
UvA-DARE is a service provided by the library of the University of Amsterdam (https://dare.uva.nl)

UvA-DARE (Digital Academic Repository)

European Integration , Monetary Policy and Exchange Rate Behaviour

Cavelaars, P.A.D.

Publication date
2003

Link to publication

Citation for published version (APA):
Cavelaars, P. A. D. (2003). European Integration , Monetary Policy and Exchange Rate
Behaviour. [Thesis, externally prepared, Universiteit van Amsterdam - FEE]. Erasmus
Universiteit Rotterdam.

General rights
It is not permitted to download or to forward/distribute the text or part of it without the consent of the author(s)
and/or copyright holder(s), other than for strictly personal, individual use, unless the work is under an open
content license (like Creative Commons).

Disclaimer/Complaints regulations
If you believe that digital publication of certain material infringes any of your rights or (privacy) interests, please
let the Library know, stating your reasons. In case of a legitimate complaint, the Library will make the material
inaccessible and/or remove it from the website. Please Ask the Library: https://uba.uva.nl/en/contact, or a letter
to: Library of the University of Amsterdam, Secretariat, Singel 425, 1012 WP Amsterdam, The Netherlands. You
will be contacted as soon as possible.

Download date:24 May 2023

https://dare.uva.nl/personal/pure/en/publications/european-integration--monetary-policy-and-exchange-rate-behaviour(b9fc7580-3690-4e38-973f-8bc22911626b).html


Chapterr 7 

Conclusion n 

Thiss chapter recapitulates the main results of this thesis. The results are arranged by 

theme,, rather than by chapter. I distinguish between three themes: European integration 

andd welfare (section 7.1), European integration and monetary policy (section 7.2) and 

Europeann integration and the exchange rate (section 7.3). Section 7.4 identifies open 

issuess for further research. 

Thee results presented in the next three sections are true conditional on the modelling 

frameworkss used in the previous chapters and under the assumptions made there. Thus, 

thee generality of my conclusions depends on the realism and credibility of the underlying 

assumptions.. Because relaxing the assumptions also identifies issues for future research 

(andd in order to avoid repetition) the discussion of specific assumptions is postponed 

untill  section 7.4. 

7.11 European integration and welfare 

Economicc and Monetary Union (EMU) involves monetary unification as well as abolish-

ingg the remaining trade barriers in Europe. In this thesis, a welfare analysis is applied 

too these two aspects of European integration. I reach the following conclusions on the 

welfaree effects of monetary union (results 1 and 2) and trade integration (result 3). 

Resultt  1: Th e welfare implication s of monetary unificatio n for  th e euro area 

aree ambiguous. 

Thiss thesis finds that there is a trade-off between credibility and flexibility,  in line with 

earlierr results in the optimum currency area literature.1 Monetary policy causes exter-

nalities:: the policy response to unanticipated shocks leads to international spillovers, 

HnHn the early 1960s, Mundell reframed the old question on the optimal choice of an exchange rate 
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whichh enhance the need for policy adjustment in the foreign country. As a result of 

EMU,, the intra-European externalities are internalised. The ECB still has an incentive 

too conduct a beggar-thy-neighbour policy against the United States, but (unlike national 

centrall  banks before) not within Europe. This reduces the monetary credibility problem 

inn Europe and thus leads to a lower inflation bias, which is welfare-enhancing. At the 

samee time, the euro area authorities lose a policy instrument, as country-specific shocks 

cann no longer be addressed by monetary policy. This makes it more difficult to attain 

policyy goals in each of the participating member states, which is welfare-reducing. The 

positivee welfare impact of enhanced monetary credibility may or may not be dominated 

byy the negative welfare impact of the loss of a policy instrument (chapter 3). 

Resultt  2: US welfare improves as a result of the monetary union in Europe. 

Thiss conclusion contradicts popular fears. The reason for this welfare result is that the 

Unitedd States authorities, unlike the euro area authorities, do not lose a policy instru-

ment,, while under EMU they suffer less from European beggar-thy-neighbour policies 

thann they did before (chapter 3). 

Resu ltt  3: Th e Single Marke t enhances welfare in Europe. 

II  show that a decline in the costs of cross-border transactions reduces the home bias in 

consumerr spending. More cross-border transactions take place, but fewer resources are 

wastedd in such transactions. Therefore, a decline in the cost of cross-border transactions 

leadss to an increase in the steady state level of consumption and to a decline in the 

generall  price level, whereas it does not affect the amount of labour input (chapter 4). 

