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ABSTRACT

Will EMU Increase Eurosclerosis?*

In this Paper we study the relationship between labour market institutions and
monetary policy. We use a simple macroeconomic framework to show how
optimal monetary policy rules depend on labour institutions (labour adjustment
costs and nominal and real wage rigidity) and social preferences regarding
inflation, employment, and real wages. We also calibrate our model to
compute how the change in social welfare brought about by giving up
monetary policy as a result of joining the Economic and Monetary Union
(EMU) depends on institutions and preferences. We then use the calibrated
model to analyse how EMU affects the incentives for labour market reform,
both for reforms that increase the economy’s adjustment potential and for
those that affect the long-run unemployment rate.
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NON-TECHNICAL SUMMARY

Over the last ten years, Europe has been engaged in a major policy project:
monetary union. At the same time, it has continued facing a major policy
problem: unemployment. An ironic observer might therefore ask why so much
political capital has been spent on an arrangement that is so remote from the
main problem at hand. The answer belongs to politicians, but it is the
economist’s task to study how monetary union might change the way in which
labour market policy is conceived. This question has two sides. First, we may
ask what is the best policy to reduce European unemployment and whether it
is changed by Economic and Monetary Union (EMU). Second, we may take a
more positive, political economy perspective and ask how the decisions that
will actually be taken in the field of labour market policy will be different from
the ones that would have been pursued without EMU.

At face value, a well-trained economist would argue that EMU and labour
market policy are largely unrelated. The standard view holds that monetary
policy does not affect real variables in the long run. Monetary union will affect
the member economies’ responses to asymmetric shocks and, to the extent
that the credibility of the European Central Bank (ECB) is different from that of
the original national central banks, their common long-run inflation rate. But
European unemployment, which has been high for so long, is usually
attributed to long-run real rigidities in wage-setting, that prevent real labour
costs from adjusting downwards in order to eliminate unemployment. That is,
Europe’s problem is that the natural rate of unemployment is too high,
whereas the monetary stance only affects short-run deviations from that
natural rate. The first-order answer is therefore that monetary union should not
affect labour market policy.

This argument, however, places too much emphasis on the long run. For
private agents that discount the future, the transition to a new long-run
equilibrium is at least as important as that new equilibrium. This is particularly
so when one takes a political economy perspective, as governments are
short-lived and could not care less about what the labour market will look like
30 years from now. The transition path to a new equilibrium following a
change in labour market policy will heavily depend on the macroeconomic
stance; monetary policy may play an important role in making the transition
better or more acceptable to voters. An important effect of EMU is that it will
remove that instrument from national governments, preventing them from
using it as an auxiliary policy instrument to deliver the best possible transition
path to a new natural rate of unemployment.

National monetary policies also help to insulate one country from a shock
occurring in other countries. In this respect, while convergence has been



achieved in fiscal and monetary indicators, and while steps have been taken
to impose convergence of future fiscal policies, labour market policies have
not been harmonized and will remain largely idiosyncratic. This reflects, in
part, a great divergence of views about the causes of unemployment and the
appropriate remedies (compare, for example, the reforms undertaken in the
UK and those undertaken in France), which implies that labour market policy
will be a source of asymmetric shocks within EMU. These shocks will spill
over from the country where they occur to other countries and will generate
conflicts between countries over the appropriate monetary response from the
ECB. Indeed, such a shock, and not a small one, has happened just one year
after EMU took off, namely the introduction of the 35-hour workweek in France
in January 2000.

Since EMU entails a change in a monetary arrangement, it is natural to expect
it to affect mostly nominal variables. As to nominal wage inertia, there are
theoretical predictions either way, as Calmfors (1998) has noted. It will
decrease if the lack of response of the ECB to country-specific shocks leads
to larger demand shocks on average and this induces wage-setters to shorten
wage contract periods. Inertia may however increase due to resistance to
money-wage cuts in a low inflation environment, for various reasons.
Empirically, both Calmfors (1998) and Burda (1999) present informal evidence
suggesting a trend towards increased nominal wage flexibility.

But EMU may have real, rather than just nominal, effects as well. For
example, the single currency has reduced transaction costs, suppressed
exchange rate volatility and increased transparency about price differentials
across countries, which should enhance competition and as a result weaken
the bargaining power of labour unions. Also, Danthine and Hunt (1994) have
pointed out that a single product market in the EU implies a de facto reduction
of the degree of centralization of wage bargains. This may change the trade-
offs faced by wage-setters in countries with very centralized bargaining, like
Scandinavian ones.

Recent work has focused on indirect, rather than direct, links, through which
EMU might lead governments to modify labour market regulations. Indeed, the
conventional wisdom is that EMU will eventually remove some barriers to
labour reform. For example Bean (1998) argues that once the easy option to
devalue their currency has been lost, EMU countries will have no alternative
but to make their economy more flexible through labour market reform.

