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Introduction
The successful launching of the euro in 1999 has generated and rekindled interest in the

economics of common currencies in different parts of the world. In North America, there is
an ongoing debate on whether Canada should form a monetary union with the United States
and, possibly, Mexico (Macklem et a. 2001, Crow 1999, and Grubel 1999). Similar issues
have also beenraised in Asiaand Africa, although the African debate has been taken one step
further with the recent decision by five West African countries---Gambia, Ghana, Guinea,
Nigeria, and Sierra Leone---to form a monetary union by December 2009.1 If established,
this would be the second monetary zone in West Africa. The first monetary zone in the
subregion, the West African CFA franc zone, has eight members. Benin, Burkina Faso, Cote
d’ lvoire, Guinea-Bissau, Mali, Niger, Senegal, and Togo.2 It is expected that the new
monetary zone will be merged with the existing West African CFA franc zone a few years
after its inception, resulting in a single currency in the Economic Community of West

African States (ECOWAS).3

Since the establishment of the European Economic and Monetary Union (EMU), discussions
on exchange rate regimes in Africa have generaly focused on the implications and
challenges African policy-makers have to confront in an attempt to set up monetary unionsin
Regional Economic Communities (RECs) on the continent. Implicit in these discussions is

the assumption that there are either no other feasible alternative exchange rate regimes for

1. Theinitial plan was to introduce the common currency in 2003. However, the commencement date was
extended to July 2005 and then December 2009 to enable member States meet the convergence criteria and
increase the degree of preparedness for monetary unification (WAMI, 2005). Members of the Common Market
for Eastern and Southern Africa (COMESA) are also entertaining the idea of forming a monetary union.
COMESA was formed in December 1994 and has the following members: Angola, Burundi, Comoros, Demo-
cratic Republic of Congo, Djibouti, Egypt, Ethiopia, Kenya, Madagascar, Malawi, Mauritius, Namibia,
Rwanda, Seychelles, Sudan, Swaziland, Uganda, Zambia, and Zimbabwe. There are also plans by members of
the East African Community --- Kenya, Tanzania, and Uganda --- to set up a common currency although the
commencement date has not been made public. It isnot yet clear how these different plans for monetary integra-
tion will be reconciled with the issue of overlapping membership.

2. The CFA (Communaute Financiere Africaine) franc zone was created in 1948 for French-speaking coun-
triesin West and Central Africa. The value of the currency was originally fixed to the French franc and its con-
vertibility was guaranteed by the French treasury. After the formation of the European Monetary Union (EMU)
it was linked to the euro. The CFA franc zone is composed of two parts: the West African Economic and Mone-
tary Union (WAEMU); and the Central African Economic and Monetary Community (CAEMC). CAEMC has
the following members: Cameroon, Chad, Central African Republic, Congo, Equatorial Guinea, and Gabon.

3. ECOWASwasformed in 1975 and has fifteen members. I1ts main objective is the regional integration of the
West African sub-region. The members of ECOWAS are: Benin, Burkina Faso, Cape Verde, Cote d'Ivoire,
Gambia, Ghana, Guinea, Guinea-Bissau, Liberia, Mali, Niger, Nigeria, Senegal, Sierra Leone, and Togo.



African countries or that, although other regimes are feasible, a monetary union is the
optimal regime. Given the strong interest in this issue on the continent, it is necessary to
examine and quantify the net benefits of alternative exchange rate regimes in African RECs
to determine whether a case can be made for the establishment of monetary unions in the

subregion.?

In general, there are various types of exchange rate regimes that countries can choose from:
flexible, crawling pegs, dollarization, currency boards, and monetary unions, to name a few.
However, the European Monetary System (EMS) currency crises of 1992, the Mexican
financial turmoil of 1994, the East Asian currency crises of 1997-1998, and the move
towards capital account liberalization in devel oping countries suggest that there are only two
viable alternative exchange rate regimes open to these countries (Obstfeld and Rogoff 1995;
Osakwe and Schembri 2002).° Countries either have to float their currency and rely on
fluctuations in the nominal exchange rate to achieve domestic macroeconomic objectives or
adopt a credibly-fixed exchange rate regime and loose the nominal exchange rate as an
instrument of adjustment to shocks. Currency boards, dollarization, and currency unions are
often described as examples of credibly-fixed exchange rate regimes. However, the
speculative attacks on the Hong Kong currency during the East Asian currency crises of
1997-1998 and the recent experience of Argentina suggest that currency boards are not truly
credibly-fixed exchange rate regimes.® Dollarization is technically feasible but would be
difficult to implement in West Africa because of political sensitivities to the adoption of
currencies deemed to represent foreign cultures and interests. Consequently, the choice of
exchange rate regime in Africa is really one between a monetary union and a flexible

exchange rate regime.

4. See Honohan and O’ Connell (1997) for an analysis of the historical evolution of monetary policy regimes
in Africa

5. Some economists have questioned this bi-polar view of exchange rate regimes (see Williamson 2000).

6. Although the speculative attack on the Hong Kong currency was unsuccessful, due in part to the interest
rate increases and the intervention in the equity market by the monetary authority, the associated credibility and
financial costs to the economy cannot be underestimated. Argentina introduced a currency board system in
1991. On 11 February 2002, intense exchange market pressure on the peso forced the government to abandon
the currency board system in favour of a floating exchange rate regime, thereby confirming the view that cur-
rency boards are not immune to exchange rate crises.



