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Giving up an independentmonetary policy and a flexible exchange rate are the key aspects of joining amonetary
union. In this paper we analyse how joining the euro area would have affected the Polish business cycle during
the recent financial crisis. To this end we construct a small open economy DSGE model and estimate it for
Poland and the euro area. Then we run a counterfactual simulation, assuming Poland's euro area accession in
1q2007. The results are striking — volatilities of GDP and inflation increase substantially. In particular, had
Poland adopted the euro, GDP growth would have oscillated between −6% and +9% (−9% to +11% under
more extreme assumptions) instead of between 1% and 7%. We conclude that during the analysed period inde-
pendent monetary policy and, in particular, the flexible exchange rate played an important stabilizing role for
the Polish economy.

© 2014 Elsevier B.V. All rights reserved.

1. Introduction

It has been long recognized that joining a monetary union entails
costs and benefits. In particular, a key source of both is related to giving
up independent monetary policy and a flexible exchange rate. On the
one hand, independent monetary policy and a flexible exchange rate
provide a shield against asymmetric shocks. On the other, the latter
can also be a source of shocks whereas fixing the exchange rate elim-
inates exchange rate risk for the economy. Overall, it is ex ante not
clear whether for a particular country, joining a monetary union
would providemore or lessmacroeconomic stability.1 This is particular-
ly true in the case of emergingmarkets joiningmonetary unions created
by developed economies. In emerging markets exchange rate vola-
tility is usually relatively high and the economic structure differs from
that of advanced economies making the country prone to asymmetric
shocks.

In this paper we ask how joining the euro area would have affected
the business cycle in the Polish economy in the period surrounding the
financial crisis. Clearly, we are not the first to ask about the conse-
quences of giving up independent monetary policy. Numerous studies
analysed the consequences of joining the euro area for most of current
members of the European Union.2 However, the bulk of research was
done from the ex ante perspective. Thismeans that in oneway or anoth-
er, these studies extrapolated past experience regarding the economic

structure and/or shocks hitting the economy to predict the future
under EMU. However, economic developments often surprise, as the re-
cent financial crisis clearly shows. Taking this into account, an ex post
study can yield new, valuable information on the counterfactual perfor-
mance of an economy in the euro area.

Here, the existing literature is much poorer. Amisano et al. (2009)
use a time varying VARmodel to assess the impact of the EMU accession
by Italy. In particular they conduct a counterfactual scenario, assuming
that in the period 1999–2008 Italy stayed outside of the euro area.
Their finding is, inter alia a higher counterfactual GDP level, though of
comparable variability.3 Another related study is Pesaran et al. (2007),
who use a global VAR model to compute the potential consequences
of the UK's hypothetical euro area accession. They find that the UK's
entry to the euro area in 1999 would probably have reduced GDP in
the short term and raised it in the longer term. However, the effects
are found to be small (reported deviation of the GDP path from baseline
does not exceed 1%) andwelfare implications ambiguous. In an another
study for the UK Mazumder and Pahl (2013), estimate a Phillips curve
and construct counterfactual series with the UK in the eurozone, to
find that unemployment would have been higher and GDP lower.
Aspachs-Bracons and Rabanal (2011) run a counterfactual simulation
and show that the boom–bust cycle in Spain would not have differed
had Spain not joined the euro area. Söderström (2010) employs an
open economy DSGE model to analyse the consequences for Sweden,
should it have joined the euro in 1999. According to the results the eco-
nomic consequences of giving up monetary independence would have
been minor. All in all, the existing studies do not report substantial ef-
fects of having (or not) joined the euro. The only exception is Lama
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and Rabanal (2012), who analyse the welfare consequences of the UK's
potential euro area accession. In most simulations the welfare conse-
quences are minor, however under the assumption of financial turbu-
lence they do become significant. In contrast to our paper the financial
shocks are, however assumed, and not taken from the estimatedmodel.

Our study adds to the current literature in twoways. First, in contrast
to the previous studies our analysis is for an emergingmarket economy
that is supposed to join the euro. Emerging markets usually face rela-
tively volatile exchange rates.Moreover their economic structure differs
from that of more advanced union members, which makes them prone
to asymmetric shocks. These issues can potentially be crucial in deter-
mining business cycle effects of joining a common currency area. Sec-
ond, we concentrate on the period of extreme economic turbulence
related to the global financial crisis. This period seems of particular in-
terest since the destabilizing force of the crisis proved strong enough
to put the survival of the euro area into question and caused unprece-
dented exchange rate fluctuations in emerging markets, Poland includ-
ed. At the same time the ECB's monetary policy became constrained by
the zero lower bound on interest rates. These factors could potentially
be responsible for sharp differences between being and not being a
member of the euro area.However, in our view, dealingwith this special
period requires taking explicitly into account the role of disturbances
caused by the financial sector. In contrast to the existing literature we
control for these factors.

