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Introduction

@ Currency union versus fixed exchange rate system
@ Ireland and EMU
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Currency union versus fixed exchange rate system

Commitment versus flexibility
greater efficiency gain

common control of monetary policy

common lender of last resort function (cross-border lending in a
common currency)

@ less exposed to speculative attacks
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Common Monetary Policy

@ Superior response to common shocks (solves coordination issues)
o Effective partner in dealing with global shocks

@ Greater political independence for central bank - smaller inflation bias
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Optimal currency area: integration; similarity

Trade

Finance

Labour flows

Fiscal federalism

Self-fulfilling optimum currency area?

Integration - promotes similarity or reduces similarity?
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Figure 21.6 Self-Fulfilling OCA Criteria

Feenstra and Taylor: International Economics, First Edition
Copyright © 2008 by Worth Publishers



Fiscal Policy under EMU

Historical resolution of high public debt - inflation
Commitment to low inflation harmed by high public debt - SGP
Market discipline: different under EMU?

Stabilisation role for fiscal policy

o long-term fiscal sustainability
e counter-cyclical fiscal activism

“No bailouts”

e rational ex ante
o credible ex post?

Philip R. Lane, TCD () EC4100: European Monetary Union March 2010 6 /11



Ireland under EMU

Elimination of interest rate “illiquidity premium” - permanent gain
Greater access to international debt - via banking system

Bank regulation

Labour market flexibility

Fiscal counter-cyclicality

Other factors

Global technology boom /bust
Rise of emerging markets

EU entry of CEE countries
Financial globalisation
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Ireland’s Crash and the Euro

@ Bubble period: not exclusive to euro area

@ Limited role for interest rate mechanism

@ High euro debt: in effect, ‘foreign-currency’ debt but with access to
liquidity provider (ECB)

@ Liquidity provision only if banks solvent - requires fiscal support for
banking sector

@ Key issue: interplay between fiscal crisis and banking crisis

@ Adjustment process

e decline in nominal wages and prices

e pro-cyclical real interest rate effect

e contrast to own-currency economies (different types, depending on
reliance on foreign-currency debt and policy stability)

o limit to fiscal stabilisation
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Counterfactual: lIreland outside the euro

@ small open economy with floating currency

o group I: mature, stable economies (Sweden, Norway, Switzerland)
e group Il: faster-growing emerging economies (Iceland, Ireland, CEE;
Chile, Turkey, Brazil ..)

@ Policy challenges

e management of capital flows
e limits to interest rate policy
o foreign-currency debt

@ Banking crisis

e associated currency crisis
o illiquidity - IMF needed
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Leaving the Euro

Only feasible if impose capital controls
Euro debt now foreign-currency debt

Devaluation: boost competitiveness or raise inflation?

Future dynamics: capital flow volatility; interest rate premium;
inflation control
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Lessons of the Global Crisis for Members of the Euro Area

@ Importance of long-term fiscal anchor (SGP inadequate): new
institutional arrangements

o National-level (independent fiscal council; fiscal rules)
o Area-wide (European Monetary Fund?)

@ Costs of banking crises inside a monetary union
e Costs of real over-valuation (limits to wage flexibility)

@ Big gain: Liquidity support (but requires fiscal backstop to ensure
bank solvency)

o Trade offs in expansion of EMU membership
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