A few authors, however, provide arguments against this view, such as Sibert
and Sutherland (1997) and Calmfors (1998). Labour market rigidities may
induce governments who lack credibility to try to boost output by inflating the
economy. Outside EMU, labour market reform therefore has a double
dividend: not only does it reduce unemployment, but it also reduces the



government’s inflationary bias. For a country who belongs to EMU, however,
monetary policy is set by a third party and there is no inflationary bias. Thus
labour market reform does not have a double dividend, so that the incentives
for reform are diminished.

There exist other arguments for why labour reform may be either easier or
harder inside than outside EMU. Bean (1998) points out that it might be harder
if the costs from reform come up front while the benefits take longer to
materialize. In such a case, outside EMU monetary policy can be used to ease
short-run costs, so that reform is viable in the first place, but not inside EMU.
On the other hand, in the absence of an inflation bias, there is a stronger
incentive for labour reform inside EMU if policy-makers wish to avoid very bad
outcomes regarding unemployment (i.e. they have a precautionary motive),
since the ECB does not stabilize country-specific shocks (Calmfors et al.,
1997).

Our model differs from the ones discussed so far in several respects. First, we
explicitly distinguish among different labour market rigidities. We show that
they have different impacts on the cost of belonging to EMU, or, conversely,
that EMU membership affects the incentives for labour market reform in
different directions depending on which type of rigidity we are considering.
Second, we incorporate political economy considerations in our analysis by
allowing social preferences to reflect incumbent employees’ (or unions’)
preferences for real wage stability. Third, we take into account the role of
monetary policy in the transition between steady states. Finally, we de-
emphasize the role of monetary policy credibility by assuming that even
without EMU, the government can pre-commit on a monetary policy rule.

Interestingly, no general proposition can be established saying that rigidities
are always harmful under EMU. Whether a given institution is more costly or
more beneficial under EMU than under a sovereign monetary policy depends
on social preferences. On the basis of these results, we then assess how
EMU modifies the incentives for labour market reform. We also show that
while EMU clearly makes sizeable reforms harder, it may make small reforms
easier.

Our main policy conclusions can be summarized as follows:

•  EMU creates incentives to alter the economy’s structure in order to
improve its response to shocks. However, depending on which institution
one is talking about and on the country’s preferences, this may well lead to
more rigid labour markets. For example, employment protection
destabilizes prices but it stabilizes employment. EMU increases the
incentives to get rid of employment protection except if society cares a lot
about stabilizing employment, in which case it would actually create



incentives to tighten employment protection legislation – this does not
occur in our simulations but it could for governments that put a high weight
on employment.

•  EMU reduces the incentives for a large-scale reform of the labour market
that would substantially lower unemployment, because monetary policy is
very useful in order to get the best possible transition path to the new
equilibrium. Consequently, we expect more timid reforms to prevail under
EMU.

•  Optimal monetary policy at the time of a labour reform involves a sharp
depreciation in the short run, which speeds the transition toward the higher
employment level. This is consistent with the two-handed approach view,
according to which macroeconomic stimulus should accompany structural
reforms.

•  In this respect, an important limitation to structural reforms under EMU is
their potential deflationary impact. If deflation is to be avoided, the
maximum size of a reform will be smaller the lower the common trend of
inflation in the monetary union.

•  Finally, to overcome the disincentive effects of EMU on labour market
reform, there is a case for coordination of labour market reforms across
European countries. This will allow the ECB to engineer a monetary
expansion in the Union at the same time as all member countries engage
in structural reforms, thus implementing the two-handed approach at the
union-wide level.
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Figure 1: Dynamic response of employment and the real wage to a reduction in insider
rents (q) in EMU. Fully Flexible economy.
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Figure 2: Dynamic response of the price level to a reduction in insider rents (q) in
EMU. Fully Flexible economy.
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Figure 3: Dynamic response of the exchange rate and the price level to a reduction in
insider rents (q) outside EMU. Fully Flexible economy.
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Figure 4: Dynamic response of the real exchange rate to a reduction in insider rents
(q) in and outside EMU. Fully Flexible economy.
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Figure 5: Dynamic response of employment and the real wage to a reduction in insider
rents (q) outside EMU. Fully Flexible economy.
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Figure 6: Dynamic response of employment to a reduction in insider rents (q) in and
outside EMU. ”European” economy.
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Figure 7: Dynamic response of the exchange rate to a reduction in insider rents (q)
outside EMU. ”European” economy.
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Figure 8: Dynamic response of the real wage to a reduction in insider rents (q) in and
outside EMU. ”European” economy.
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Figure 9: Dynamic response of the price level to a reduction in insider rents (q) in and
outside EMU. ”European” economy.
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