A flexible exchange rate regime alows national governments to pursue independent
monetary policies and to rely on the exchange rate as an instrument for adjusting to shocks.
However, it increases transaction costs. These costs can arise from two sources: (a) the need
to exchange or convert currencies in international transactions; and (b) the direct costs of
hedging exchange rate uncertainty as well as the indirect costs to society from possible

reductions in trade and investment resulting from exchange rate uncertainty.

There are also costs and benefits associated with a monetary union. The most obvious benefit
is that it reduces transaction costs as well as exchange rate uncertainty. In addition, it
increases price transparency and could, potentialy, enhance policy discipline and
credibility.” The main cost is the inability to pursue an independent monetary policy and to

rely on the exchange rate as an instrument of macroeconomic adjustment.

This paper compares a flexible exchange rate regime to a monetary union using a structural
model of monetary policy in the spirit of Canzoneri and Henderson (1985), Buiter et. al.
(1995), and Lane (2000). Although these papers examined the economic consequences of
exchange rate regimes, they did not incorporate transaction costs into their analyses, thereby
making it difficult to get arealistic assessment of the relative benefits of alternative exchange
rate regimes.8 The focus on transaction costs is appropriate because, as emphasised in
Mundell (1961), the choice between a flexible exchange rate regime and a monetary union
involves a crucial trade-off between the transaction costs savings of a common currency and
the stabilization benefits resulting from the ability to use the nominal exchange rate for
adjustment to asymmetric shocks. Thefirst contribution of our paper is, therefore, to extend a
version of the aforementioned structural monetary models to incorporate endogenous

transaction costs associated with currency conversion and hedging of exchange raterisk. The

7. Guillaume and Stasavage (2000) argue that the formation of monetary unions in Africa can improve policy
credibility only if exit from a union is made costly and institutions are designed to guarantee enforcement of
monetary rules.

8. Using adifferent framework, Devarajan and Rodrik (1991) provide an interesting analysis of the trade-off
involved in the choice between a fixed and a flexible exchange rate regime in the CFA franc zone in Africa.
Their paper, however, does not consider transaction costs. Furthermore, no distinction is made between corre-
lated and idiosyncratic shocks. Note that there is a difference between a monetary union and a fixed exchange
rate regime. The former enhances price transparency and eliminates transaction costs, associated with currency
conversion and hedging, while the latter does not.



second contribution isto apply the model empirically to the ECOWAS subregion with aview
to providing quantitative estimates of the welfare consequences of monetary union and

flexible exchange rate regimes in the community.

The theory of Optimum Currency Areas (OCA) developed by Mundell (1961), and extended
by Mckinnon (1963) and Kenen (1969), provides criteriafor determining countries or groups
of countries that are best suited for a monetary union. Our model incorporates two features
emphasized in the OCA literature as critical factorsin the choice of exchange rate regimesin
open economies. transaction costs and asymmetric shocks. Features such as the degree of
labour mobility and the existence of afiscal transfer system have aso been identified in the
literature as criteria for the determination of OCA.2 However, because of language and
institutional barriers to employment in West African communities, there is very low labour
mobility in the subregion and it will take very serious commitments, and political will, on the
part of West African leaders for this trend to change when, and if, the adoption of a common
currency in the ECOWAS subregion becomes a reality. 1% As for afiscal transfer system, we
believe that the high level of poverty among the countries in the subregion, coupled with the
political challenges and conflicts that may arise from any distribution system that will be
adopted, calls into question the ability of members of the proposed union to effectively put
into place a workable and efficient fiscal transfer system.!! Consequently, the model

developed here does not incorporate labour mobility and fiscal transfers.

Anissuethat is not addressed in this paper isthe lack of credibility of monetary policy. It has

9. Theideaisthat under amonetary union, a country cannot rely on movementsin the nominal exchange rate
to cushion the effects of asymmetric shocks. If, however, thereis either free mobility of labour or afiscal mech-
anism to transfer resources between the domestic economy and other economies in the union, the cost of adjust-
ment to asymmetric shocks will be less.

10. Although there are no visarequirementsin the ECOWAS subregion for citizens of member States, it is dif-
ficult for a citizen of one member State to obtain residency status in another. Furthermore, although most West
African leaders support the idea of free movement of people across national boundaries in the subregion, they
are ready to compromise this principle to achieve domestic political objectives. The expulsion of Nigerians
from Ghana in the early 1970s and the retaliation by the Nigerian Government in 1982 attests to the fact that
there are serious constraints to the employment and integration of foreign nationals into domestic labour mar-
ketsin the subregion.

11. Thefive ECOWAS countries contemplating establishing a second monetary zonein the subregion intend to
set up a Compensation Fund to make transfers to member States. There is no guarantee, however, that members
will make their contributions when necessary (or needed) because some ECOWAS member States have arepu-
tation for not paying their dues.



been emphasized in the literature that a monetary union can act as an “external agency of
restraint” on government fiscal and financial policy, thereby improving policy discipline and
credibility (Honohan and Lane 2000).12 However, the incorporation of this effect will unduly
bias the results against a flexible exchange rate regime because there is no guarantee that the
expected credibility gain from this channel will be realized in the ECOWAS subregion, given
the fact that the formation of a similar union in West and Central Africa---the CFA franc
zone---has not eliminated the tendency toward excessive fiscal deficits in the union (see
Stasavage 1997). Besides, there are counter arguments in the literature that will offset any
potential welfare gains arising from this channel 13 For example, it has been stressed that the
possibility of bail-outs in a monetary union could increase fiscal indiscipline and lower

policy credibility in the union (Masson and Pattillo 2001).

