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Se examina la forma en la que los estados miembros de una unién mo-
netaria grande responden, tanto a perturbaciones especfﬁcas como a las
procedentes del resto del mundo, utilizando politicas de oferta. Para
ello desarrollamos un modelo de tres pafses, de los cuales dos cons-
tituyen una unién monetaria donde un banco central independiente
controla la polftica monetaria y las polfticas de oferta son determinadas
por las autoridades a nivel nacional. En este contexto, analizamos en
términos estratégicos cémo las autoridades pueden hacer frente a per-
turbaciones monetarias, reales y de oferta. Se discuten los aspectos
de bienestar de la solucién éptima, asi como hasta que punto la coor-
dinacién de las polfticas de oferta puede ser 1itil para hacer frente a
dichas perturbaciones.

This paper examines how the member countries of a large monetary
union react to country-specific shocks, and to shocks from the rest
of the world, using supply-side policies. We develop a three-country
model in which two of the countries form a monetary union where an
independent central bank to control monetary policy, and supply-side
policies are determined by the authorities at the national level. In
this framework, we analyse in strategic terms how the authorities can
deal with monetary, real and supply shocks, and discuss the welfare
aspects of the optimal solution and the extent to which a coordinated
supply-side policy may be useful to deal with those shocks.
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1. Introduction

The costs of losing the exchange rate and monetary policy as instru-
ments of macroeconomic stabilization acquire a special importance
when deciding the convenience of forming a monetary union. Most
of the theoretical and empirical studies conclude that these costs will
depend on the asymmetry of the shocks. So, for instance, Bayoumi
and Eichengreen (1993) find that the costs imposed by asymmetric
shocks in the European monetary union will be larger, since these
shocks require country-specific adjustment policies.

Another question broadly discussed is that, in the absence of fully
flexible prices and wages, as well as labour mobility, as adjustment
mechanisms, governments have to deal with shocks using mainly fiscal
policy. But the disciplining effects of a monetary union may require
some limitations on the use of fiscal policy. We can mention, as an
example, the fiscal discipline imposed by the Pact for Stability and
Crowth in the European Monetary Union, EMU. Since fiscal policy in
monetary unions may be inefficient, the possibility of fiscal policy co-
ordination has been discussed; the conditions under which fiscal policy
coordination may be desirable are derived in Diaz-Rolddn, 2000a.

On the other hand, given the limitations of fiscal policy, it would
be desirable to have alternative policies, among them, the possibility
of using supply-side policies has been discussed (Jimeno, 1992; Viiials
and Jimeno, 1998). From a different point of view, this possibility had
been mentioned in the literature on optimum currency areas: coun-
tries with similar inflation rates would be good candidates to join
a common currency area, this feature being related to the similar-
ity of the institutional mechanisms of the labour market (Calmfors
and Driffill, 1988). This argument could support the need for some
harmonization of the institutional mechanisms governing the labour
markets of the countries forming a monetary union, as an useful tool
for reducing the cost of belonging to a common currency area.

The available literature has hardly studied supply-side policics.
De Miguel and Sosvilla (2001) develop a two-country model in order
to analyse the cffects of macroeconomic policies in a monetary union
with different wage rigidities. Supply-side policies are represented by
changes in the employers’social sccurity contributions, which has a
direct impact on real wages. On the other hand, Sibert and Suther-
land (1997) develop an intertemporal n-country model to study the
role of long-run labour market reforms on the costs and benefits of
monetary integration. They conclude that in a monetary union the
degree of labour market reform required is lower than in other mone-
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tary policy regimes. More recently, Diaz-Rolddn (2002) analyses the
scope of short-run labour market intervention by means of a two-
country model, before and after forming a “small” monetary union.
The results show that coordination of supply-side policies is desir-
able when the effects of the shocks are different in the economies
involved. This is particularly true for all demand shocks within the
no-monetary union case, and only for real shocks within the mone-
tary union case, but in both cases when the shocks are transmitted
through the beggar-thy-neigbour effect.

In this paper we examine how the member countries of a mon-
etary union can react to shocks by using supply-side policies. To
this end, we extend the two-country model developed by Diaz-Roldan
(2002) to the three-country case where two of the countries form a
monetary union and the variables of the third country (the rest of the
world) are treated as endogenous. In this “large” monetary union an
independent central bank controls monetary policy, there are some
restrictions on fiscal policy, and supply policies are determined by
the authorities at the national level. Next, we analyse in strategic
terms how the authorities of each member country can deal with
shocks using a supply-side variable which could be interpreted as in-
stitutional intervention in the labour market. The authorities can act
individually or cooperatively and, in the rest of the paper, we identify
cooperation among authorities with policy coordination.