7.22 European integration and monetary policy 

Thee replacement of the national monetary policies by a single monetary policy as of 1999 

cann be seen as a cornerstone for the future of European cooperation. The conduct of 

monetaryy policy is affected by monetary unification itself (results 4 and 5), but also by 

thee completion of the Single Market (results 6 and 7). 

regimee in terms of the optima] domain of a currency area. In 1981, Helpman argued that this question 
shouldd be analysed from a welfare point of view, i.e. that different monetary regimes should be evaluated 
onn the basis of a pre-defined objective function. Since then, this has been recognised as the correct 
approach. . 
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Resultt  4: Th e ECB wil l keep the economy closer  to pric e stability . Thus, 

E M UU implies a more credible monetary policy. 

Thee establishment of the ECB comes with full monetary policy coordination within the 

euroo area, ensuring that all monetary externalities within the euro area are internalised 

inn the decision-making process in the ECB Governing Council. Before the start of EMU, 

thee national central banks in Europe had an incentive to increase output by causing 

surprisee inflation, which enhanced the need for policy adjustment in other countries. 

Underr EMU, part of this incentive is internalised: the ECB still has the incentive to 

conductt a beggar-thy-neighbour policy against the United States, but no longer within 

Europe.. As a result, the ECB wil l keep the economy closer to price stability in response 

too economic shocks than the national central banks did before the start of EMU (chapter 

2). . 

Resultt  5: Th e E CB wil l be less responsive t o German shocks and also less 

responsivee t o shocks outs ide the euro area than the Bundesbank used to be. 

Thee ECB wil l be less responsive to German shocks than the Bundesbank used to be 

beforee the start of EMU, because the ECB is less effective at stabilising German output 

andd because German shocks carry a smaller weight in the ECB's policy responses than 

theyy did in the Bundesbank's. Whether the ECB wil l be more or less responsive than 

thee Bundesbank to shocks in other euro area countries is ambiguous.2 The ECB wil l be 

lesss responsive to US shocks, as the ECB internalises the intra-European spillovers that 

occurredd when all euro area national central banks responded to US shocks individually 

(chapterr 3). 

Resultt  6: Th e Single Marke t project implies that monetary policy becomes 

lesss powerful in terms of stabil ising consumpt ion, but more effective in terms 

off  influencing the general pric e level. 

Short-runn price rigidities cause money to have real effects. Such real effects occur mainly 
inn the short run. However, with intertemporal consumption smoothing, money may even 

2 T h ee ambiguity can be seen as follows. On the one hand, shocks in other euro area countries 

aree included in the euro area variables targeted by the ECB, whereas those shocks only had an indirect 

impactt on Bundesbank policy (via the national authorities' policy response and the resulting movements 

inn the exchange rate against the German mark) before the start of EMU. On the other hand, intra-

Europeann monetary spillovers have been eliminated with the start of EMU. Therefore, the indirect 

impactt of shocks in other European countries on Bundesbank policy before EMU may be larger than the 

directt impact on ECB policy, especially when the authorities give a large weight to output stabilisation, 

soo that their policy response will be relatively strong and the resulting international spillovers large. 
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havee long-run real effects: part of the extra consumption possibilities is saved, giving 

risee to a build-up of net foreign assets and to a long-run improvement in the terms 

off  trade of the home country.3 The Single Market project leads to an environment of 

decliningg costs of international trade between the EU member states. The resulting 

reductionn in the home bias in consumer spending implies that a monetary impulse wil l 

havee a smaller impact on the current account and the terms of trade and that a larger 

sharee of the resulting consumption increase leaks to other countries. Thus, a decline 

inn the costs of international trade reduces the effectiveness of monetary policy with 

respectt to consumption. Long-term equilibrium in the money market requires that a 

permanentt increase in the money supply is fully reflected in an increase in the nominal 

valuee of consumption. Therefore, a decline in the costs of international trade enhances 

thee effectiveness of monetary policy with respect to the general price level (chapter 4). 

Resultt  7: Th e enhancement of competi t ion under  the Single Marke t project 
callss for  a temporary downward adjustment of the inflatio n object ive of th e 
E C B . . 

Thee Single Market project contributes to an increase in the degree of competition in the 

shieldedd (non-tradable) sector. Under the realistic assumptions that the shielded sector 

iss relatively large and less competitive than the exposed (tradable) sector, an increase 

inn the degree of competition in the shielded sector unambiguously lowers the general 

pricee level in the domestic economy. In the absence of second-round effects, product 

markett liberalisation is no reason for a policy response by central banks per se, since the 

relativee price adjustments involved reflect a more efficient allocation of scarce resources. 

Therefore,, ceteris paribus, initiatives to enhance product market competition would 

justifyy a temporary downward adjustment of the European Central Bank's inflation 

objective.. This thesis provides a model which helps the ECB to distinguish the impact 

off  enhanced competition from other factors which influence the general price level and 

too derive the appropriate (temporary) adjustment of its inflation objective (chapter 5). 

