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Introduction

When | began to work on monetary unions afew years ago® it was rare for
academics outside Europe to be interested in the subject, and highly unusud to find
advocates of monetary union outside afew continental Europeans. Now it isamost the
mgority view. Accordingly, | find mysdf in adifficult postion, shce | agree with
amog al of what Coleman and Wyplosz write. In particular, | agree with Coleman that
monetary union for New Zedand makes alot of sense, and | agree with Wyplosz that any
broad monetary union for Asais and should be along way off.

Currently there seems to be an emerging consensusin favour of monetary union,
at least for many smal open economies. What are itsroots? At abroad leve, there are

two: 1) the benefits of floating exchange rates have been over-sated, and 2) the benefits

! Quite afew, actually.



of monetary union have been undergtated. In my discussion, | will touch very briefly on
the firgt, and review some of the most striking evidence for the second.

But | want to push the argument further. The academic argumentsin favour of
monetary union have remained ... academic. Outsde continental Europe and afew
placesin Centra and South America, the political benefits of national monetary
sovereignty are perceived to be high smply because the suggestion of abandoning the
nationa money is usualy met by the public with superficid scorn and mindlessridicule.
At this point, academics should be persuading policy-makers to lower the percelved
politica benefits of anationd money. Any debate on monetary union must leave the
ivory tower of the academy; policy-makers must raiseit publicly if the discussonisto be
serious. Succinctly, academics should be trying to get policy-makersto raise monetary

union to the levd of nationd debate.

The Benefits of Floating Exchange Rates are L ower than usually Perceived

Floating exchange rates are said to provide insulation, and to be an additional tool
of monetary policy. In practice, they just as often introduce shocks that have to be offset
through other tools of economic policy. Rather than being part of the solution, they are
frequently part of the problem. That’s why so many countries seem to have a“fear of
floating” in the memorable phrase of Cavo and Reinhart.

No one knows why floating exchange rates seem to be so volatile. Indeed, it is
accurate to describe this problem as possibly the most important problem in internationd
finance. But no one deniesit. Exchange rates— at least of those low-inflation developed

countries— seem to fluctuate in away that is disconnected from macroeconomic



“fundamentas’ (money, income, prices, etc.) for Sgnificant periods of time thisisthe
famous finding of Meese and Rogoff (1983). Further, when the exchange rateis fixed —
epecidly in ahard fix — this volatility vanishes from the exchange rate and does not
regppear el sewhere in macroeconomic fundamentals, as Hood and | have shown. That is,
eiminating exchange rate voldility seems amog to be afree lunch, atopic | have

pursued in my work with Jeanne (2002). Asaresult, thinking about the exchange rate as
an extratool for macro management is starting to seem unworldly. There are exceptions
of course; everyone knows how depreciation allowed Australia and Canada to stave off

most effects of the Asan criss. But those cases are ... exceptions.

The Benefits of Monetary Union are Higher than usually Per celved

Much work has been done on monetary unions, usualy from atheoretica
viewpoint. Alesinaand Barro (2000) are the latest word in the area, and apply amode
that combines the best ements of Munddl’ s celebrated Optimum Currency Area criteria
and more recent work on monetary discipline. From thislong literature, one getsthe
reasonable view that monetary unions have both costs and benefits, but are usudly
ingppropriate for most countries because of the imperfect synchronization of business
cycles or inadequete adjustment mechanisms (gticky prices and wages, few risk-sharing
mechanisms and so forth).

Threethings are new. First, many view the standard criteria as ingppropriate.
Wyplosz convincingly shows that the standard optimum currency area criteriawere
essentidly irrdlevant for EMU. | prefer more generdly to think that data such asthe

degree of business cycle synchronization are dmost irrelevant, snce they are based on



higtorica data that would beirrdlevant in the case of monetary union and the changesiit
induces, a subject | pursued in my work with Franke!.

Second and more importantly, the literature is now more empirica. It uses data
on actua monetary unions to get some sense of their effects. For instance, in my (2000)
paper | found that apair of countriesin amonetary union seems to have substantialy
higher bilaterd trade, holding a hogt of other factors constant. The magnitude of this
effect isinteresting for two reasons. @) it isrobust; and b) it isastonishingly high. Asa
result of such work — thefind innovation — monetary unions are now viewed under a
much more favourable light. Since monetary union seems to be associated with grester
trade, but inggnificantly different macroeconomic volatility, the case for monetary union
seems stronger than it did afew years ago.

Attention is usualy focused with an example. Before 1967 the New Zedand
pound had been in along-term 1:1 very hard fix with the UK which | will treat asade
facto monetary union for internationa commerce. Thisended in 1967 when New
Zed and abandoned the pound upon decimdization. Asfigure 1 shows, New Zedand's
bilatera trade with the UK started to decline around 1967. In particular, the figure shows
that the natura logarithm of NZ-UK hilatera trade (adjusted for inflation) had fluctuated
around a congtant level for the twenty years before 1967. However, the establishment of
the NZ dollar and the associated exchange rate volatility vis-a-vis the pound coincided
with the beginning of along-term trend decline in trade between New Zedland and the

UK.?

2 This ocular result can be made more rigorous with simple regression techniques; the declinein UK-NZ
tradeisastatistically significant 3.7% per year after 1967 though no significant declineis present before
1967. Adjusting the log of trade through the “gravity model” of bilateral trade still resultsin asignificant
downward trend of 2.9% per year after 1967.
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Figure 1: The Effect of the NZ Dollar on NZ-UK Trade

An accident? Hardly. My recent work with Reuven Glick exploits the 130 exits
from currency unionsin the 1948-1997 period using alarge pand of IMF bilaterd trade
data® Using only data on the countries that left or joined currency unions, we find that
pair of countries that dissolve a currency union experience a having of trade. Thisistrue
even after controlling for anumber of other things such as preferentid trade agreements
and income which also affect trade. My work with Jeffrey Frankel shows that the trade
boost associated with monetary union seemsto have alarge effect on red income.

Thereisof course a cavesat associated with thiswork. 1t isbased on actua

currency unions that typicaly involve smal and/or poor countries; thus any extrgpolation

3 The paper and associated data sets are freely available at my website.




to largerich countriesis ... extrapolation. EMU and the recent dollarizationsin Ecuador,
El Salvador and Guatemdawill eventualy enable us to quantify the effects of currency
union more effectively. Still the debate is dowing shifting the onus proof towards the

doubters of the benefits of monetary union.

De-mystifying the Concept of Monetary Sover eignty

Which brings me to my last point. Suppose the effects of EMU and dollarization
turn out on net to be positive from an economic point of view. \We as economists—
whether academics or policymakers— will then have an obligation to contemplate the
policy option of monetary union. The main problem at that point will dmost surely be
the mass hygteriathat is associated with any suggestion that a country should surrender
its monetary sovereignty. To say that most people find the thought of relinquishing the
nationa money unpaatable is a gross understatement. One only need read a British
tabloid, or count the number of European referenda on monetary union to redize how
difficult it is to discuss monetary union sensibly on the nationd stage. The exceptions to
the rule are just that; exceptions.

There are cogts and benefits of monetary union. Coleman has provided us with a
careful economic andysis asto whether it isin New Zedand' s own intereststo retain
monetary sovereignty. Evidence like his may one day convince technocrats of the
desrability of an ANZ monetary union. But even that very important step will mean
little without proper preparation in the political sphere. It istimeto try to begin

educating the public so that any future discussion by the public on monetary union can be



sober and thoughtful. Thinking the once unthinkable is along dow process, as Wyplosz

has shown. Itistimein Asato begin.
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