The plan of the paper is as follows. The basic structure of the model is presented in section 2.
In section 3 we solve the model under a flexible exchange rate regime. Section 4 considers
the case of a monetary union. In section 5, we simulate the model using West African data
and perform a welfare comparison of alternative regimes. An analysis of the results is the
subject matter of section 6. The last section is devoted to the implications of the results for

the formation of a monetary unionin ECOWAS.

2. Themodd

The framework presented here is a version of the structural monetary model of Lane (2000),
modified to incorporate endogenous transaction costs. The economy consists of two
countries: domestic and foreign. It is assumed that each country specializesin the production
of one good and that output exhibits decreasing returns to scale with respect to labour.1* All

structural parameters in the model are positive and are assumed to be the same across

12. The potential improvement in policy discipline and credibility islikely to reduce country risk premium and
hence increase investment and welfare.

13. Aswearguelater, credibility issues are also ignored in order to focus more clearly on the trade-off between
the transaction costs savings resulting from amonetary union and the macroeconomic stabilization benefits of a
flexible exchange rate regime.

14. Thereis, implicitly, a second factor of production in the model: capital. However, it is assumed to be con-
stant and its value is, without loss of generality, normalized to 1 so that the analysis can be conducted asif there
were a single factor of production.



countries.

At this stage, it is necessary to justify our use of atwo-country model in which the structural
parameters are the same across countries to analyse what is in essence a multi-country
monetary arrangement.'® The two-country framework is adopted for analytical tractability.
The structural parameters are assumed to be the same across countries because, from an
empirical point of view, using a model that permits structural parameters to differ across
countries is problematic given the fact that most of the countries in West Africa do not have
long and consistent time series on the relevant variables that would permit any meaningful

econometric estimates to be obtained from country-specific regressions. 16

To give aformal description of other features of the model, variables for the foreign country
are distinguished from those of the domestic country by an asterisk. Furthermore, all
variables other than interest rates are in natural logarithms and are expressed as deviations
from a no-shock equilibrium. If y, and y*  represent domestic and foreign output levels

respectively, supply schedules in the domestic and foreign countries are given by

Yy = (1-oyng;  y¥F = (1-o)n* (1)

where n, and n% are domestic and foreign employment levels respectively, (1-o) isthe
share of labour in output, and (0< a < 1). Profit maximizing competitive firms hire labour
up to the point at which real wages are equal to the marginal product of labour. Assuming
that employment decisions are made after the shocks are realized, the profit-maximizing

conditions are!’

15. The use of a model in which the structural parameters are the same across countries implies that differ-
ences in results across exchange rate regimes are due to the nature and magnitude of underlying shocks rather
than differencesin structural coefficients between countries.

16. Because of the poor quality of West African data, some of the coefficients we obtained from country-
specific regressions were highly unstable. To obtain more precise and reliable estimates, we had to resort to a
pooled-sample regression. It was therefore necessary to assume that the parameters in the model are the same
across countries to be consistent with the use of pooled-sample estimates.

17. The exact expression for the marginal product of labour is (—on, +log(1—-o)) . For notational simplicity,
we have omitted the constant term.



= . * * o= k
Wi —p, = —ang;  wWE —pt = —an® (2

where w, is the domestic wage rate, p, is the price of domestic output, w* is the foreign
wage rate, and pt* isthe price of foreign output. To capture all the deadweight and efficiency
losses associated with the use of multiple currencies, we assume that a percentage 6 of
output is lost by the economy in the form of transaction costs. The transaction costs
parameter has a subscript to indicate that it depends on the exchange rate regime. With

positive transaction costs, output demand in the domestic and foreign country is given by

(1-0R)y; = dz;—Ar +g; (1-Bg)y*t = Bz —Ari +e} (3

where z, is the real exchange rate, r, is the domestic real interest rate, €, is the shock to
domestic demand, r% istheforeignreal interest rate, and e* isthe shock to foreign demand.
Equation (3) states that output demand in each country, less transaction costs, depends on the
real exchange rate, the real interest rate, and a demand shock. All shocks in the model are
assumed to have zero mean and finite variance. If s, isthe nominal exchange rate, defined as
the number of units of domestic currency required to buy one unit of foreign currency, then

thereal exchangerateis

z=p} +5-p (4)
Thereal interest rate in each country is equal to the nominal interest rate minus the expected

rate of inflation.

rt = it_(tht+1_qt); rﬂE = I*t _(th*tJrl _q*t) (5)

where i, is the domestic nominal interest rate, i* is the foreign nominal interest rate, g, is
the domestic price level, g* is the foreign price level, and E, is an expectation operator
conditional on information available at time t. Capital mobility is introduced into the model

through the uncovered interest rate parity condition



=1 +ES. -8 (6)

Equation (6) simply states that if the capital market is in equilibrium, the domestic nominal
interest rate must be equal to the foreign nominal interest rate plus the expected rate of

depreciation of the domestic currency.

Assuming that B isthe share of importsin domestic consumption (or the exchange rate pass-
through coefficient), the consumer price levels in the domestic and foreign countries are
defined as

a=(1-B)p +B(P% +3) = p+PBz; g% =(1-P)p% +B(p—s) = Pt —Bz (7)

where it is assumed that the share of imports in domestic consumption B liesin the interval
(0< B < 1/2). Thisassumption ensures that the real interest rate differential and the expected
rate of depreciation of the real exchange rate between the domestic and foreign countries
move in the same direction (see Buiter et al. 1995). More importantly, it is consistent with the

empirical evidence of home biasin consumption.