7.33 European integration and the exchange rate 

Thiss thesis stresses the importance of interactions between on the one hand, the Euro-

peann economy and European policymakers, and the outside world, on the other. The 

'Thee long-run effect of money on consumption should not be overstated. It is in the order of 
magnitudee of the real interest rate, as can be explained by the fact that it derives from the yield on net 
foreignn assets accumulated in the short run. 



7.3.. European integration and the exchange rate 227 7 

exchangee rate of the euro plays an important role here. It serves as an important channel 

off  international transmission and forms a natural focus for policymakers and the public 

att large to evaluate the accomplishments of monetary and fiscal policies. The follow-

ingg conclusions refer to European integration and the exchange rate. Results 8 and 9 

aree about the impact of monetary integration on the exchange rate, results 10 and 11 

concernn the impact of the Single Market on the exchange rate and result 12 is on the 

eastwardd expansion of the Union. 

Resultt  8: Th e impact of E M U on exchange rat e stabil i t y crit icall y depends 

onn the origi n of shocks. 

Thee lower responsiveness of the ECB (compared to the Bundesbank before the start of 

EMU)) to European shocks wil l translate into more exchange rate stability, whereas the 

lowerr responsiveness of the ECB to US shocks wil l translate into stronger exchange rate 

movements.. On the assumption that the average frequency and size of shocks in Europe 

andd the US is similar, the dollar-euro exchange rate wil l become more stable than the 

dollar-markk exchange rate used to be. These results remain unchanged even in the case 

off  a possible future expansion of the euro area. Only if the euro area were to become 

significantlyy larger than the US, could the exchange rate become more, rather than less 

responsivee to a symmetric worldwide shock than it used to be before EMU (chapter 2). 

Resultt  9: Monetary unificatio n leads t o a weakening of th e dollar  against the 

euro. . 

Onn average, Europe is characterised by higher government spending targets and rela-

tivelyy large non-tax distortions, compared to the United States. This translates into 

ann expected upward drift of the dollar. However, the expected trend appreciation of 

thee dollar wil l be more moderate under EMU than under floating rates. The reason 

iss that the structural distortions in Europe do not lead to such a large inflation bias 

underr EMU as before, as a result of the internalisation of intra-European spillovers in 

monetaryy policy. Thus, monetary unification leads to a weaker dollar (= stronger euro) 

trendd (chapter 3). 

Resultt  10: Th e Single Marke t programme reduces the short-ru n volati l i t y of 

th ee euro exchange rat e against EU countries which do not part ic ipat e in the 

monetaryy union (the 'outs') . 

Short-runn wage rigidity inhibits the short-run adjustment of output prices, so short-run 

changess in the relative price level require exchange rate movements. Costs of interna-

tionall  trade lead to a home bias in spending, which implies that only a small share 
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off  goods is actually affected by exchange rate movements. A reduction in the costs 

associatedd with cross-border transactions in Europe (as implied by the Single Market 

programme)) reduces the home bias in spending and therefore enhances the short-run 

impactt of exchange rate changes on the general price level. Therefore, the achievement 

off  short-run equilibrium after unanticipated shocks requires smaller short-run exchange 

ratee movements between the euro and the currencies of the non-participating member 

statess than before (chapter 4). 

Resultt  11: Th e Single Marke t programme may lead t o a depreciat ion of the 
euro. . 

Thee permanent enhancement of non-tradables competition as part of the Single Market 

programmee leads to a long-run depreciation of the euro. A long-run depreciation is 

required,, since euro area demand shifts from tradable towards non-tradable goods. The 

lowerr euro area demand for tradable goods must be (partially) offset by higher foreign 

demandd for tradables. The depreciation partly offsets the relative increase in the euro 

area'ss tradable goods price (chapter 5). 

Resu ltt  12: Quick EU accession causes a relatively large real appreciat ion of 

th ee candidate countr ies' currencies against the euro upon joining , but reduces 

th ee real exchange rat e response to product iv i t y shocks. 

Thee real exchange rates of the candidate member states are predicted to appreciate 

byy 1-2% upon accession (based on a three percentage point decline in trade costs and 

nott taking into account confidence effects). The real exchange rate appreciation upon 

joiningg the EU is smaller in the case of postponed accession. Intuitively, the more 

productivityy levels (and wages) of the current and new member states have converged 

beforee accession, the more price levels have converged and therefore the smaller the 

marginall  impact of reducing trade costs on relative prices. The response of the real 

exchangee rate to productivity shocks (which are likely to be an important source of 

reall  exchange rate fluctuations during the convergence process) declines ELS a result of 

EUU accession. Intuitively, the decline in trade costs stimulates bilateral trade between 

thee existing and new member states. The reduced size of the non-tradable sector means 

thatt the real exchange rate becomes less sensitive to unanticipated productivity changes. 

