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What is the optimal inflation rate in an open economy, and when are currency unions a good idea? Herrenbrueck  
investigates these questions using a monetary open economy model where firms have market power because of 
search frictions. Consumers respond to inflation by increasing their search effort, and as a result, inflation has real 
and non-monotonic effects. The optimal inflation rate depends on the fundamentals of the economy, such as the 
disutility of search or the cost of firm entry, and on the inflation rates of trading partners. When countries coordi-
nate their monetary policies, inflation will be lower and welfare will be higher than in non-cooperative equilibrium. 
However, coordinating policy is not the same as conducting the same policy, and the welfare effects from joining a 
currency union are asymmetric. Preliminary analysis suggests that the model can account for some features of the 
macroeconomic divergence within the Eurozone in the 1990s and 2000s.