Money market equilibrium in each country is realised when the money supply satisfies a
Cambridge-type equation

_ _ . ¥ — % % ¥ = g * %
My = P+ Y+ 0 = Wy N+ ME = pho+yt +0% = wh +n* +0% (8)

where m; and m# are money supplies and v, and v* are velocity shocks in the domestic
and foreign countries respectively.1® It is well known in the literature that nominal wage or
price rigidity is needed in an economy for the choice of an exchange rate regime to matter. To
capture this feature in the model, it is assumed that wages are set one period in advance. In
particular, wages are determined before the realization of shocks. Because the shocks are

unanticipated, it must be the case that w, = w* = 0 in equilibrium.*® Using this result in

18. Itisassumed that domestic residents in each country do not hold foreign money.



equation (8) implies that employment is afunction of monetary surprises. That is:

ng = m—v,; n*¥ = m¥ —v* 9)

Before finding a solution for the model, it is useful to express the real exchange rate and the
consumer price levels as functions exclusively of exogenous, predetermined or control
variables. From equations (4), (5), (6) and (7), we can write the real interest rate differential
between the domestic and foreign countries as afunction of the expected rate of depreciation
of the rea exchange rate. That is, (r,—r%) = (1-2B)(Ez,,1—2). Equations (1) and (3)
together with the expression for the real interest rate differential between the domestic and
foreign countries can be used to derive a first order stochastic expectational difference
equation in z,. Solving this difference equation and imposing a no-bubble terminal condition

yields the following expression for the real exchange rate:

z; = pl(1-06R)(1—a)(n—n¥ ) — (g —&f )] (10)

~ 1
P =28+ A (1-2B)

Using equations (2) and (10) in (7) the consumer price levels in the domestic and foreign

countries could be expressed as:

d, = ang+Bpl(1—Bg)(1-a)(n—n% ) — (g —e¥)]1; (11)

gy = oanf =Bpl(1-0g)(1-0o)(n—n7) —(g—gf)]

Using equations (2), (4) and (10), it is straightforward to show that the nominal exchange rate

between the domestic and foreign countriesis:

19. To derive this result, note that all variables are expressed as deviations from a no-shock equilibrium, and
that the objective of wage setters is to minimize the variance of employment. Given that all shocks have zero
mean, the optimal wage rate is equal to the expected money supply. Because the shocks are unanticipated, the
expected deviation of the money supply from equilibrium is zero. Consequently, the deviation of wages from
equilibrium must be zero.

10



5. = [0+ (1-0g)(L—a)pl(n—n% ) —p(e—€} ) (12)

Policy-maker s preferences
The preferences of the domestic and foreign monetary authorities are represented by the loss

functions L, and L* defined as follows: 2

1 2 2 1 .2 2
Ly = 3Ing +oq +TCrl; LY = JInt +oq} +TCgl (13)

where: ¢ istherelative weight on price stability; and TCy represents transaction costs. More
specifically, it captures the direct welfare costs of currency conversion and hedging exchange
rate risk and the indirect costs to society resulting from the potential negative effects of
exchange rate volatility on trade and investment.2! The transaction costs in the loss function
are expressed as a percentage of labour and so have the same weight as employment.
Expressing transaction costs as a percentage of labour involves dividing the ratio of

transaction costs to output 6 by the share of labour in output (1-o). That is,

Or

TCRr = -

(14)

Four points should be noted here. First, the loss functionsimply that the monetary authorities
care about transaction costs and instabilities in employment and prices. Second, we have
simplified the analysis by using aloss function that does not contain an inflation biasin order
to focus on the trade-off between the transaction costs savings of acommon currency and the
stabilization benefits resulting from the use of the nominal exchange rate to respond to
asymmetric shocks. Therefore, we do not address credibility issues. Third, there is an

externality in this model in the sense that the domestic consumer price level depends on the

20. Given that the wage contracts last one period, the use of a static loss function is appropriate because the
monetary authorities would have to reoptimize each period even if they have long horizons.

21. Although there are well known theoretical channels through which exchange rate instability reduces trade
and investment, the empirical evidence isinconclusive due largely to measurement problems.

11



real exchange rate and hence on both domestic and foreign employment. This implies that
there are potential gains to monetary policy coordination because the domestic monetary
authority does not have perfect control over the domestic price level. Finally, the structure of
the model is such that, in both exchange rate regimes considered, optimal monetary policy
fully accommodates velocity shocks.?? Consequently, velocity shocks do not pose a

stabilization problem in this framework.

3. Flexible exchange rate regime

In this section, we obtain a solution for the model on the assumption that each country has a
flexible exchange rate regime. In such aregime, each country runs an independent monetary
policy and, therefore, movements in the nominal exchange rate can help the economy to
achieve domestic macroeconomic policy objectives. Furthermore, because transaction costs

are incurred in aflexible exchange rate regime, the parameter 6 is positive.

Each monetary authority chooses its money supply to minimize the relevant loss function in
equation (13) subject to the constraints in equations (9), (11), and (14). The optimal solutions

to the optimization problems are characterized by the following equations:

Ne = Yo%t +y (& —€F ), N = yon—y (g —€f) (15)

oPBp(1-0g)(1-o)[o+B(1-0g)(1—a)p]
1+c6[o+B(1-0g)(1—a)p]’

Yo

oBpla+B(1-0g)(1—a)p]
1+c6la+B(1-0g)(L-a)p]’

YV,

To obtain the reduced-form equations for n; and n* , we use equation (15) to find the global
shift in employment (n, + n* ) and the asymmetric shift in employment (n,—n% ). We then

solve the resulting expressions for n, and n* . Following this procedure, the expressions for

22. By accommodating velocity shocks, the monetary authority is able to stabilize employment without sacri-
ficing either price or exchange rate stability.