As an original contribution of this paper, first of all, we can
mention that the model has been explicitly designed for a “large”
monetary union, which is not frequent in the literature. Secondly, we
analyse the role of supply-side policy, something that has also hardly
been discussed in the literature. An important result derived from
our analysis is that the desirability of supply-side policy coordination
is not only related to the characteristics of the shocks, but also to
the way in which their effects are transmitted among countries. In
addition, the role played by the channel of transmission of the shocks
will be determinant for the results. More precisely, the main result
is that in a “large” monetary union, supply-side policy coordination
would be desirable when dealing with real shocks which have their
origin within the union’s country members, and which are transmitted
through the beggar-thy-neigbour effect.

The paper is structured as follows. First, a theoretical model for
a monetary union is developed, which will allow us to study the effects
of shocks on the union’s member countries. Next, the possibilities for
supply-side policy coordination among the monetary union’s member
countries are analysed in strategic terms. Finally, section 4 concludes.
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2. Theoretical Framework

We will consider a model of two symmetric economies: the monetary
union and the rest of the world, with flexible exchange rates and per-
fect capital mobility between them. The monetary union is described
by the following set of equations:

y=—ary+7g+B(ew+p" —p)+oy"+ f (1)
m—p=0y—pre 2)

pe= (1 - pw)p+pp* +ew) (3)

W= epe = ¢prod — qu + z — v — ¢ (4)
p—w=—¢prod — pu (5)
y=mn+prod (6)

u=l-n (7)

All the variables are defined as rates of change, except r and
u, wich capture the instantaneous changes in the interest rate, and
in the unemployment rate, respectively. All parameters, denoted by
Greek letters, are nonnegative.

Equation (1) represents the goods market equilibrium condition.
Output, y, depends on the world’s interest rate r,,, the real exchange
rate (defined from the nominal exchange rate, e,,, and the countries’
relative prices p and p*), the other country’s output, and a positive
real shock f.

Equation (2) shows the money market equilibrium condition,
where m denotes the money supply, and money demand depends on
demestic output, and the world interest rate.

Equations (3) to (7) represent the aggregate supply of the econ-
omy, built along the lines of Layard, Nickell and Jackman (1991).
First, equation (3) defines the consumer price index p., as a weighted
average of the prices of domestic and imported goods in terms of the
domestic currency.



MONETARY UNION 167

Equation (4) shows that nominal wages, w, are determined by
the degree of indexation with respect to the consumer price index,
and depend on the parameter ¢; labour productivity, prod; the unem-
ployment rate, u; wage pressure factors, z; the error in expectations,
captured by the variable v; and the use, as a policy instrument, of a
supply-side variable ¢, which could be used as a direct way of policy
intervention on the labour market. Note that the parameter ¢ denotes
the degree of wage rigidity, with 0 < ¢ < 1; we will assume here the
intermediate case so that 0 < ¢ < 1.

In equation (5), prices are set by adding a margin to wages, which
depends on productivity, prod, and the unemployment rate, v. We
also assume that the parameter ¢ is the same as in the wage-setting
equation (4). This assumption, which simplifies the analysis without
altering the basic results, is commonly used in the literature, and is
justified since in the long term productivity changes do not affect the
unemployment rate (see e.g. Layard, Nickell and Jackman (1991)).

Finally, equation (6) defines changes in output as the sum of
changes in employment, n, and productivity, prod. And equation
(7) defines changes in the unemployment rate, u, in terms of active
population, I, and employment, n.

The second economy analysed is the rest of the world. As men-
tioned earlier, we develop a model for two symmetric economies;
therefore, equations describing the rest of the world are equivalent
to the monetary union’s equations:

y* = —ary — Blew +p" —p) + b6y + f° (8)
m* —pt=0y" —Yry 9)
pe=(L—pp" +pp-ew) (10)

w* ~epy = ¢prod™ — nu* + 2 —v* (11)
p* —w" = —¢prod* — pu” (12)

y" =n" +prod* (13)

uwr =1 -t (14)
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Note that in the goods market equilibrium condition, we neglect
the fiscal variable g*, which is implicitly included in the real shock
f*. We also neglect the institutional variable ¢*, implicitly included
in the supply shock s*(see below).

