Chapter 3

Competition between European Central Bank,
American Central Bank, German Labour Union,
and French Labour Union

1. The Dynamic Model

1) The static model. As a point of reference, consider the static model. It can
be represented by a system of three equations:

Y, = A, +0.5aM,, - 0.58M; ~AW, - W, )
Y, = A, +0.50M,, —0.5BM; — AW, —pW, @)
Y3 = A3 + (XM:; - BMlZ + VWI + VW2 (3)

This is a reduced form of the basic model, see Part One. Y; denotes German
output, Y, is French output, Y3 is American output, M;, is European money
supply, M3 is American money supply, W; is German nominal wages, W, is
French nominal wages, A, is some other factors bearing on German output, A,
is some other factors bearing on French output, and A, is some other factors
bearing on American output. a,, A, pand v are positive coefficients with
a>B, A>pn and A > v. The endogenous variables are German output, French
output, and American output.

According to equation (1), German output is a positive function of European
money supply, a negative function of American money supply, a negative
function of German nominal wages, and a negative function of French nominal
wages. According to equation (2), French output is a positive function of
European money supply, a negative function of American money supply, a
negative function of French nominal wages, and a negative function of German
nominal wages. According to equation (3), American output is a positive
function of American money supply, a negative function of European money
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supply, a positive function of German nominal wages, and a positive function of
French nominal wages.

An increase in European money supply raises German output and French
output but lowers American output. An increase in American money supply
raises American output but lowers German output and French output. An
increase in German nominal wages lowers German output. And what is more, it
lowers French output. On the other hand, it raises American output. Cor-
respondingly, an increase in French nominal wages lowers French output. And
what is more, it lowers German output. On the other hand, it raises American
output.

An increase in European money supply of 1 causes an increase in German
output of 0.5a, an increase in French output of equally 0.5a, and a decline in
American output of B. An increase in American money supply of 1 causes an
increase in American output of o, a decline in German output of 0.58, and a
decline in French output of equally 0.58. An increase in German nominal wages
of 1 causes a decline in German output of A, a decline in French output of p,
and an increase in American output of v. Similarly, an increase in French
nominal wages of 1 causes a decline in French output of A, a decline in German
output of u, and an increase in American output of v.

2) The dynamic model. At the beginning there is unemployment in Germany,
France and America. More precisely, unemployment in Germany is high, and
unemployment in France is low. The primary target of the European central bank
is price stability in Europe. The secondary target of the European central bank is
high employment in Germany and France. The specific target of the European
central bank is that unemployment in Germany equals overemployment in
France. In a sense, the specific target of the European central bank is full
employment in Europe. The instrument of the European central bank is European
money supply. The European central bank raises European money supply so as to
close the output gap in Europe.

The target of the American central bank is full employment in America. The
instrument of the American central bank is American money supply. The
American central bank raises American money supply so as to close the output
gap in America. The target of the German labour union is full employment in