12



domestic and foreign employment levelsin aflexible exchange rate regime are:

= — ok
ex 1+\yo(8t €) (16)

_ W
m |f|ex B _l+\|10(8t_8>tk ) (17)

Equations (16) and (17) imply that when the domestic demand shock is larger than the
foreign demand shock, the domestic employment level increases and the foreign
employment level decreases. Using the solutions for n, and n* above in equations (11) and
(12), we obtain solutions for the nominal exchange rate and domestic and foreign consumer

price levelsin aflexible exchange rate regime. The exact expressions are:

_r2lat(1-0g)(1-o)ply; —p(1+yy)
S‘|f|ex - [ 1+,

}(et—e}k ) (18)

_ oy +Bpl2(1-0g)(1—a)y; — (1 +yp)]

CIt|f|ex B [ 1+W0 :|(8t_81<) (19)
ooy +Bp[2(1-0R)(1-o)y; —(1+ ()]

*t |f|ex - _[ l+\|]0 i|(8t_81< ) (20)

Equation (18) shows that part of the burden of adjustment to asymmetric demand shocks is
borne by the nominal exchange rate. Having derived the equilibrium values for the nominal
exchange rate, employment, and consumer price levels, we compute expected welfare in the

domestic and foreign countries under a flexible exchange rate regime as follows :

1

_ 4 2 2
terx - 2Et_1[(nt‘flex) +G(qt|flex) +TCRJ (21)

13



_1 2 2
Wi ‘flex B 2Et-1[(nﬁ; |f|ex) *to(ay +TCR} (22)

‘flex)

The precise expression for expected welfare in both countries under a flexible exchange rate

regime can be obtained using equations (16), (17), (19), and (20) in equations (21) and (22).

4. Monetary union

In this section, we examine the macroeconomic and welfare consequences of the formation
of a monetary union. In a monetary union the two countries would have the same currency
and a single monetary policy. Because there is neither exchange rate risk nor the need to
convert currencies, transaction costs are zero. Therefore, 6, = 0. The monetary authority

chooses the union-wide money supply m{‘ to minimize the loss function:

u 1

Ltzé

(nt2+n>’t<2+0[qt2+q>';2]) (23)

The use of the same currency in a monetary union implies that the logarithm of the nominal

exchangerateis zero. That is, s, = 0. Therefore, from equation (12), it must be the case that:

- p
n—nkt = [(x+(1—06)p](8t_81<) (24)

In equilibrium money demand must be equal to money supply. Assuming that the union-wide
money demand is an equally weighted average of money demand in the two countries, the

money market equilibrium is given by:

mt’ = %(nt +nt )+ %(Dt +vt) (25)

where, m;‘ Is the union-wide money supply. Equations (24) and (25) can be used to express

n, and n% asfunctions of the union-wide money supply. The exact expressions are:

14



u 1
e = M —5(v+v}) +2[0c+(?.—0c)p](8t_8>tk ) (26)

_ 1 p
e = mf—é(ut+u>‘t<)—2[a+(1_a)p](et—e}‘<) (27)

The next step isto use equations (11), (26) and (27) to express g, and ¢ as functions of the
union-wide money supply noting that, given the structure of the model, the monetary

authority of the union cannot affect the real exchange rate between the two countries. That is:

G = omy _%(Dt tot)* 2[00+ Exlp— oc)P](et_ET )+ Pz (28)
ﬁ::amﬁ_%m%+uﬂ)_2“x+gﬁ{wpﬁq_ef)_34 (29)

Using equations (26)-(29) in (23) and minimizing the resulting expression with respect to

m, , it is straightforward to show that the solution to the monetary authority’s problem is;
m = (v, + v (30)
t = Z(Ut Vi)

Equation (30) suggests that optimal monetary policy in a monetary union fully
accommodates union-wide velocity shocks (v, +v* ) but does not respond to union-wide
demand shocks (g, + €¥ ). Union-wide demand shocks are fully absorbed by adjustments in
the real interest rate. Also, in a monetary union regime, optimal monetary policy does not
respond to asymmetric demand shocks.?3 Consequently, the burden of adjustment to these
shocks falls on domestic and foreign employment levels. This is in contrast to a flexible
exchange rate regime where the nominal exchange rate adjusts to cushion the effects of

asymmetric shocks, thereby reducing the volatility of employment and hence output.

23. Note that this policy reduces the volatility of union-wide employment but increases the volatilities of
employment in domestic and foreign countries.

15



Substituting for mf in equations (26) and (27) the optimal employment levels in the two

countries are;

_ p *
nt union 2[a+(1_a)p](8t_8t ) (31)

k) - p — ok
" lunion = 2ror (1=opy & &) (32)

Thereal exchange rate in amonetary unionis:

Z| = ——a‘)—(et—e* ) (33)

Using the solutions for mf and z, in equations (28) and (29), the consumer price levelsin the

domestic and foreign economies under a monetary union are:

qt‘union - 2[0L+(l—OC)p](gt_gt ) (34)

" ___o(1-2B)p e
t‘union B 2[(x+(1—0g)p](8t &t ) (35)

Expected welfare in the domestic and foreign countries under a monetary union is therefore

given by:
= l 2 2
Wi union 2Et—1[(nt‘union) +G(qt|union) :| (36)
= .]: 2 2
[ |”ni°” - 2Et_l[(n>}t< |union) +o(a ‘union) J (37)

5. Simulation and estimation procedure
The simulation experiments require picking values for the key structural parameters of the
16



model. The approach adopted in choosing values for these parameters is as follows. The
share of labour in output is set at 0.66, which is consistent with the estimates used by Kose
and Riezman (2001) to calibrate a general equilibrium model to African data. In their paper,
they used athree factor production function for the final goods sector and the share of labour
and capital were 0.45 and 0.23 respectively. Adjusting for the fact that our production

function has only two factors gives a relative share of labour in output of 0.66.