From equations (1) to (7) for the monetary union and (8) to
(14) for the rest of the world, we can obtain the aggregate demand
functions for each economy:

d o

y =w+09(m—7))+w+09(6w+p - p)
Y .4 Yy ('
T ee? T o tas? Ty tad (15)
«d _ « * kY ﬁw *
Yy _1[}+(19(m P) w+a0(€w+P P)
)
1/) d TP f* (16)

+
1/1+m9y +1/1+a9

Combining the definition of the consumer price index (3) with the
aggregate supply equations, (4) to (7), we can obtain the monetary
union’s aggregate supply:

y* ==X~ 1p— Aeplew +p" —p) — Az +F Avd At +1+ prod

where A = ﬁ.
To simplify, we group all the exogenous supply shocks in a con-
tractionary disturbance s:

szz-—v——)tl—xprod

where s embodies the negative effect on output of an increase in the

degree of wage pressure, z; and the positive effects of increases in

expectations errors, v; active population, I; and productivity, prod.
Then, the aggregate supply of the union will be:

y = —Ae - 1Dp— Aepleyw +p* —p) — As + At (17)
and, in a similar way, for the rest of the world:

y** = ~A(e ~ 1)p" + deplew +p" —p) — As” (18)
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where:

* * * * *
s =2 —v — =" — —prod
\ p

A

2.1. The Countries of the Union

We assume that the monetary union is formed by two symmetric
member countries denoted by 1 and 2.

The economic framework of the union’s member countries is
given by equivalent equations to those of (1) to (7), for both country
1 and country 2. However, in order to describe a monetary union,
these two sets of equations are modified in the following way: first,
the nominal exchange rate between countries 1 and 2 is made equal to
zero; and, second, both countries replace each individual money mar-
ket equilibrium condition by a common equilibrium condition, which
can be written as follows:

1 1 0 0 19
m—"2‘P1—§P2—§y1+§y2*wTw (19)

In equation (19), m denotes the union’s money supply, so the
demand for money depends on the output of the two countries, and
the union’s interest rate.

Note that, since the variables are in rates of change, the variables
of the monetary union are equal to the weighted sum of the member
countries’ variables, and we can assume that their relative weights
reflect the bargaining power of each country inside the union. That
is, for any variable z:

oo Y
r = —x —X
y Py

where z,z1,z2 are the rates of change of variable = for the union,
country 1, and country 2, respectively; Y,Y;,Ys are their levels of
output, and Y; + Yy = Y. For convenience, we have assumed

Vi Y, 1
Yy Y 2

So, from the weighted sum of the equations for country 1 and 2, we
can obtain equations (1), and (3) to (7) for the monetary union.
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2.2. The Transmission of the Shocks

From equations (1) to (7) and (8) to (14) and assuming equilibrium
in the goods market: y* = y% = y and y* *d — y* we can obtain
the reduced forms for the monetary union and the rest of the world:!

y=aym £bym” +cyg+dyf & hyf* —iys — jys* + iyt (20)

v* = aym* £ bym + kyg + dyf* + hyf —iys® — jys + iyt (21)

p=apm tbym™ +cpg +dpf +hpf* +ips+ jpst —ipt (22)

p* =apm” L bpm + kpg +dpf" 4+ hpf 4+ ips™ 4 jps — jpt (23)

Equations (20) to (23) show the interdependence between the
two economies, given by the interaction of the variables. On the
other hand, given that the variables of the monetary union are equal
to the weighted sum of the member countries’ variables, and that the
interaction taking place between them is equivalent to the interaction
between the union and the rest of the world, we could also rewrite
the preceding equations as follows:

y1 = aym T bym* + cyg1 * g2 + dy fL T dyf2

dhy f* —iys1 —iysy — jys” iyt +iyts (24)

Y2 = aym b"m* + C;gg + cggl +d! f2 + d“fl

:th”f - 32—1 ‘51 —]gs*+z t2+1 "t (25)

y* =a,m" +b, mikyglikygg+dyf + k! W1

1 The detailed derivation of all the equations in the paper, together with the
definition of the coefficients, can be seen in Diaz-Rolddn (2000b).
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dhy fo — iys™ — jys1 = jys2 + dyt1 + g ta (26)

p1 = apm £ bym* + g1 + cp92 + dpf1 + dp fa

Fhyf* 4 ips1 +ipse + Gps* —inty — ipt (27)

p2 = apm £ bym” + cyg2 + cp91 + dpf2 + dy f1

thyf* +ipsa +insy + gy st —ints —inty (28)

p* = apm” £ bpm + kpg1 + kpga + dpf* + hiyf1
thyfa+ips* +ps1 + iyse — dpt1 — Jpta (29)

