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Optimal policies in a monetary union: What do we know?

1 Common central bank should stabilize the average union in�ation

2 Di¤erently from what usually happens in a closed economy, monetary
union calls for �scal policy to stabilize the business cycle (think of
asymmetric shocks)

Analysis typically restricted to the coordination scenario (common
authority chooses both policies) ...

... but EMU regulations does not force coordination!
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What is this paper about?

Comparison between coordination and no-coordination scenarios:
Coordinaton matters! (i.e. it is e¢ ciency-improving)

Dynamic responses to tech shock, mark up shock: Fiscal policy
important for optimal monetary policy
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Chiara�s world

Microfounded DSGE model, continuum of small open economies
(trick! no links between each single country�s �scal moves and the
union�s variables)

Firms: Standard NK features (monop. competition, nominal rigidities)

Repres agent: Separable preferences over C, G, N

Fiscal policy: Provides public good, labor subsidy, lump sum taxes
(SGP)

Monetary policy: Authority max union simple average of the second
order approx of repr agent�s utility
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Chiara�s analysis

Coordination: Common authority, max union�s welfare. E¢ ciency of
average union allocation (but not at country level if asymmetric
shocks come)

Non-coordination: Fiscal authority max single country�s welfare
(common monetary autorithy max union�s): Ine¢ ciencies! (foreign
marginal labor costs not internalized)

Dynamic responses to tech shock, mark up shock: Fiscal policy
coordination is key for the sign of the interest rate reaction!
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My reaction

Nice paper! Further step for understanding why �scal policy matters!
(Luciano told me, but I never believed him!!!)

Attempt to model Euro-Area (mentioned a couple of times in the
Introduction), needed!

NK framework, easy to compare Chiara�s results to former ones in a
relevant framework

Just a couple of points
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Understanding the real world with this model

Euro-area: 13 countries, quite asymmetric in terms of relative weights

What can we do with

1 Continuum of countries (i.e. negligible impact of each single country�s
move on the union equilibrium values) ... no room for strategic
interactions! What about Germany?

2 Monetary policy max union�s simple average ... sure at the ECB they
have equally cared of Germany and Portugal?

Any sense of how robust this results may be?
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Fiscal policy in a closed conomy

Closed economy: Is �scal policy une¤ective for stabilizing the business
cycle?

Leeper and Yun (2005): Active monetary policy, passive �scal policy:
No equilibrium! PMP, AFP: multiple equilibria (�uctuations!)

Galì et al (2006,JEEA): Rule-of-thumbers, Ricardian equivalence does
not hold anymore, �scal policy may help stabilizing the business cycle.
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Other remarks

What�s new w.r.t. Lombardo and Sutherland (2004)�s? (n vs. two
countries, I guess)

You may want to have a look at Muscatelli et al (2006) [NK set up,
... ], and Patrizio Tirelli�s webpage

Separability between C and N, data do not like that (Lopez-Salido
and Rabanal 2006)?

Say hi to Jordi! He taught me almost all I know about monetary
economics! (mmmhh, must have been a pretty short course ...)
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