There are no readily available estimates of the relative weight central banks in West Africa
place on price stability. However, in the literature on inflation targeting, it is typically
assumed that central banks in advanced countries put more weight on price relative to output
stability. Since central banks in ECOWAS countries are less aggressive than their devel oped
country counterparts in the fight against inflation, it is reasonable to assume that they put
equal weight on price and output stability. We, therefore, set the relative weight on price
stability at 1 and recognise the fact that there is uncertainty surrounding its true value by

doing a sensitivity analysis on the chosen figure.

To obtain values for the real exchange rate and the semi-real interest rate elasticities of output
(or demand), we estimated an error correction equation for output. Thisis based on the usual
assumption that actual output is cointegrated with potential output and that the output gap is
an error in the cointegrating vector (see Kamin and Klau, 1997). The growth rate of real
output in eight ECOWAS countries for which we had data was regressed on one-period lags
of the growth rate of output, the change in the rea interest rate, the change in the real
exchange rate, and the output gap. The estimation was done using an unbalanced data set for
the period 1976 to 1999. A fixed-effects panel approach, which allows the intercept termsin
the equation to differ across countries, was adopted in the estimation. In addition, we
accounted for heteroskedasticity by computing the standard errors and covariances using the

methodology in White (1980).

Results of the estimation are presented in Table 1. The adjusted R-squared of the equation is
0.29, which is quite reasonable. Thereal output growth rate and the output gap are significant
at the 1 percent level. Thereal exchangerateis of the expected sign and the coefficient (0.02)
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issignificant at the 10 percent level.

Table 1: Fixed Effects Output Regression Results?

Variable Coefficient” Stg?rdoarrd
Real output growth rate (-1) 0.37* 0.08
Changein redl interest rate (-1) -0.01 0.02
Changein real exchange rate (-1) 0.02*** 0.01
Output gap (-1) -0.66* 0.09

Standard Error of Regression = 3.90
R = 0.29

F-Statistic=7.14
(p-value = 0.00)

Sample Size = 166

a Country-specific intercept terms not reported.

b. * and *** indicate significance at the 1 and 10 per cent levels respec-

tively.
Turning to the real interest rate, it has a coefficient of 0.01 and has the expected sign.
However, it is insignificant at conventional levels. This may be a reflection of the fact that
West African financial markets are underdeveloped and interest rates are not really market
determined. Based on our regression results, we set the coefficients on the real exchange rate
and the real interest rate at 0.02 and 0.01 respectively in the calibration experiments. The
standard deviation of the real demand or output shock was set at 3.90 to match the standard

error of the output regression.?*

The share of imports in GDP was used as a proxy for the share of imports in domestic
consumption (that is, the exchange rate pass-through coefficient). We set this parameter at
0.38, which isthe average ratio of importsto GDP from 1976 to 1999 for the eight ECOWAS

countries used in our regression equation. This figure is also consistent with the exchange

24. Because our sample includes both CFA and non-CFA countries with different exchange rate regimes, the
robustness of the results can be questioned. To address this issue, we also estimated the equation excluding the
CFA countries. Relative to the benchmark regression, however, there was no significant difference in the coeffi-
cients of the real exchange rate and the real interest rate.
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rate pass-through coefficient reported by Klau (1998) for non-CFA African countries. To
account for the possibility that the actual pass-through coefficient for ECOWAS countries
may be lower than the figure used in our benchmark simulation, we also simulated the model
using a pass-through coefficient of 0.30. A summary of the key benchmark parameter values

is presented in Table 2.

Table 2: Benchmark Simulation Parameters

Parameter Vaue Description

(1-0) 0.66 Share of labour in domestic output

S 0.02 Real exchange rate elasticity of demand

Y 0.01 Interest rate semi-elasticity of demand

B 0.38 Share of importsin domestic consumption (or the
exchange rate pass-through coefficient)

c 1.00 Relative weight on price stability in loss function

0 0.00 Transaction costs parameter

G 3.90 Standard deviation of domestic demand shock

Empirically, it is difficult to pin down the transaction costs parameter so instead of using a
specific figure, we assumed that it is an unknown parameter and then used a grid search to
find the critical value that would make an agent indifferent between the two exchange rate

regimes.

6. Analyses of results

In comparing alternative exchange rate regimes, we focus on three types of real demand
shocks: a perfect negatively correlated shock (e% = —g); @ common or symmetric shock
(e =¢); and an idiosyncratic or uncorrelated shock (e #0; €%=0) 2 For ease of
exposition and comparison, the following procedure will be adopted in the presentation of
the results. First, we assume that there are no transaction costs and compare welfare in the

domestic country under each exchange rate regime. Second, we conduct sensitivity analyses

25. Notethat correlated and idiosyncratic shocks are different types of asymmetric shocks.
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on some of the structural parameters of the model. Finally, we introduce transaction costs to

determine whether it changes the ranking of regimes relative to the benchmark model.