The reduced form given by equations (24) to (29) shows the
interaction between the two countries of the union and the rest of the
world. As can be seen, we have two kinds of monetary shocks: the
monetary policy instrument of the union’s monetary authority (m)
and monetary shocks from the rest of the world (m*). On the other
hand, regarding real and supply shocks, we can observe shocks from
each country of the union ( f1, f2, s1,s2), and the rest of the world
(", s").

We find that a negative supply shock affecting one of the coun-
tries of the union (s, s2 > 0) or the rest of the world (s* > 0), leads
to an output fall and a rise in prices, both in the union and in the rest
of the world. This effect is independent of the channel of transmis-
sion and the origin of the shock. Regarding the institutional supply
variables of the union’s member countries (¢3,t9), their effects have
the same absolute value but the opposite sign as supply shocks.

In turn, positive demand shocks (m,m*, g1, 92, f1, f2, f* > 0)
lead to positive effects on the output and prices of the country of
origin of the shock. But when the shock is transmitted between the
countries of the union, and between each member country and the rest
of the world, the sign of the coefficients depends on which channel of
transmission prevails. In our model, the channels of transmission of
the demand shocks are aggregate demand, the interest rate, the real
exchange rate between the union and the rest of the world, and the
monetary union’s relative prices.

As mentioned before, when aggregate demand prevails, the result
is the locomotive effect: the effects on output and prices of the country
of origin of the shock are transmitted to the rest of the economies with
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the same sign. We find that an aggregate demand expansion with an
output expansion and a rise in prices in all the economies involved.
But when changes in the interest rate and the real exchange rate
prevail, the result is the beggar-thy-neighbour effect: the effects on the
output and prices of the country of origin of the shock are transmitted
to the rest of the economies with the opposite sign. The reason is that
a real exchange rate depreciation (appreciation) in an economy leads
to an aggregate demand expansion (contraction) in that economy, and
to a contraction (expansion) in the other, given that a depreciation
(appreciation) in one economy, implies an appreciation (depreciation)
in the other.

We have just shown the way in which macroeconomic shocks af-
fecting the monetary union and supply-side policies adopted by the
member countries’ governments are transmitted between the coun-
tries of the monetary union and the rest of the world. The purpose of
the next section will be to show how international policy coordination
may internalize the potential spillover effects.

3. Supply Policy Coordination in a Monetary Union

The theoretical arguments supporting policy coordination are based
on the idea that cooperation internalizes the effects of economic inter-
dependence. In this way, we need to take into account the strategic
behaviour of the authorities, so we will use the Game Theory ap-
proach in order to study how the authorities can deal with shocks.
We assume that countries 1 and 2 are represented by their au-
thorities, which face the problem of minimizing their loss functions:

Ly =y? +019° + mpt (30)

Lo = y3 + o295 + map3 (31)

where the target variables are the rates of change of output (y1,2), of
the budget deficit (g1, g2), and also of prices (p1, p2). For this purpose,
the authorities will use as a policy instrument an institutional variable
(t1,t2), affecting the process of wage setting. We also assume o1 # o3
and m, # mo, so we consider asymmetric preferences. On the other
hand, the quadratic form of the loss function implies that any change,
positive or negative, in the variables will represent a loss of utility. So,
each country will minimize its loss function when all the objectives
become equal to zero: y; = y2 =0, g1 = g2 =0, and p; = p2 = 0.
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The fact that the disciplining effects of a monetary union imply
some restrictions on fiscal policy allows us to include the budget deficit
as an objective of the authorities. An example of this situation is the
European monetary union, where each member country has to fulfil
the budget deficit requirements of the Pact for Stability and Growth.
In this context, the price objective captures the cost of authorities’
intervention in terms of inflation.

3.1. Welfare Aspects of the Optimal Solution

From a theoretical point of view, the cooperative solution is Pareto
improving since it internalizes the spillover effects arising from eco-
nomic interdependence. These externalities,

0L 0Ly
—— and —,
Oto Ot

show how the loss function of a country changes in response to changes
in the other country’s instrument.

