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ABSTRACT

Labour Markets and Monetary Union: A Strategic Analysis*

This paper analyzes the macroeconomic consequences of the establishment
of a monetary union in the presence of unionized labour markets. It is shown
that the effects of the formation of a monetary union depend on several labour
market features, such as the degree of centralization of wage bargaining,
labour unions’ inflation aversion and the degree of substitutability between the
labour of different unions. In particular, the switch from national monetary
policies to a unified monetary policy usually affects both inflation and
unemployment, even when all structural parameters of the economy and of
unions’ and policy makers’ preferences remain the same.

The benchmark case of a monetary union between identical countries
suggests that the switch to a monetary union is likely to make labour unions
more aggressive, increasing unemployment. Qualifications to this result are
provided and their robustness is investigated under alternative structural
assumptions, like cross-country asymmetries, (pre-union) ERM membership
and wage leadership.
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NON-TECHNICAL SUMMARY

This paper investigates the effects of the establishment of a monetary union
on real wages, inflation and unemployment in the presence of unionized
labour markets. Conventional wisdom as embodied in the neutrality of money
paradigm would seem to suggest that, provided there are no additional
structural changes, the formation of a monetary union per se should not affect
real variables. However this point of view abstracts from changes in the
strategic interaction between non-atomistic labour unions and the central bank
brought about by the formation of a monetary union.

We develop a strategic analysis of how the establishment of a monetary union
(MU) is likely to alter wage-setting behaviour and through it macroeconomic
performance. The results highlight the effects of the formation of a MU that
operates via the change in incentives for wage moderation on the part of
unions. The analysis abstracts from other changes that might be associated
with the establishment of a MU, such as changes in the degree of the central
bank (CB) inflation aversion or changes in the degree of competition in the
labour market. The virtue of this simple approach is to show that, in the
presence of sufficiently large (i.e. non-atomistic) unions, several neutrality
results that would be expected on the basis of traditional analysis no longer
hold.

The arguments developed here are based on the analytical framework
developed in Cukierman and Lippi (1999), amended to allow for cross-country
asymmetries in wage-setting structures. The results of the paper are derived
by comparing the equilibria obtained under a MU with those obtained under
national monetary policies (NMP). This is done by considering a two-stage
strategic interaction between a central bank (CB) and a number of unions. In
the first stage each union in each country sets its own nominal wage taking
the nominal wages of other unions and the reaction-function of the CB as
given. In the second stage of the NMP regime, the CB in each country
chooses inflation, so as to minimize the combined costs of inflation and of
unemployment, taking unions’ nominal wage rates as given. Under the MU
regime, a single monetary authority chooses the area-wide inflation in the
second stage and this is known by all unions in the first stage.

The main lesson of the paper is that, in spite of the fact that agents have
rational expectations and complete information, the change in the strategic
interaction between unions and the CB caused by MU leads to changes in
equilibrium values of real variables. This occurs only when unions are non-
atomistic and partly internalize, therefore, the repercussions of their own
actions on other agents’ decisions (the CB and other unions). It is noteworthy
that the formation of a MU induces changes in real wages, unemployment and



inflation even when all parameters of the game (CB and unions’ preferences,
number of unions and labour market competitiveness) remain unchanged by
the MU. A basic mechanism driving those results is that the formation of a MU
unambiguously reduces each union’s perception of how inflationary its
individual actions are. This happens because in the MU each union has a
relatively smaller size as compared to the pre-MU situation. When a typical
union is concerned about inflation, this reduced inflationary perception leads
the union to demand a higher wage premium, increasing both unemployment
and inflation.

Moreover, the analysis implies that in a multi-union world the establishment of
a MU has real repercussions even when unions are not averse to inflation.
This second type of non-neutrality generalizes and qualifies previous literature
(Grüner and Hefeker, 1999; Soskice and Iversen, 1998). It is due to the fact
that, in the presence of nominal wage contracts, the degree of inflation
aversion of the central bank affects each union’s perception of how costly it is,
in terms of reduced competitiveness, to increase its own wage rate.

The analysis focuses initially on the impacts of the formation of a MU in the
benchmark case in which the parameters of all countries are identical.
Provided unions are non-atomistic, the analysis of this case shows that the
MU leads to more aggressive wage behaviour, and hence to higher
unemployment in the participating countries. A number of qualifications to this
proposition are discussed in the paper. First, it is shown that, when the degree
of competition in labour markets differs across countries, the effects of MU on
unemployment may be distributed asymmetrically. In particular, the formation
of a MU leads to a larger increase in unemployment in the country in which
the labour market is less competitive, and may even decrease unemployment
in the other country. Second, when unions are not inflation-averse the
formation of a MU always increases unemployment. This increase is larger in
smaller countries and maximal at intermediate levels of centralization and of
labour market competitiveness.

Finally, the paper examines the robustness of the results to two alternative
institutional scenarios that may be relevant to Europe. The first scenario
recognizes that some of the European countries in the ERM system were
already committed to German monetary policy prior to joining the MU. Under
the assumption that this commitment was credible, the analysis predicts that
with the adoption of the MU the unemployment problem may become more
serious in Germany (the pre-MU anchor country) and less serious in the
satellite countries. This is due to the fact that wage increases in a typical
satellite country did not prompt a monetary policy reaction since German
monetary policy reacted only to German wages under the ERM. By contrast,
within the MU, monetary policy reacts to wage settlements in all countries in
the MU. Hence the perception of labour unions in the former satellite countries



regarding the inflationary consequences of their actions is stronger in the MU
than under the ERM, leading them to more wage moderation. On the other
hand, the perception of German unions regarding the inflationary
consequences of their wage decisions is weaker under MU than under the
ERM leading them to more wage aggressiveness

In the second scenario the paper studies how wage leadership by unions in
one country alters macro performance in the MU in comparison to a case in
which all unions in the MU take the nominal wages of other unions as given.
The analysis suggests that if unions’ inflation aversion is not ‘too high’, the
wage premium in the country with the leading unions is lower than the
corresponding premium in a MU with no wage leadership. This happens
because the leader-unions anticipate that their wage increases will be
followed by similar increases on the part of the follower-unions. This induces
the leader-unions to internalize the inflationary repercussion of their actions to
a larger extent than under simultaneous bargaining and moderates their wage
claims. Moreover, the moderating effect on average wage demands in the MU
is larger when the labour market structure in the country whose unions are
followers is highly decentralized.

A brief discussion of how the MU affects policy makers’ incentives to reform
the labour market concludes the paper.
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