Welfare loss under each exchange rate regime in a version of the model without transaction
costsis presented in Table 3. In the version with perfect negatively correlated shocks and no
transaction costs, a flexible exchange rate regime has dlightly lower welfare loss than a
monetary union regime. The ratio of the welfare loss in a monetary union to the welfare loss
in a flexible exchange rate regime is 1.021. This suggests that the relative welfare gain
resulting from the ability to cushion the effects of asymmetric real shocks through

movements in the nominal exchange rate is positive but small.

Table 3: Welfare Loss (No Transaction Costs)

Case Regime Negatively Common Idiosyncratic
Correlated | (Symmetric) | (Uncorrelated)
Shocks Shocks Shocks

Benchmark Monetary Union | 16.83 0.000 4.208
Flexible Rate 16.48 0.000 4.121
Ratio? 1.021 0.000 1.021
B = 0.30 Monetary Union | 17.00 0.000 4.251
Flexible Rate 16.18 0.000 4.045
Ratio 1.051 0.000 1.051
c = 150 Monetary Union | 16.89 0.000 4.222
Flexible Rate 16.49 0.000 4.122
Ratio 1.024 0.000 1.024

a. Ratioisequal to welfare lossin a monetary union divided by welfare loss in a flexible exchange

rate regime.
The results also suggest that the nature of the shocks is important. As should be expected,
there is no welfare loss under both regimes when the two countries face a common or
symmetric real demand shock. Such shocks are fully absorbed (or offset) by changes in the

real interest rate and so do not have any welfare effects.?® In each exchange rate regime,

26. See Appendix Il for aderivation of this result.
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welfare loss under perfect negatively correlated shocks is about four times larger than under
idiosyncratic shocks. However, the relative loss across regimes is the same regardless of
whether the shocks are correlated or idiosyncratic. This has to do with the fact that both
shocks are asymmetric shocks and what matters for the relative performance of the two

exchange rate regimes is the asymmetric component of the demand shocks.

We conducted sensitivity analyses on some parameters of the model. The results are also
presented in Table 3. Reducing the value of B from 0.38 to 0.30 increases the relative
attractiveness of aflexible exchange rate regime. The intuition for thisresult is asfollows. A
reduction in the value of B implies less exchange rate pass-through. With sticky nominal
prices and wages, this suggests that changes in the nominal exchange rate would have more
impact on the real exchange rate thereby enhancing the effectiveness of the exchange rate as
atool for macroeconomic stabilization. Our result is consistent with the idea in the literature
that more open economies are better candidates for a monetary union. The idea being that
more open economies are likely to have higher exchange rate pass-through and hence less

ability to affect the real exchange rate through changes in the nominal exchange rate.

In general, increasing the relative weight on price stability in the loss function results in a
marginal increase in the relative attractiveness of a flexible exchange rate regime. The ratio
of welfare loss in a monetary union to the loss under a flexible exchange rate regime
increases from 1.021 to 1.024 when the relative weight on price stability isincreased from 1
to 1.5.

Turning to the model with transactions costs, asindicated earlier it isdifficult to pin down the
actual value of the transactions costs parameter. Therefore, rather than set it to a specific
value, we solved the model to find out the critical value of this parameter that would be
required for welfare to be the same across the two exchange rate regimes. Based on the
results of the simulations, it turns out that welfare will be higher under a monetary union if
transaction costs are greater than 1 percent of output in the ECOWAS subregion. The
question then is whether or not the actual value of transactions costs in the ECOWAS region

islikely to be more or less than this critical value. Although we do not know the actual value
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of the transactions parameter, we can use our knowledge of the value of intraa ECOWAS
trade as well as the estimated value for the European Union (EU) to infer what the upper
bound for transactions costs in the ECOWAS region might be. In the literature the gains in
transactions costs from the formation of the European Monetary Union is estimated to be
around 0.5 percent of GDP (European Commission, 1990). Since intra-EU trade is large (61
percent of total trade in 1999) and intrae ECOWAS trade is low (less than 10 percent of total
trade), the transactions costs savings from the formation of a monetary union in ECOWAS
must be less than the 0.5 percent figure for the EU. Consequently, the results provide some
evidence that a flexible exchange rate regime dominates a monetary union in the ECOWAS

region.

Policy Implications

The welfare results from the simulations indicate that based on economic criteria a flexible
exchange rate regime dominates a monetary union in the ECOWAS sub-region.27 The
results imply that from an economic perspective, the five West African countries planning to
establish a second monetary zone in the sub-region would be better-off with a flexible
exchange rate regime because it would enable them to use the nominal exchange rate to
adjust to asymmetric shocks. The fact that the commencement date for the formation of the
proposed monetary union has been postponed twice due in part to difficulties in meeting the
convergence criteria, lends credence to the results in this paper that a monetary union is not
the best exchange rate regime given the current structure of the economies in the sub-region

(WAMI, 2005).

The results al so suggest that although the choice of exchange rate regime can help to ease the
burden of adjustment to shocks, it cannot be a panacea for poor macroeconomic performance
of countries. Sound macroeconomic policies coupled with good governance are needed to

Improve macroeconomic performance in the sub-region.

27. It should be noted that the results obtained here are based on ex-ante analyses and that a monetary union
that is not feasible ex-ante may well be ex-post due to the well known endogeniety conditions for an optimum
currency area (see Frankel and Rose, 1998).
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Appendix |: Data

Data used in the study were obtained from the 2002 World Bank Africa database. Because of
data limitations, the ECOWAS countries used in the analysis are: Cote d'Ivoire, Gambia,
Ghana, Guinea, Nigeria, Senegal, SierraLeone, and Togo. Other useful pieces of information

regarding the estimations are as follows:

1. Real output growth rate was computed using real GDP at 1995 constant prices (in local

currency).
2. Real exchange rate was computed using bilateral nominal exchange rates, adjusted for
inflation differentials between the domestic and foreign economies. Inflation rates were

computed using consumer price indices (1995=100).