On the one hand, the first-order conditions from which we would
obtain the Nash Equilibrium are

dL dL
2! —pand =22 =
dty dto

But for these points
0L, dLy
— # 0 and — # 0.
o, 7 0nd 5

Given that we can write the social planner loss function in terms
of the countries’ authorities loss functions,

1 1
L=|=L,+-L
I:Q ]+2 2]7

the first-order conditions of the minimization problem would be:

oL 1 /0Ly 0Ly
===+ 22} =0 32
oty 2 (311 + Oty > ( )
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oL 1 /0L, OLo
o[22 =0 33
Oto 2 (8t2 + Oty ) ( )

From these conditions it is clear that

6L1 8L2 3L2 8Ll
—=—-—"and — = ———
0t oty Oto Ota

which shows how the cooperative solution internalizes externalities.
But the desirability of the cooperative solution will depend on the
nature of the externality. If the externality has the same sign as
the shock, the externality reinforces the effects of the shock. Sub-
sequently, the cooperative solution requires a greater change of the
policy instrument than the competitive solution. On the contrary,
when the externality shows a different sign than the shock, the coop-
erative solution is the solution that requires the lowest change.

In order to avoid the spillover effects of their policies, the coun-
tries’ authorities will try to minimize the use of the supply side vari-
able. In this sense, they identify stabilization with avoiding changes in
the policy instrument. In particular, we have modelled a loss function
in which any change in the variables implies a loss of utility. Since
the target variables are linear in the policy instruments, the solution
that requires the smallest change in the supply side variable would
be the optimal solution. So, in a first step, authorities will minimize
their loss functions, and, in a second step, they will choose the solu-
tion (competitive or cooperative)leading to the lowest absolute value
of the instrument:

t; = min{]tN,iI y |tcyil}Vi =1,2

3.2. Desirability of Coordination

Now we will show the effects of the authorities’ decisions when cop-
ing with shocks. Each country of the monetary union has to mini-
mize its loss function by choosing the optimal rate of change of the
institutional variable, subject to the restrictions imposed by the in-
ternational economic framework. In accordance with Game Theory
literature, we will focus our analysis on the comparison between the
competitive solution and the cooperative solution. In any case, the
solutions will depend on the prevailing channel of transmission: the
aggregate demand leading to the locomotive effect, or the interest rate
and the real exchange rate leading to the beggar-thy-neighbour effect.
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After analysing the solutions for the two alternatives, we obtain
that (see Diaz-Roldan (2000b) for details):

a) For the locomotive effect case, if the authorities act individ-
ually, the solution requires a lower change in the institutional vari-
able than if they coordinate. This result holds for real and monetary
shocks, independently of the origin of the shock (from a country of the
union, i.e.: a country-specific shock; or from the rest of the world).
The reason is that the use of the institutional variable as a policy
instrument leads to externalities with the same sign as the shock. In
these cases, cooperation would be undesirable because it would rein-
force the effects of the disturbance when internalizing externalities.

For supply shocks, supply policy coordination would be undesir-
able when shocks have their origin either within the two countries of
the monetary union simultaneously, or in the rest of the world. But
when the shock has its origin in only one of the countries of the mon-
etary union, cooperation would be desirable but only for the country
where the shock appears. Note that, in this case, cooperation would
be also undesirable in general terms; in other words, cooperation
would not be Pareto-optimal.

b) For the beggar-thy-neighbour effect, for all the shocks from the
rest of the world, as well as monetary shocks originating within the
union, externalities have the same sign as shocks. In those cases,
the cooperative solution requires a greater change in the institutional
variable than competitive solution; thus, cooperation would be unde-
sirable, since it would reinforce the effects of the shock when inter-
nalizing externalities. In turn, for supply shocks from the monetary
union, we obtain the same result as in the locomotive effect case: when
the shock has its origin in only one of the countries of the monetary
union, cooperation would be desirable but only for the country where
the shock appears.

On the contrary, in the case of real shocks from the monetary
union, cooperation would be desirable since externalities have the op-
posite sign as the shocks. In those cases, the cooperative solution
requires a smaller change in the institutional variable than competi-
tive solution.

To summarise, we can conclude that, if the monetary union’s au-
thorities include the budget deficit as an objective in their loss func-
tion, supply policy coordination would be desirable only when dealing
with real shocks originating within the union, and when changes in
the interest rate and the real exchange rate prevail as the channel
of transmission. In Diaz-Roldédn (2000a), we can find the opposite
results for fiscal policy coordination, in that paper, coordination was
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found to be desirable only when monetary and supply shocks origi-
nated within in the union, as well as for any kind of shock from the
rest of the world.

