapi? =logm! —logm] = Alog Q7 — o(Alog C! — Alog V) 4+ log 3 —log #  (3.20)

18Tn a later subsection I discuss the empirical issues related with running this regression.
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The variance of the Dgap constitutes a measure of contingent risk sharing: the higher the
variance, the lower is risk sharing contingent on shocks (risk). Given the Dgap estimates,
Viani attempts to disentangle the degree of insurance to TFP shocks by regressing the Dgap
on output in the home and in the foreign country, as in equation (3.18). The output measures
can be deflated by either PPI (gdp deflator) or CPI, depending on the result one is looking
for; the degree of insurance uniquely from financial markets (CPI), or the degree of insurance

from financial markets and price movements (PPI/ gdp deflator).

Results. Viani’s results indicate a fall in inefficiencies related to incomplete risk sharing
between the US and a number of OECD countries between 1970-2008. However, she finds
that this fall is mainly due to decreases in the variance of macroeconomic shocks such as
nominal exchange rate fluctuations and output volatility - and not much to a real improve-

ment in insurance across these countries.

3.3.2 The demand gap in the EMU

I compute the size and the evolution of the Demand gap in the EMU, and engage in similar
exercises as Viani (2011) in order to disentangle how large an impact the changes in cross-
country insurance has had on this measure.

Assuming that discount factors are identical across countries, and that utility of the repre-
sentative household is a CRRA function, the demand gap is described by the wedge between
the SDF's:

gapl? =logmi —logm! = Alog Q7 — o(Alog C! — Alog CY) +log 3 —log 3  (3.21)

Noting that the wedge can be characterized by: mi = nm{ , we have that Dgapf;’j =
nmy

t) = logn — logl. The Dgap thus measures the deviations of

m]
the wedge between count;y ¢ and j SDFs from the wedge under complete markets. In the

logm! — logm] = log(

following, I will, as in the previous section, focus on computing bilateral risk sharing of EMU

countries with Germany.

For the computation of the bilateral demand gaps, I assume that countries are symmet-
ric (their discount factors and CRRA coefficients are identical). Furthermore, I assume that
the coefficient of relative risk aversion for all EMU countries is 1.5. The demand gap is com-

puted using data from OECD on consumption of non-durable and services, and data from
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Eurostat on consumer prices and nominal exchange rates. The EMU-countries for which
this data is available on a quarterly basis from 1991 - 2010 are Germany, France, Italy,
Netherlands and Finland. I compute the bilateral demand gaps between those countries and
Germany, a measure of the welfare losses associated with deviations from full risk sharing.

Figure 3.3 depicts the bilateral Dgap of selected countries with respect to Germany. The
figure indicates that the expected growth in real marginal utility of consumption is equal-
ized across countries: on average the demand gap is very close to zero. This means that
the variance or standard deviation of the demand gap is a correct measure of the welfare
losses of incomplete markets. Furthermore, it shows that whereas some countries, such as
Finland and Italy, have seen a clear reduction in the variance of the demand gap since the
beginning of the 1990’s, other countries such as the Netherlands have not experienced clear

improvements in this measure.

Figure 3.3: Bilateral Dgap of selected EMU countries relative to Germany, 1991-2011
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Percentage deviations from full bilateral risk sharing between Germany and respectively France (FR), Nether-
lands (NL), Finland (FI), and Italy (IT).
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During the period considered, the standard deviation of the Dgap has been much lower
for France and Netherlands, respectively 0.0239 and 0.0174, than for Italy and Finland,
respectively 0.0739 and 0.0758. However, the numbers for Italy and Finland could be de-
pendent on the situation within these countries in the beginning of the 1990s: Finland was
hit by a banking crisis in the years 1991-1993 and Italy was hit by the ERM crisis in 1992.
And, indeed, when we look at the evolution of the demand gap from 1996 onwards, the fall
in welfare losses due to incomplete markets and country-specific shocks is much less evident,
see Figure 3.4.

Figure 3.4: Bilateral Dgap of selected EMU countries relative to Germany, 1996-2011
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Percentage deviations from full bilateral risk sharing between Germany and respectively France (FR), Nether-
lands (NL), Finland (FI), and Italy (IT).

The evolution of the demand gap over time can shed light on whether the introduction
of the common currency has led to a fall in the welfare losses associated with incomplete

markets. This is interesting both because it clarifies whether the increase in financial integra-
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tion has actually had beneficial welfare effects, but also because it has potentially important
implications for policy making, as pointed out in Chapters 1 and 2. I follow Viani (2011)
in using the standard deviation of the demand gap as the relevant measure. The evolution
of the standard deviation of the bilateral demand gap with Germany, the welfare-related

measure, is depicted below.

Figure 3.5: Standard deviation of bilateral Dgap of selected EMU countries relative to
Germany
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"FR” refers to partner country France, "IT” refers to Italy, "NL” refers to Netherlands, and ”FI” refers to

Finland. The standard deviation is measured over a window of 5 years at each point in time.

