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ABSTRACT

Economic Performance and Stabilization Policy in a Monetary
Union with Imperfect Labour and Goods Markets*

This Paper develops a framework for the analysis of the effects of institutions
on economic performance in a monetary union in the presence of stabilization
policy, unionized labour markets and monopolistically competitive price-setting
firms.  Nominal wages are fixed contractually.  In spite of full price flexibility
transmission of monetary policy operates via both aggregate demand and
aggregate supply channels. The Paper relates average, as well as country-
specific, economic performance within the monetary union, broken down to
country size, number of unions, the degree of product differentiation on
product markets, and central bank conservativeness.  Economic performance
is characterized by unemployment, inflation, real wages and competitiveness.
Both average, as well as country-specific, economic performance in the
presence of (possibly) heterogeneous shocks and a unified stabilization policy
are evaluated.

JEL Classification: E24, E31, E58
Keywords: central bank conservativeness, monetary union, monopolistic
competition, shocks, stabilization, stabilization policy, wage bargaining
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NON-TECHNICAL SUMMARY

This Paper extends the model in Coricelli, Cukierman and Dalmazzo (2000) to
the analysis of the effects of institutions on economic performance in a
monetary union in the presence of stabilization policy, unionized labour
markets and monopolistically competitive price-setting firms. The development
of such a framework is motivated by the creation of the European Economic
and Monetary Union (EMU) and by the observation that European labour
markets are characterized by high levels of unionization with varying degrees
of centralization of wage bargaining across countries within the monetary
union (MU). In a MU where countries differ in size and in the degree of
centralization of wage bargaining (CWB), a common monetary policy has
differential effects on economic performance in different countries even in the
absence of shocks. This statement is a fortiori true in the presence of country-
specific shocks. The Paper provides a framework that makes it possible to
analyse these differential impacts of a common monetary policy.

The creation of EMU has raised the level of effective central bank
conservativeness for most countries that have joined the monetary union.
When central bank conservativeness (CBC) has real effects one may question
whether such a reform of monetary policy-making institutions is a desirable
one or not. The Paper’s framework makes it possible to identify some of the
factors that affect the answer to this question. In particular, the Paper shows
that a higher level of CBC is associated, on average, with both lower inflation
and lower unemployment at the level of each country. But in the presence of
shocks, which make it desirable to engage in stabilization policy, a familiar
Rogoff (1985) type trade-off between better average economic performance
and the stabilization of shocks arises.

More generally the Paper’s framework makes it possible to relate average as
well as country-specific economic performance in the MU to country size and
to structural parameters like the country-specific, degrees of centralization of
wage bargaining (CWB) and the level of competition on product markets. In
particular it is shown that the higher the CWB and the higher the product
market competitiveness in the MU, the lower the expected values of inflation
and of the MU-wide rate of unemployment. The Paper also shows that, all
things being equal, countries in the MU that possess relatively more
centralized wage bargaining systems are relatively more competitive in foreign
trade within the union and enjoy lower rates of unemployment. Similar
conclusions hold for relatively larger countries. Basically, those results are a
direct consequence of the fact that unions in larger countries with more
centralized wage bargaining systems internalize a larger fraction of the impact
of their actions on employment, which moderates their wage demands.

The Paper shows that, independently of its level of conservativeness, the CB
of the MU fully offsets an appropriately weighted average of the demand



shocks impacting on individual countries. Although optimal at the level of the
entire MU, a policy rule that fully offsets the effects of MU-wide demand
shocks does not fully stabilize the effect of differential demand shocks on
individual countries’ rates of unemployment. Unlike in the case of demand
shocks, the level of CBC affects the degree of activism in the face of MU-wide
productivity shocks. A novel result of the Paper is that a more conservative CB
reacts more strongly to supply shocks in order to better stabilize inflation. This
result is consistent with recent time series evidence on conservativeness and
activism in Germany.
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