Thus,, EU accession wil l contribute to stabilising the real exchange rate (in case of a fixed 

nominall  exchange rate regime: reducing the inflation differentials) between the accession 

countriess and the existing EU member states (chapter 6). 



7.4.. Further research 229 9 

7.44 Further research 

Thee analysis in this dissertation could be extended in several ways. Most importantly, 

relaxingg some of the assumptions would make it possible to check the generality of the 

resultss in the preceding chapters and thus enhance the practical relevance of the policy 

implications. . 

Ann important simplification in chapters 2 and 3 is how the international transmission 

off  shocks is modelled: surprise inflation reduces the cost of production, attracts foreign 

firmsfirms and therefore has a positive effect on home output and a negative effect on foreign 

output.. One possible extension would be to relax the purchasing power parity (PPP) 

assumptionn in chapters 2 and 3.4 This would introduce the real exchange rate as a 

channell  of international transmission. An alternative would be to allow for positive 

internationall  spillovers on the demand side. If the positive income effect of money 

expansionn dominates the negative substitution effect caused by the real depreciation of 

thee currency, the results from chapters 2 and 3 would probably become less clear-cut, 

butt also more useful for policy purposes. 

I tt would also be interesting to elaborate on the behaviour of the firm in chapters 

22 and 3, as this aspect probably involves the strongest ad-hoc assumptions made in 

thesee chapters. Introducing non-zero costs of relocation of production would reduce the 

quantitativee importance of international spillover effects, as firms would be less inclined 

too move in response to unexpected shocks or policy changes, but it would probably render 

thee qualitative statements unchanged. Relaxing the (rather restrictive) assumptions 

withh respect to the output elasticities would make all solutions much more complicated. 

Thiss would probably not change the result that EMU wil l lead to a more moderate 

policyy response of central banks to supply shocks, but the implications for transatlantic 

exchangee rate stability may turn out to be less robust. Parameter sensitivity analysis 

orr calibrated simulations could be used to explore the factors influencing any resulting 

ambiguities. . 

Ass a follow-up to the analysis in chapter 4, it would be interesting to model market 

integrationn as an increase in the cross-border elasticity of substitution, thus focussing 

onn changes on the demand side, rather than on the reduction in trade costs. Such an 

approachh would help to address initiatives in the context of the Single Market project 

whichh affect consumers directly (for instance, improving price transparency and the 

availabilityy of product information), rather than via the behaviour of firms. Recent 

workk by Till e (2000, 2001) suggests that introducing differences between within-country 
4Thiss could be done by distinguishing between tradable and non-tradable goods, or by assuming 

anticipatedd PPP, thus allowing for inflation surprises to cause deviations from PPP ex post. 
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andd cross-border elasticities of substitution may reverse some of the familiar rules of 

thumbb for international transmission provided by standard textbook models. 

Thee dynamics following an increase in competition in the shielded sector are much 

moree complicated than captured by the model in chapter 5. This is true in particular for 

thee indirect effects of increasing the degree of competition on the general price level. It 

wouldd be interesting to extend the model by introducing intermediate goods, which ECB 

(2001)) suggests could be an important channel. A decline in the price of intermediate 

goodss is likely to enhance the downward impact on the price level reported in chapter 5, 

butt it is also likely to reduce the relative price decline in the shielded sector, thus reduc-

ingg the shift, away from the open sector and reducing the size of the euro depreciation 

reportedd in this chapter. 

Allowin gg for firm entry and exit would also be a useful and logical extension of the 

modell  in chapter 5, given that this chapter analyses the impact of enhanced competition. 

Allowin gg for firm entry and exit would make it possible to distinguish between policy 

measuress aimed at enhancing competition via the demand side (via lowering switching 

costss to consumers) and policy measures operating via the supply side (lowering entry 

costss to firms). This would enable one to analyse different forms of market liberalisation, 

ratherr than just one 'mix'. Moreover, it would become possible to take into account 

feedbackk mechanisms, such as the fact that an increase the number of firms is likely to 

reducee the switching costs to consumers. 

Chapterr 6 analysed the real exchange rate response to economy-wide productivity 

shocks.. The fact that the (non-) tradability of each good is endogenously determined 

complicatess the analysis of sector-specific productivity shocks. Adjusting the model so 

ass to enable the analysis of sector-specific shocks would be in line with the Balassa-

Samuelsonn view that catch-up effects occur mainly in the tradable goods sector. A rise 

inn productivity in the tradable goods sector (rather than economy-wide) is likely to 

havee the opposite impact on the real exchange rate of the currencies of the candidate 

memberr states against the euro. However, I would expect the results of chapter 6 on the 

relationshipp between the timing of EU accession and real exchange rate stability to be 

qualitativelyy unchanged. 