Whereas the standard deviation of the bilateral demand gap has fallen since the begin-
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ning of the 1990s for Italy, Finland, and France, the tendency is less clear for the Netherlands.

3.3.3 Risk sharing and the demand gap

The observed fall in the welfare losses associated with incomplete markets during the last 20
years, measured by the variance of the demand gap, can be due to either an improvement in
risk sharing across countries or a fall in the amount of macroeconomic risk to be shared. It
is thus interesting to disentangle the part of the fall in the demand gap which is due to a fall
in country-specific macroeconomic risk from the part due to an improvement in risk sharing.
Theoretically, a fall in macroeconomic risk to be shared would result from the introduction
of the common currency since it reduces exchange rate risk. Furthermore, it is commonly
thought that the introduction of the common currency would lead to higher business cycle
synchronisation across EMU-countries. Hence, according to these conjectures, the fall in the
welfare losses associated with deviations from perfect risk sharing could be due in large part
to the fall in macroeconomic risk to be shared among EMU-members. In the following, I
attempt to estimate how large a part of the fall in the welfare loss associated with deviations
from full risk sharing is a consequence of lower macroeconomic insurable risk relative to the

part which results from improved risk sharing of specific types of risk across EMU-countries.

Measuring improvements in risk sharing. Deviations from full risk sharing arise in
the face of country-specific shocks. Changes in the variance of the demand gap between two
periods can be due to either a change in the amount of risk to be shared, or a change in the
degree of risk sharing. In a model with only country-specific output shocks and uncorrelated
nominal exchange rate shocks, these two effects can be disentangled by running the following

regression for each of the periods:
Dgap; = BuAlog Y, + BrAlog Y, + fslog As; + ¢ (3.22)

By comparing the coefficients, By, Br, and Bg across the periods it is then possible, according
to Viani (2011), to infer whether the change in the welfare losses associated with deviations
from perfect risk sharing is due to a change in those coefficients, that is the degree of
respectively Home and Foreign output risk which is not shared - or whether it is due to
different amounts of risk across periods. Hence, I consider the insurance against output risk,
and, before the introduction of the common currency, to nominal exchange rate risk. Using

the regression results for the period 1991-1999, I construct a counter-factual scenario for the
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second period, such as to extract the standard deviation of the Dgap under the assumption
of the same degree of insurance against shocks (same coefficients Sy and [r) given the
macro variables of the second period. I can then compute the fraction of the change in the
standard deviation of the Dgap which is due uniquely to changes in macroeconomic risk,
and the fraction which is due to changes in the degree of risk insurance across countries.
I find that changes in the coefficients, that is the degree of risk shared across countries
only contributes relatively little to the fall in the Dgap observed during these periods. In
particular, only between 0 and 17 percent (depending on the countries) of the reduction in
the Dgap can be attributed to an improvement in risk sharing. Moreover, the countries
which have experienced the highest welfare improvements in terms of fall in the volatility
of the Dgap, such as Italy and Finland, are also the countries for whom the fraction of
this improvement which is indeed due to improved insurance against output and nominal

exchange rate shocks is the lowest, see Table 3.2.

Table 3.2: Estimated fraction of the decrease in Dgap explained by change in risk

Partner country output risk only output and nominal exchange rate risk

France 12.01 16.91
Netherlands -116.02 10.84
Italy -3.99 -0.39
Finland 8.94 6.93

The numbers are in percent: 16.91 percent of the fall in the standard deviation of the Dgap between
France and Germany cannot be explained by macro volatility and must thus be the result of improved risk
sharing. For Italy all of the fall (or more) can be explained by changes in macro volatility between the two
periods. Note that for the Netherlands, the volatility of the Dgap in the period 2000-2011 would have been

considerably smaller had the same risk sharing of output changes taken place before and after the
introduction of the euro - if only output shocks affected the country. But when allowing exchange rate

shocks to play a role, this is no longer the case.

Overall, these results indicate that the welfare improvements experienced in countries such
as Italy and Finland result from higher business cycle synchronisation rather than higher
risk sharing. These results are very much in line with the results obtained by investigating
the consumption smoothing capacity. However, as with the previous method, the method
developed by Viani (2011) rely on assumptions which can easily be put into question. In the

following subsection, I attempt to address one particular issue.
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3.3.4 A critical assessment of the demand gap volatility as a mea-

sure of risk sharing

I have already pointed out that this measure of risk sharing, relies on assumptions such as
CRRA utility and symmetry across countries. Furthermore, I assumed in my calculations
that the coefficient of relative risk aversion is 1.5. Sensitivity analysis with respect to this
parameterization figures in the appendix. It shows that though the estimates are of course
different, the main results are robust to different coefficients of relative risk aversion.
However, the main empirical issues of the exercise carried out concern the regression deter-
mining the importance of changes in risk insurance for changes in the welfare measure of
market incompleteness, the volatility of the Dgap. Indeed, endogeneity issues arise because
all the explanatory variables could very well be correlated. Consider for example the effect
of a shock to world output. Such a shock would affect output growth in both countries and
thus bias the estimates. Similarly, the error terms associated with shocks to output and
shocks to the nominal exchange rate might be highly correlated and thus bias the estimates.
One way to attempt to control for common output shocks is to run the regression below in
stead:

Dgap; = Bu(Alog Y, — Alog Yemu,) + Br(Alog Ye: — Alog Yenmuy) + Bslog As, + ¢
(3.23)

This should eliminate shocks which drive common EMU output to affect the estimates, but
it does not resolve the endogeneity issue associated with nominal exchange rate movements.
Consider another scenario which would result in biased estimates: a monetary policy shock
to the interest rate. Such a shock would be expected to affect not only the nominal exchange
rate but also, through its effect on consumption and thus labor supply, output. The shock
affecting simultaneously the nominal exchange rate and output would bias the estimates.

This short-coming of the method developed by Viani (2011) is to keep in mind when con-

sidering the results reported previously.

3.4 Conclusion

This chapter had the ambition of quantifying the degree of risk sharing across EMU-countries
and the evolution of risk sharing associated with the introduction of the common currency.
For that purpose I use two different methods. The first method measures the capacity of

consumption smoothing obtained through bilateral interactions, and indicates that no ma-
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jor changes in risk sharing translated into consumption smoothing capacity appear to have
taken place since the introduction of the euro. However, this measure is not perfectly corre-
lated to international risk sharing - unless very strict requirements are met, inter alia that
PPP holds. The second measure which I use to measure risk sharing across EMU-countries
relates to the inefficiencies arising due to incomplete risk sharing. I attempt to disentangle
the fraction of changes in this measure which is due to changes in risk sharing from those
which are due to changes in macroeconomic risk. The results are similar to those found for
the first measure: though there has been a fall in welfare losses due to incomplete markets,
there is no clear evidence of improved risk sharing across countries.

These results, though only indicative, are of importance in that they may contribute to the
discussion of the benefits of joining currency unions, and more particularly the EMU. Indeed,
the theory on Optimal Currency Areas, initiated by Mundell (1961), points out that one of
the benefits arising from forming currency areas pertains to the enhanced ability to share
macroeconomic risk across the area. This paper indicates that the predicted enhanced risk
sharing has not, at least for now, taken place in the EMU.

Understanding how much risk sharing takes place across the EMU is also crucial for policy
making as pointed out in Chapter 1 of this thesis. It is thus a topic which definitely deserves

future attention.
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Appendix A. Figures
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Figure 3.6: Consumption and output growth in France, Italy, and Netherlands relative to

Germany
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Appendix B. Tables

Table 3.3: Standard deviation of bilateral Dgap with Germany

Partner country 1991 - 2011 1991 - 1999 2000 - 2011

oc=1
France 1.87 2.69 0.77
Netherlands 1.24 1.49 1.02
Italy 6.35 9.59 0.95
Finland 6.41 9.50 1.21
oc=1.5
France 2.39 3.39 1.06
Netherlands 1.74 2.09 1.44
Italy 7.39 11.12 1.34
Finland 7.58 11.14 1.77
c=4
France 5.35 7.50 2.61
Netherlands 4.41 5.21 3.69
Italy 13.33 19.93 3.40
Finland 14.16 20.31 5.03

Standard deviation in percentage deviations from full risk sharing.

Table 3.4: Estimated fraction of the decrease in Dgap explained by change in risk,
with 0 =1

Partner country output risk only output and nominal exchange rate risk

France 13.04 12.08
Netherlands -128.46 9.85
Italy -2.92 -0.24
Finland 11.84 5.75

Table 3.5: Estimated fraction of the decrease in Dgap explained by change in risk,
with 0 =4

Partner country output risk only output and nominal exchange rate risk

France 7.54 24.55
Netherlands -110.71 11.91
Italy -7.00 -0.83
Finland -2.17 8.36
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Table 3.6: Estimated coefficients of Dgap, = fyAlog Yy +GrAlog Ypg i+ (s log(=2-)+

St—1
€t

Partner country 1991 - 2011 1991 - 1999 2000 - 2011
Bu Br Bs B Br Bs B Br Bs
France 1.45 -1.50 — 149 -17%6 — 1.05 -0.57 —
1.18 -1.28 1.20 1.15 -1.49 1.07 1.05 -0.57 0
Netherlands 0.59 -0.7% — 0.60 -0.85 — 059 -042 —
0.58 -0.72 -1.53 0.58 -0.84 -0.51 0.59 -042 O
Italy 0.21 -063 — 0.07 -099 — 082 -045 —
0.03 -0.47 036 -0.13 -0.80 040 0.82 -045 O
Finland 1.54 -167 — 159 -187 — 062 002 —

.11 -1.14 110 1.20 -144 089 0.62 0.02 O
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