Our tool is a DSGE model estimated on the Polish and the euro
area data. The model apart from standard frictions present in new
Keynesian models also contains financial frictions in the form of collat-
eral constraints a la Kiyotaki andMoore (1997) and Iacoviello (2005) as
well as stochastic interest rate spreads Gerali et al. (2010). Given that
the period under analysis contains the financial crisis, this allows us to
account for financial shocks and therefore the crisis does not blur our
conclusions.

Having estimated themodel and identified the structural shocks, we
run counterfactual simulations that assume that Poland joined the euro
area in 2007, i.e. the earliest possible moment. The analysed period
(1q2007–4q2011) seems of particular interest, since it covers several
strong economic shocks, related in particular to the financial crisis and
eurozone default crisis. Our main finding is that being part of the euro
area in the analysed period would have substantially increased the vol-
atility of the Polish economy. In particular, GDP would have featured a
strong boom after the accession, followed by a recession during the fi-
nancial crisis. The behaviour of inflation would have shown a similar
pattern, thoughwith considerably lowermagnitude of accession effects.
All in all, we conclude that during the analysed period independent
monetary policy and, in particular, the flexible exchange rate played
an important stabilizing role for the Polish economy.

We also would like to stress that we do not pretend to investigate all
the aspects of the accession to monetary union. In our framework
adopting the euro means giving up independent monetary policy and
fixing the exchange rate. We realize that joining the eurozone is more
than that, but we believe that for analysing the cyclical behaviour of
the Polish economy during the recent financial crisis, these are two
most important factors.

The rest of the paper is structured as follows. Section 2 presents
the model and Section 3 its calibration and estimation. Results of the
counterfactual simulations are presented in Section 4 and Section 5
concludes.

2. The model

Our model is built in the tradition of Iacoviello (2005) and shares
many features with Brzoza-Brzezina and Makarski (2011). In our econ-
omy patient and impatient households consume consumption goods
and housing as well as provide labour input. Entrepreneurs consume
consumption goods and produce wholesale goods using capital and la-
bour. Those wholesale goods are branded by distributors and sold to

final good producers who aggregate them into one final good. Next,
final goods are sold to households as consumption goods and capital
and housing producers who produce, respectively, capital and housing.
Our economy also features a banking sector which intermediates
borrowing and lending, a government which collects taxes to finance
government expenditures and a monetary authority which conducts
monetary policy.

2.1. Households, labour market and entrepreneurs

The economy is populated by impatient households, patient house-
holds, and entrepreneurs of measures γI, γP, and γE, respectively, where
γI + γP + γE = 1.

2.1.1. Patient households
Patient households discount future with the discount factor βP, cali-

brated so that they save in equilibrium. The representative patient
household maximizes the following utility
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which depends on consumption4 cP,t, housingχP,t, labour supply nP,t and
features external habit formation in consumption, ξ∈ (0, 1). Moreover,
households' consumption is subject to an intertemporal preference
shock following an AR(1) process εu,t.5 Patient households can deposit
their savings at differentiated savings banksDP,t(ι, is), is∈ [0, 1] and sav-
ings are aggregated as follows

DP;t ιð Þ ¼
Z 1

0
DP;t ι; isð Þ 1

μs dis

� �μs

ð2Þ

where μD determines the elasticity of substitution among deposit varie-
ties. We define the average savings rate as Rs,t

Rs;t ¼
Z 1

0
Rs;t isð Þ 1
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where Rs,t(is) denotes the interest rate on deposits in bank is. Patient
household own all the firms and banks in this economy, receive a
stream of dividends ΠP,t and pay lump sum taxes T(ι) (for simplicity
we assume that only patient households pay taxes). They are restricted
by the following budget constraint

PtcP;t ιð Þ þ Pχ;t χP;t ιð Þ− 1−δχ
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þ
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0
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where Pt, Pχ,t and Wt denote respectively the price of consumption
goods, price of housing and the nominal wage and δχ denotes the hous-
ing depreciation rate. Solving the household's problem we get the fol-
lowing demand for deposits from bank is

Dt isð Þ ¼ Rs;t isð Þ
Rs;t

 ! μs
μs−1

Dt : ð5Þ

4 Note that a variablewith subscript P denotes the patient household variable, while the
variables denoted with I and E denote its counterparts for respectively, impatient house-
holds and entrepreneurs.

5 For notational convenience we use the following convention: if the shock is denoted
with a given subscript, for example u— εu,t, thenwe use this subscript to denote its persis-
tence parameter−ρu as well as standard deviation of i.i.d. innovations−ςu.

67M. Brzoza-Brzezina et al. / Economic Modelling 41 (2014) 66–79



Download English Version:

https://daneshyari.com/en/article/5054115

Download Persian Version:

https://daneshyari.com/article/5054115

Daneshyari.com

https://daneshyari.com/en/article/5054115
https://daneshyari.com/article/5054115
https://daneshyari.com