3. The output gap was computed as the difference between real GDP and potentia output,
with the later computed using the Hodrick-Prescott filter.

4. Therea interest rate was computed as the nominal discount rate minus the current rate of

inflation.
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Appendix I1: Proofs
Response of real interest ratesto demand shocks
From equation (1), the global shift in output is:

(Ye+y5) = (L—o)(n +n%) (39)

From equation (3), the global shift in output is:

_k(rt+r";)+(et+£";)

Equations (38) and (39) imply that:
M trE) (g tEY)
(L-oy(ne+mp) = - (1-6g) * (1-6g) (40)
Under each exchange rate regime, (n, + n% ) = 0. Therefore:
&
rry) = B )

If the two shocks are perfectly negatively correlated (perfect asymmetric shock), there is no
change in real interest rates. However, if demand shocks are common, equation (41)

becomes:

2¢
(re+rf) = = (42)

Consequently, the real interest rate fully absorbs or offsets common or symmetric real

demand shocks.

24



References

Buiter, W. H., C. Corsetti and P. A. Pesenti (1995). A center-periphery model of monetary
coordination and exchange rate crises. National Bureau of Economic Research Working
Paper No. 5140.

Canzoneri, M. and D. Henderson (1985). Monetary policy games and the consequences of
non-cooperative behavior. International Economic Review, 26, pp. 547-64.

Crow, J. (1999). Any sense in a Canadian dollar? Policy Options, March, pp. 29-34.

Devargjan, S. and D. Rodrik (1991). Do the benefits of fixed exchange rates outweigh their
costs? the franc zone in Africa. National Bureau of Economic Research Working Paper
No. 3727.

European Commission (1990). European economy: one market, one money (“Delors
commission report”).

Frankel, J. A. and A. K. Rose (1998). The endogeneity of the optimum currency areacriteria.
Economic Journal, 108, pp. 1009-25.

Grubel, H. G (1999). The Case for the Amero: the Economics and Politics of a North
American Monetary Union. The Fraser Institute, Vancouver.

Guillaume, D. M. and D. Stasavage (2000). Improving policy credibility: is there a case for
African monetary unions? World Development, 28, pp. 1391-1407.

Honohan, P. and P. Lane (2000). Will the euro stimulate more monetary unions in Africa?
World Bank Policy Research Working Paper No. 2393.

Honohan, P. and S. A. O’ Connéell (1997). Contrasting monetary regimes in Africa
International Monetary Fund Working Paper No. 97/64.

Kamin, S. B. and M. Klau (1997). Some multi-country evidence on the effects of real
exchange rates on output. Bank for International Settlements Working Paper No. 48.

Kenen, P. B. (1969). The theory of optimum currency areas. an eclectic view. In Mundell, R.
A. and A. K. Swoboda (eds.), Monetary Problems of the International Economy.
University of Chicago Press, Chicago.

Klau, M. (1998). Exchange rate regimes and inflation and output in sub-saharan countries.
Bank for International Settlements Working Paper No. 53.

Kose, M. A. and R. Reizman (2001). Trade shocks and macroeconomic fluctuations in
25



Africa. Journal of Development Economics, 65, pp. 55-80.

Krugman, P. R. (1993). Lessons of Massachusetts for EMU. In Torres, F. and F. Giavazzi
(eds.), Adjustment Growth in the European Monetary Union. Cambridge University Press,
Cambridge.

Lane, P R. (2000). Asymmetric shocks and monetary policy in a currency union.
Scandinavian Journal of Economics, 102, pp. 585-604.

Macklem, R. T., P. N. Osakwe, H. Pioro and L. L. Schembri (2001). The economic
consequences of alternative exchange rate and monetary policy regimes in Canada. In
Schembri, L (ed.), Revisiting the Case for Flexible Exchange Rates: Proceedings of a
conference held at the Bank of Canada November 2000. Bank of Canada, Ottawa.

Masson, P. R. and C. Pattillo (2001). Monetary union in West Africac an agency of restraint
for fiscal policy? International Monetary Fund Working Paper No. 01/34.

Mckinnon, R. 1. (1963). Optimum currency areas. American Economic Review, 53, pp. 717-

25.

Mundell, R. A. (1961). The theory of optimum currency areas. American Economic Review

51, 509-17.

Obstfeld, M., Rogoff, K., 1995. The mirage of fixed exchange rates. Journal of Economic
Perspectives, 9, pp. 73-96.

Osakwe, P. N. and L. L. Schembri (2002). Real effects of collapsing exchange rate regimes:
an application to Mexico. Journal of International Economics, 57, pp. 299-325.

Stasavage, D. (1997). The CFA franc zone and fiscal discipline. Journal of African
Economies, 6, pp. 132-67.

WAMI (2005). A study on the state of preparedness of the West African Monetary Union
Zone Countries for Monetary Union, Report of the West African Monetary Institute,
Accra, Volume 1.

White, H. (1980). A heteroskedasticity-consistent covariance matrix and a direct test for
heteroskedasticity. Econometrica, 48, pp. 817-38.

Williamson, J. (2000). Exchange rate regimes for emerging markets. reviving the
intermediate option. In Institute for International Economics (ed.), Policy Analyses in

International Economics 60. Institute for International Economics, Washington DC.
26