Summarising the results obtained so far, the conditions under
which coordination of supply policies would be desirable are shown in
table 3.1. We can conclude that the results are determined not only
by whether or not the shocks is country-specific, but also by its nature
(monetary, real or supply-side), and the channel of transmission. In
the case of supply shocks, cooperation between the member countries
of the union is always undesirable, but when dealing with demand
shocks, the channel of transmission proves to be determinant.

Table 3. 1.
Desirability of Supply Policy Coordination
in a Monetary Union

Shock Cooperation

Monetary (m, m*) | Undesirable

Real (f1, f2, f*) e Locomotive effect: undesirable,

e Beggar-thy-neighbour effect: desirable,
when the shock has its origin within the
monetary union, and undesirable for the
rest of the cases.

Supply (s1,s2,s") Undesirable

4. Conclusions

In this paper we analyse how the member countries of a monetary
union can deal with shocks using coordinated supply-side policies, in
the absence of an independent monetary policy and with restrictions
in the use of fiscal policy. In order to offset the effects of the shocks,
the authorities use as a policy instrument an institutional variable
which could be interpreted as a way of harmonizing labour market
institutions.

We have developed a three-country model in which two of the
countries form a monetary union, and where a common independent
central bank controls monetary policy. Next, we have used the Game
Theory approach to analyse the authorities’ strategic behaviour when
deciding how to deal with shocks.
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In our model, supply shocks had unambiguous effects on output
and prices. On the contrary, the effects of demand shocks depended
on the prevailing channel of transmission: when aggregate demand
dominated, we had the locomotive effect, whereas if changes in the
interest rate and the real exchange rate dominated, we had the beggar-
thy-neighbour effect.

After analysing the solutions for the different cases, we concluded
that in a monetary union with some restrictions on fiscal policy, sup-
ply policy coordination would be desirable only when the probability
of suffering from real shocks originated within the union is higher, and
provideing that changes in the interest rate and the real exchange rate
prevail as the channel of transmission. In other words, coordination
would be desirable when facing shocks requiring a different policy
response in each country, i.e., asymmetric shocks.

Linking this conclusion with that obtained by Diaz-Rolddn (20
02), we can conclude that the “size” of the monetary union (small
or large) is not relevant for the results. In that article, supply-policy
coordination was desirable only when dealing with country-specific
real shocks originated within the small monetary union, and leading
to different effects in each country, i.e., when shocks lead to the beggar-
thy-neighbour effect. The same conclusion holds in this paper (see
table 3.1), since in a large monetary union we add the shocks from
the rest of the world, which affect the monetary union in a symmetric
way. In other words, the desirability of supply-side intervention in
a monetary union does not change when taking into account shocks
from the rest of the world.

To conclude, the country-specific origin of the shocks would not
be the only relevant characteristic in deciding whether to coordinate
economic policies: the nature (demand or supply) and the channel of
transmission of the shocks would be also relevant to determine the
asymmetry of the shock. For this reason, it would be crucial to know
what would be the channel of transmission and the kind of distur-
bances actually prevailing in a particular monetary union. Note that
allowing for not-fully-anticipated shocks would lead to a stochastic
version of the model. In general, the results above would hold even
under this new assumption, though associated to the probability of
occurrence of the shock.

A further extension to this paper might be to analyse the dy-
namic implications of flexible exchange rates. In Bajo-Rubio and
Diaz-Rolddn (2003), the traditional Mundell-Fleming plus aggregate
supply model is modified in several ways, including a dynamic version
of the model presented in this paper. In the dynamic model, perfect
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capital mobility is defined in terms of the uncovered interest parity,
so that interest rates are linked through changes in the exchange rate.
Regarding demand shocks, the results would be equivalent to those
obtained for the beggar-thy-neighbour effect in the static version of
this paper. On the other hand, the results obtained for supply-side
shocks show that the effects on prices would be ambiguous. Therefore,
the most remarkable implication of introducing dynamics seems to be
the reinforcement of the beggar-thy-neighbour effect, since during the
transition dynamics, variations on the exchange rate lead to changes
in the interest rate and so on. For that reason, the interest rate and
the exchange rate would tend to dominate as channel of transmission.
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